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,shit,,l, W, 20030 With this issue we begi.n the 1991 series of the
 
(202)23%701 Washington Economic Watch. 
As we enter our second
 

/fr(202)74.500,7 	 year, we look forward to continuing to provide you withtimely and relevant information on U.S. economic policy
toward the Third World. 

SI,.,S, .I.... We would like to thiaik you for the overwhelmingly
S... positive responses we have received front subscribers 

lm,lr,.. throughout our first year. A quote from a Latin 
Carol J. American rcse-irch institution illustrates the consensus
Ianaotrr
 ..........
,.... 
of you- feectdcki "The Washington Economic Watch is an
 

,,.r.,.-.
mwo excellent compilation of information on current
 
Ihrr.L..g,, developments in Washington, which we find very
 

John K ,-.. interestino as well as very useful." 

With this in mind, we would like to *-hank those of
.'"I.... ... you who have already returned the surveys enclosed in
 
i,,rr, %linear Lhe fourth quarter, 1990 issue of WEW. This
 

" '",r"
h" information will help us 
adapt our digest furth.er. If
yiu ha're not yet completed your questionnaire, please
Ittipharl I:.Perl o an t us 	 y u
,d s..,,,,uo 	 us atand send it to your earliest convenience.


We value your input and suggestions.
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1901 'rIde 1kol ic AendIi mIrd the 1990 Anial 1Report 

U.S. Trade RepresentIt iXe 

I. The 1991 Agenda
 

In 1990 world trade provided tremendous 
opportunities for the United States economy and 
was a major engine of economic growth. 

The rate of growth of U.S. exports was twice 
as fast in 1990 as the rise in imports and generated 
nearly half of our total growth in GNP. 

Expanding these opportunities by 
aggressively working to increase U.S. access to 
foreign markets comprises the Administration's 
trade policy agenda for 1991. To do that, we have 
set ourselves three broad objectives for the year 
ahead: 

First, to strengthen and expand the 
international trading system through the 
conclusion of an ambitious Uruguay Round 
agreement with 107 nations under the GATT. 

Second, to complement Uruguay Round 
goals and agreements by undertaking regional and 

bilateral market-opening and market-expanding 
initiatives such as the historic North American 
Free Trade Agreement with Mexico and Canada, 
and the President's Enterprise for the Americas 
Initiative. 

Third, to enforce and implement U.S. trade 
laws in ways that best advance the goals of open 
markets and expanded trade. 

In order to achieve these goals, however, we 
must first accomplish a fourth and crucial 
objective: 

The extension of fast-track negotiating 
authority from Congress for another two years. 

Fast track authority provides two guarantees 
essential to successful negotiation of trade 

agreements: a vote on implementing legislation 
within a fixed period of time, and no amendments 
to that legislation. 

Fast track authority expires on May 31 
unless the President requests a two-year extension 
by March 1. Without fast track, the President 
cannot assure our negotiating partners that the 
agreement they reach is the agreement that will be 
voted on by Congress. Without that assuranc, 
foreign government- are reluctant even to 
negotiate with the United States and will not make 
the tough concessions necessary to reach 
agreements the United States would be willing to 

sign. 

Maintaining the fast track will preserve our 
ability to continue our efforts to liberalize trade 
and open markets through the GATT, through 

multilateral agreements, and through bilateral 
agreements. 

1. Successful Completion of the Uruguay 
Round 

The United States remains convinced that the 
Uruguay Round is the best means of 
strengthening the multilateral trading system. In 

the Uruguay Round the United States seeks to: 
• 	 Lower tariff and nontariff barriers worldwide 

and to eliminate these barriers completely in 

key sectors; 

Establish international rules of fair play in 
the 	new areas of services and investment, and 

to protect intellectual property; 
Fundamentally reform world agricultural 

trade by opening global markets and reining 
in costly trade-distorting agricultural 
subsidies; 
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* 	 Integrate developing countries into our global 
trading system; and 

" 	 Strengthen international rules on dispute 
settlement, subsidies, ar, idumnping and import 
safeguards, to expand access to foreign 
markets and ensure fair trade in the U.S. 
market. 

If we can bring these negotiations to aW 
succe&,ful conclusion, it could add more than $4 
trillion to our global economy over the next 
decade. The U.S. share of this new wealth would 
be more than $1 trillion in output over the next ten 
years. 

"Iisyear the United States is undertaking 
two sweeping regional trade initiatives in this 
hemisphere: 

* 	 Negotiation of a North American Free Trade 
Agreement (NAFTA) with Mexico and 
Canada; and 

Advancing the President's Enterprise for the 
Americas Initiative (EAT) which envisions an 
hemispheric zone of free trade stretching 
from Alaska to Tierra del Fuego. 

NAFTA: On February 5, 1991 the President 
announced his intention to negotiate a North 
American Free Trade Agreement with Mexico 

and Canada. This announcement followed on 

from the earlier dccision by the United States and 
Mexico to initiate negotiations of a 
comprehensive bilateral FTA. 

The United States is Mexico's principal 
trading partner and Mexico is our third largest 
customer. We already have an FTA with Cwanda. 
Unking our complementary economies tlirough 
free trade will work to strengthen these economic 
bonds, increase regional political stability, and 
create new opportunities for U.S. exporters. 

Ultimately, a NARITA will create one of t 

world's largest and richest markets, with 360 
million consumers and $6 trillion in annual 
output. A progressive lowering of obstacles to the 

flow of goods, services, and investment, and 
heightened protection of intellectual property, will 
provide the three nations with the opportunities
they need to grow and succeed in an increasingly 
competitive global trading system. 

A NAFTA also will support our broader aim 
of open markets and expanded trade globally by 

giving other countries greater incentive to seek 
open markets with us. 

EA: On June 27, 1990 the President 
proposed an historic initiative to join all the 
nations of the Americas in a new, open economic 
relationship, which he called the Enterprise for the 
Americas L-itiative. This bold initiative has three 
elements: trade, investment, and debt reduction. 
EAT's trade aspects include working together to 
bring the Uruguay Round to a successful 
conclusion, a complementary effort to reduce 

trade barriers in our hemisphere, and ultimately
the creation of a zone of free trade extending from 
Alaska to Tierra del Fuego. 

As part of the EAT, the United States is 
negotiating framework agreements on trade and 
investment with a number of our Latin American 
partners. In this context we are pursuing 
improvements in the protection of intellectual 

property rights, more open investment regimes, 
reductions in export subsidy practices, and 

improvements in market access for goods and 
services.
 

Caribbean Basin Initiative (CBI): We are 
also working to ensure effective implementation 
of the CBI, including administrative measures that 

would allow further development of the region's 
tourism industry. 

Ande.vi Trade Initiative: As part of the 
President's effort to help the Andean nations find 
economic alternatives to the drug trade, the 
Administration is working to gain passage in 
Congress of Andean trade preference legislation. 

This would result in duty-free imports of a 
brodervariety of goods from the region. 

The Adminisraticn continues to press ahead 
with efforts to open key foreign markets through a 
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number of bilateral initiatives. We are seeking 
implementation of modem patent laws in the 
major South American countries and negotiating 
bilateral investment treaties. 

Pacific Rim 

Japan: Expanding access to the world's 
second largest market economy remains a top 
Administration priority. L1 pursuing this goal, the 
Administration is employing a comprehensive 
four-part plan of action: using the Uruguay 
Round to negotiate strong and enforceable 
multilateral rules; lowering structural barriers 
through our Structural Impediments Initiative, or 
S11, talks; eliminating baniers in specific sectors 
using our trade laws and through other means; 
and, building constituencies in Japan that will 
support market-opening measures. 

In 1991 the Administration will continue to 
press Japan on commitments made last June under 
SII to remove an array of structural barriers, to 
amend laws, change policies, and spend money in 
ways th.i .,vill further open the Japanese market. 

The Administration also will closely monitor 
progress achieved under past market-opening 
agreements with Japan, including stellites, 
supercomputers, wood products, 
tclecommunications, and amorphous metals. 

Finally, we will vigorously pursue ongoing 
negotiations in areas such as construction, 
semiconductors, and legal services to ensure that 
Japan continues to open its markets in key areas 
of U.S. interest, 

Korea: The United States will continue 
intensive bilateral negotiations with Korea to 
tnSure that its growing market is accompanied by 
expanded Fccess for imports. The Administration 
will pay particular attention to any Korean 
attempts to discourage imports. 

Association of Southeast Asian Nations 
(ASEAN): In December 1990 the United States 
signed a memorandum of understanding with thesix ASEAN governments (Malaysia, Thailand,

six SEA govrnmnts(Malysi, 'Milnd, 
Indonesia, Philippines, Singapore, and Brunei) to 
facilitate trade and investment. In 1991 the 

Administration will regularly consult at both the 
ministerial and senior staff level with the ASEAN 
nations to set up mechanisms for enhancing trade 
and investment relations. 

Europe and the Mediferranean 

EC 1992: The United States is carefully 
following the European Community's progress 
toward a unified market next year. We will 
continue to intervene with the EC in cases where 
the process of EC economic integration 
jeopardizes U.S. interests through restrictive 
discriminatory practices. Among the areas we are 
monitoring with special interest are: 
telecommunications, government procurement, 
financial services, and testing and certification. 

Eastern Europe and the Soviet Union: 
The Administration seeks to integrate the 
emerging market economies of Eastern Europe 
into the open global trading system, in order to 
foster both political stability and economic 
growth. As these economies develop and open to 
world trade, new markets will be created for U.S. 
exporters. This year the United States will be 
working to implement trade and investment 
agreements negotiated last year, to complete 
ongoing negotiations, and to undertake new 
discussions. 

Sectoral Efforts 

Textiles and Apparel: The Administration 
seeks to negotiate an international arrangement in 
the context of the Uruguay Round that will 
replace the Multifiber Arrangement (MFA), allow 
for the orderly integration of this sector into the 

GAIT, and provide enhanced export 
opportunities for the industry. The combination 
of these efforts will ultimately help the textile and 
apparel industries to adjust to an open trading 
system. The MFA is due to expirm on July 31, 
1991. The MFA will need to be extended until a 
Uruguay Round agreement is implemented; 
should the Round fail, the MFA will need to be 
renegotiated. 

Steel: In 1989 the President established the 
Steel Trade Liberalizaion Program. Its goal has 
Seel t re beatiarkon Poraes oa 
been t ensure that market forces, not 
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governments, determine the patterns of trade, and 
the price and quantity of steel produced. This has 
been done through the negotiation of bilateral 
agreements to elimiiate unfair practices and the 
phase out of Voluntary Restraint Agreements. 
The Administration now is working to incorporate 
these commitments into a multilateral agreement 
within the GATIr through the Uruguay Round. 

Shipbuilding: The Administration is 
working through the Organization for Economic 
Cooperation and Development (OECD) to reach 
an agreement eliminating subsidies ar other 
forms of trade distorting government assistance to 
shipbuilders. It is expected that this agreement 
will be successfully concluded this year. 

3. Implementation of U.S. Trade Laws 

The Administration will use U.S. trade laws 
to complement its multilateral and bilateral 
objectives of free markets and fair trade. This 
includes implementing 1988 Trade Act provisions 
including initiatives involving intellectual 
property protection, telecommunications, and 
government procurement in ways which further 
U.S. multilateral goals. 

The United States also will closely monitor 
market-opening agreements negotiated under 
section 301 in the past year, and will continue 
negotiations on matters that are the subject of 
current section 301 inv-stigations. 

In addition, the Administration's trade 
agenda supports internationally recognized 
worker rights around the world. 

Lastly, the antidumping and countervailing 
duty statutes, the Generalized System of 
Preferences, and trade law provisions designed to 
safeguard U.S. national security, will all be 
faithfully implemented. 
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Office of the Press secretary 

For immediate Release March 5, 191
 

REM.ARKS BY THE PRES:DEN7
 
:VR.NG BR:EFING FOR
 

FAST TRACX A:1H0.R:TY EXENS:ON
 

Room 430
 
Old Execu:ive Cffce Building 

11:22 A.. EST
 

TFE PRES:DN7: Thank you all v,-ry ..h. Cne interru:ts
 
Carla at their own risk. (Laughter.) But that gives me a acod
 
lead-in to express ry confidence in our USTR, i.n ur trade 
representative. Certainly, also, in our very atle Secretary of 
Cozrierce, Bct Mosbacher, who is behtnd ne; Michael Boaskin, upon whor
 
rely for so much in the ecnc:c fild; and Fred ... re w,.:'ut


who-.we could not operate in :ers of working wi ."the congress. Sc 
you have four of cur bes: here, and 1 hope tna: yt u vs been a!ie to 
glean from the. how important we feel ths Fast rrak is. 

Obviously, the a:tention has been fc:usef by the wno:e 
country -- indeed, the whole w:rld -- on the Persian.-, 
wanted to come over and talk about oomic groth becau.se 
cpt...stic about the econom ic future of this countr'... An4 !ranky, 
one of the things that's going to lead us out of thG re:cver" i,.tn-s 
vital export segment of cur economy. r cnfinign: that we ca. 
expand exports, and 1' confident that we can expanz eccncni: groh 
generally, but we've got tc dc it thrDugh open-nr w:rld markets and 
not through throwing uz barriers, not through pr tec::on that we 
=ght think, short run, wil hel sonebody here at hcnoe but l--~ 
run, inevitably, resu:ts in a . lsh... of the ..... of tn:s 
country.
 

As these four have told you, our ez :z-:--rc decenda
 
on free markets and our trade azreemen:s have got tz coe7 ur :nsse
 
markets and provide rIas for fair and free trade ... rem=*'y
 
concede -- and F: will Carla and Bob -- that we have :urther to c
 
terms of the fairness aspect. And we are gcing to cznzinue to Wzrk
 
on that. For many years, the Fast Track has allowed us to
 
succen&fully negotiate the very important trade a;reements in cur
 
histcry, r.duoing the barriers to trade and corutn tc growth
 
here and amroad.
 

We are conr.tted -- this administration is comaltted tc 
America's leadership role in tne global economy and to the extens-On 
of Fast Track. we want to continue our active partnership with the 
Congress and with the private sector in expanding trade. Ccncress 
has a very special role in international trade. As hujaness and
 
association leaders -- all of you -- you've been tremendously he'pfu 
so far, and : want to keep this partnarshir- strong. Fee Track w-11 
do this.
 

it'll also give us the same bargaining power that our 
counterparts already enjoy: the ability to ensure that the 
agreement reached at the table is the same one voted cn at home. 
Supporting Fast Track will allow our important initiatives for 
economic growth to go forward, And if a disapproval resolution is 
passed by either house, the Past Track for all purposes is history -
it's gone. As I would say with that is our ability tc negotiat; in 
the Uruguay Round, the North ameri;an Free TrsdG Agreament and the 
Interpriat for the Americas initi.t*ve. All vital vital interests 
of the United States of America. 
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So a vote against tact Track reelly is a vote against

vibrant international trade. We're doing very, very wall with
 
Mexico. Our relations with Mexico hive never been better. And I
 
give great credit to the President of Mexico, Carlos Salinas, and to
 
his trade people, just ss I do to our Secretary of Commerce and to
 
our very able Trade Representative. They've worked hard and closely
 
with Mexico. And it would be a shamn to see special interests in
 
this country gun down the Fast Track and thus stop us from getting
the kind of free trade agreeme:t with Mexico that is clearly in the
 
interest of u.S.-Mexicc relations, and : think will benefit all
 
Americans as wall.
 

And clearly, the Hispanic American population revel; in
 
the newfound improved ralaons with Mexico. And : think they wouId 
have a lot at stake in seeing that we have a good, strong agreement
 
with the Fast Track leading the way.
 

We arG the world's largest trader. And thse exports In
 
which many of you have been so active have become a vital source of
 
strength to our economy. Even when the economy is weak and slow, the
 
exports have been profitable and certainly leading the way.
 

So I know we're facing a tough fight on this in the 
Congress. I hav. pledned to you that the White House w. L do 
absolutely everything we can to get the mesage across to thb 
Congress aa to how imortant this is. 

But the bctton line is simply this: We have before us 
the opportunity to expand growth and prosperity Zor all Amer:cans. 
We can look at Jt selfishly. We can look a: it -- what's in the het 
interest of tht American people. And Z am absolutely convinced that 
this Fast Track, it will lead to the Uruguay Round's sucoessful 
conclusion, will lead tc the America's Initiative, and also will lead 
to the bilateral agreenent with Mexico aro in our fundamental 
interests. 

so : wanted tc cone over, thank you all for your vary, 
very important work and urge you to redoutle your efforts as we so: 
down to what will be critical votes in both Houses of the *nlted 
States Congress. 

Thank you all very very much.
 



The Likel\' lIiipaict of TradeLc on 'lhe Uni ted States of a Frc Trade Agrciecnt 
with Nexico 

United States International 'plade Colmission, February 3991. 

EXECUTIVE SUMMARY 

Introduction 

The idea of the United States and Mexico entering into a free trade agreement has evolved 
from a distant goal to a serious possibility in a rulatvely short time. Less than 5 years ago,
Mexico was mied in debt and committed to a highly interventionist economic policy that
discouraged imports and limited foreign participation in the Mexican economy. In recent 
years, however, Mexico has reduced state intervention in the economy and opened its market 
to foreign goods, services, and investment. Mexico also entered into a series of trade
negotiations with the United States. Largely as a result of these events, two-way trade 
between the United Stees and Mexico has grown significarly. 

Negotiation of a free trade agreement (FTA) is now the primary mechanism being
considered for expanding bilateral trade and investment between the United States and Mexico.
On June 10, 1990, President Bush and Mexican President Salinas de Gortari endorsed a 
comprehensive bilateral FTA as the best means to stsengthen economic relations and rieet the
challenges of international competition. Subsequendy, Canada, which already has an Fl,- with
the United States, requested participation in the negotiations. On September 25, 1990,
President Bush formally requested Congress to allow the use of the so-called fast-track 
procedure for negoiating an FTA with Mexico and to explore the possibilities of Canada
joining an agreement. It is anticipated that the Congress will have to disapprove the use of 
the fast-track procedure by spring 1991 or else it will be approved automatically. However,
the authority granted the President to use the fast-track procedure expires on June 1, 1991 and
would have to be extended to apply to any agreement. A decision on Canadian participation
will probably be made soon. 

The Commission analysis suggests that an FTA with Mexico will benefit the U.S. econem i
o'exall by expanding trade opportunities, lowering prices, increasing competition, and
.rproving the ability of U.S. firms to exploit economies of scale. Since these gains are likely
to outweigh the costs, the U.S. economy will probably gain on ne. However, there are likely
to be some shifts in production so that certain U.S. industries--such as horticultural 
prrducts--will be disproportionately affected by an FTA. 

The relative importance of the bilateral trading relationshir between Mexico and the Unitd
States and the relative sizes of the two economies imply that the relative magnitude of effects 
of an FTA would be significandy smaller for the United States than for Mexico. Mexico is
the United States' third-largest trading partner, after Canada and Japan, but it accounted for 
just 6 percent of U.S. imports and 7 percent of U.S. exports iii !989. In contrast, the United
States accounted for more than two-thircis of Mexico's exports in 1989. Mexico's gross
domestic product (GDP) of $187 billion in 1989 was only 3.6 percent of U.S. GDP. 

Likely Impact on the U.S. Economy Overall 

An FTA would benefit the U.S. economy overal, but for two major reasons the benefits
relative to the size of the U.S. economy are likely to be small in the near to medium term.
First, in spite of Mexico's population of some 88 million, as discussed above its economy is
much smaller than the U.S. economy. Seconc, with a few exceptions, both cwuntries alreidy
have relatively low tariff and nontariff barriers to trade with each other. A sizable shat of
U.S. imports from Mexico already enters the United States either free of duty unconditionally,
under the Generalized System of Preferences (GSP), or at substantially reduced effective rates 
under ,naquiladora production -sharing arrangements. Similarly, many U.S. exports to Mexico 
are afforded duty-free treatment in Mexico under die maquiladora program. Since 1985,
Mexico has significantly reduced tariffs and the number of products subject to import permits.
Mexico has also liberalizrd the administration of its foreign investment regulations. The 
relatively low barriers alrady allow most of the benefits of trade between the two countries to 
be realized and therefore limit the potential benefits to the United States of an FTA. 
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Many observers beiieve that Mexico's economy will grow ravjdly in the coming yea-.Qbecause of its recent economic reforms, whether or not an FTA is adopu, J.If Mx.ican growthisforthcoming, Mexico will become a larger trading partner of the United Sltaes and theincreased tmnde will benefit the United States. The Unite,- States is likely to be ihe singlelargest foreign ber-eficiary of such growth, since it is by far Mexico's most significant sourceof imports and investment capital. The United States accounted for over 70 percent ofMexico's imports in 1989, ard for some 63 percent of all accumulated direct foreign
investment in Mexico. 

An FTA would probably increase Mexico's rate of growth and thereby increase the benefitsto the United States over time. For example, an FTA is likely to increase both domestic andforeign investment in Mexico. By codifying liberal trade and investment policies in aninternational agreement, heretofore adop.,_td only as a matter of administrative policy, a UnitedStates-Me',ico FTA would increase LIe confidence' of investors in Mexico's economy. Anincrease in investment in Mexico would raise wage incomes and employment in Mexico,increase GDP growth, increase foreign exchange earnings, and facilitate the transfer oftechnology. In so doing, it would increase Mexico's demand for U.S. exports and benefit thdeUnited States. Nevertheless, for many years the effects would probably still be fairly small
relative to the size of the U.S. ec3nomy. 

An FTA with Mexico could have a greater impact on certain U.S. industries and regionsthan it has on the U.S. economy overall. The strongest effects on U.S. industries would likelybe whl.re cuirent barriers to trade and investment are high or where demand for each others'products and services ishighly sensitive to price. Regions with a high concentration of suchindustries or where trade with Mexico accounts for a substantial portion of economic activityare likely to be disproportionately affected. 

Likely Impact on U.S. LaborMarkets 

An FTA is likely to have little or no effect on employment levels in the United States, butit could cause some shifts in employment among occupations and could affect wage rates andthe level of immigration from Mexico. 

real 

An FTA is likely to decrease slightly the gap between
 

but 
United States wages and Mexican wages of both ski!led and unskilled workers combined,a greater share of the wage adjustment would occur in Mexico than in the United States.As wage differentials between the United States and Mexico narrow, the incentive formigration from Mexico to the United States will decline. Real income for U.S. skilledworkers and capital service owners is expected to rise. Preliminary analysis indicates that thereal income for unskilled workers in the United States is likely to decline slightly, althoughsome plausible scenarios suggest that it could actually increase. Total real income in the
United States would increase because of the trade creating effects of the FTA.
 

Likely Impact on U.S. Trade with Third Countries 

The increase in United States-Mexico trade resulting from the reduction of trade barriersunder an FTA would partly displace U.S. trade with other countries, including Canada andthose in Central and South America, the Caribbean, and Asia The fact that some of thesecotntries already benefit from U.S. tariff preference schemes such as the GSP and theCLibbean Basin Economic Recovery Act (CBERA) may limit the amount of displacement.Moreover, only some of this displacement is exlected to result in a loss of welfare associatedwith trade diversion-a shift from a lower cost supplier to a higher cost supplier. Since thedisplacement itself is expected to be small, it should have only a minor negativt -ton theU.S. economy. It should be noted, however, that the U.S. market is vital to many countriesand exporters. The relative benefits of tariff preference schemes, such as the GSP and theCBERA, to these third countries are. likely to decrease. Some U.S. trading partners areconcerned that any loss in sales to the United States as a result of a United States-Mexico 
FTA could hurt foreign suppliers. 

Some U.S. producers have expressed concerns that a United States-Mexico FTA couldallow third countries to circumvent U.S. tariffs and other trade barriers by transshipping theirgoods through Mexico to the United States or by using Mexico as a base for processing andexport to the United States. The nature and the enforcement of the rules of origin in theagreement will determine the degree to which third countries will be able to access the U.S.
market by these means. 
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Likely Impact of Canadian Participation 

Following the United States-Mexico decision in June 1990 to actively pursue negotiations
toward a bilateral FTA, Canada requestea participation with a view to negotiai'ng a North 
American FTA. Two-way trade between the United States and Canada totalel some $163 
billion in 1989, more than 80 times as great as Canada-Mexico trade of $2 billion. Canada 
hopes that a trilateral FTA would preserve its access to the U.S. maket und-r the United 
States-Canada FTA. Canada wishes to avoid a loss to Mexico of U.S. trad and investment,
which might occur should the United States become the sole North American locus with 
duty-free access to all three markets. Though small, Mex:co has reportedly emerged as a 
competitor fo, Canada's share of U.S. markets for some products, such as autos and auto parts.
Among other things, Canada would also like FTA negotiations to address tariffs, rules of 
origin, textiles and apparel, intellectual property .rights, standards, dispute settlenert 
procedures, and longer term questions such as future energy flows. In many of these areas :he 
United States and Canadian econor. s are already closely aligned. 

Canada's int,,rest in a trilateral FTA also rests on its desire to paricipate ii ar.y North 
American dialogue on trade. Cahada wants to be a part of any process that may eventually
broaden market access to Central and South America. Althouoh Carada hopes to gain from 
trade with Mexico in the long run, most analysts foresee relatively small sholt-'erm benefits 
because of the size of current Canada-Mexico trade. 

Initial analysis suggests that the effects on the United States of free trale witt. Mexico 
and with Canada would be similar regardless of whether the United States cc'ialudes separate
bilateral agreements with Canada and with Mexico or reaches a trilateral agreement. The only
major difference would be that under separate bilateral agreements U.S. trade with both 
countries would be slightly greater than under a trilateral FTA because Mexico and Canada 
would maintain barriers on trade with each other. 

U.S. trade with Canada is likely to decrease as a result of displacement by go-L.v,.duced
in Mexico under either the bilateral or the trilateral scenario. However, this dere,.se in U.S. 
trade with Canada would probably be slightly greater under a trilateral F'AF. 

LikelY Impact on U.S. Regions 

Southwest BorderRegion 

The Southwest border region of the United States is vitally link.d both geographically and 
economically Lo Mexico. As United States-Mexico trade increases under an FTA, traoe-reL&ed 
activities along the border will also expand. However, ar, FTA could hurt other segmens of 
the 	 U.S. border economy. 

Mexico's maquiladora industry represents a large part of the region's economic base. 
An FITA could lead to an expansion of maquiladora production in Mexico, but would 
reduce the incentive for such firms to locate themselves near the border. However,
incentives for investment to move closer to Mexican population centeis in the interior 
and away from border infrastncture bottlenecks could be matched by incentives to 
remain along the border, such as proximity to existing border suppliers and services. 
Major maquila industries include electronics, automotive products, and apparel. 

* Reportedly, U.S. firms currently supply about ,bpercent of the raw materials and 
components used by maquiladoras. By eli-ninating U.S. tariffs on the non-U.S. 
value-added component of maquiladora exports to the United States, an F-TA would 
tend to reduce the incentive to use U.S. raw materials and components. 

" 	 Retailing accounts for more than one-fourth of employment -.n the border region.
Over one-third of retail sales in the U.S. border region are made to Mexicans. An 
FTA would tend to reduce some of the current advantages for U.S. retailers in serving
Mexican consumers. However, any shon-run losses would probably be offset in the 
longer term as retailers benefit from overall increased growth in the border region.
Smaller U.S. retailers could be more vulnerable to Mexican competition than larger
retailers. 
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* 	 An FiA will increase United States-Mexican trade and thereby raise demand for
trade-related activities along the border, including transport, warehousing, and other
services. Additional pressure will likely be placed on already strained border 
transport systems and entry facilities. 

* 	 Agriculture constitutes only a small fraction of the region's economy. Generally
speaking, the problems .nd opportunities created by a United States-Mexico FTA are 
not centered in the border region. However, there is some concern that an FTA with
Mexico will reduce the a-ailability of Mexican migrant labor on U.S. farms in the
region and strain already scarce water resources along the Texas border. 

U.S. CensusRegions 

The 	Commission's sectoral analysis indicates that a United States-Mexico FTA will likely
have negligible effects on the domestic operations of 17 of the 19 industries studied. It is
expected to have a moderately negative effect on the horticultural products industry and willhave an uncertain effect on the auto and auto parts industry. Based on these expected fects,
as well as die regional concentration of the horticultural products industry and the expectation
that an ETA would probably have a positive but small effect on the economy overall, it is
unlikely that an FTA would have a significant positive or negative effect on the economy of 
any U.S. region. 

The IndustrialMidwest 

The auto and auto parts industry is particularly important to the East North Central region,
or "industrial midwest," but uncertainty about the effects of an ETA or. this industry leaves
uncertainty about the effects on this region. Although it is unlikely that the effects in the autoand auto parts industry would be great enough to affect significantly the economy of the
region, the effects in the East North Central region could be slightly different from the 
national average. 

Likely Impact on Major U.S. Industries 

Although Mexico has liberalized its trade and investment policies in recent years, barriersto trade and/or foreign investment remain in industries such as agriculture, automotive
products, energy products, banking, and transport. The removal of.these Mexican trade and
investment barriers, as well as U.S. barriers, under an FTA has the potential of creating
additional trade betweeii the two nations in affected industries. However, it is possible that
U.S. investments and export opportunities in Mexico arising from an ETA will be limited, at
least ii, the short term, given the underdeveloped state of Mexico's infrastructure. 

The 	Commission analyzed the likely impact of an FTA with Mexico that removed United
States and Mexican trade and investment barriers, for 19 key manufacturing, services, and
agricultural industries.1 The analysis focused on the likely impact of an ETA on U.S tiradewith Mexico, Canada, and other countries and on production and employment levels in U.S.
industries. The evaluation was based on (1) a qtantitative analysis of relationships between
expected changes in import and export prices due to removal of tariffs and NTBs and the
resultant changes in U.S. import and export levels of affected industries; (2) interviews withexperts in industry, trade, government, and academia; and (3) a qualitative analysis of nonpricefactors such as investment restrictions that may influence the development of U.S. trade in 

.particular industries. The analysis estimated the losses under an FTA (the likely increases in
U.S. imports and resulting declines in U.S. production) and the gains (the likely increases in
U.S. output resulting from increased U.S. exports to Mexico).2 

1Some of the industries cnv,' me the analysis were identified by the House Ways and Meam Committee and
 
the Senate Fina.ce Committee in thir joint leuer 
to the Commission requesting the study. Other seors were added
 
by the Comission staff.
 

2 The quantitative analysis was used to asses trade and production inpacts atthe national level and not at 
 he

regional level. To conduct a rigorow and systematic analysis at a regional level would have required a different

modeling approach and a different set of data not readidy available. A qualitative analysis was conducted on the
bs.sis of the geographk concentrnion of the U.S. industries. 
 Itwas assumed that the impact would be proportional to
the regional distnbution cf the industry's domestic operations. 

x 



In carrying out the quantitutive analysis, the Commission used the effective rpte of duty on
U.S. imports from Mexico, rather than the nominal rat., to account for the relatively large
amount of trade that enters duty free under. the GSP or at reduced Julies under the
maquiladora program. Under this production-sharing program, U.S. components enter Mexico 
duty free for processing or assembly and the finished or semifinished goods enter the United 
States on a puzferenial basis with only the value added in Mexico subject to duty. 3 

The Commission also mac. two key assumptions in its analysis. First, it assumed that 
Canada would participate in the negotiation of an FTA, thereby resulting in a North American
free trade area. Second, it assumed that the rules of o:igin adopted under an FTA with
Mexico would be similar to those under the United States-Canada FA.4 In addition, the 
Commission was unable to factor into the anlysis any changes in tariffs and NTBs that can be
expected from the Urugay Round n.gotiations, because (jf the remaining uncertainty over the 
results of the Round. However, to the extent that the Uruguay Round reduces tariffs and 
NTBs, the additional effect of an FTA,with Mexico will be less pronounced. 

The esurnate"1 quantitative effec'_-z,, FTA On the covered industries are reported in threean 
qualitative categories: negligible, moderate, or significant in either a beneficial or adverse 
direction. Estimates are provided for adjustments in the short term, defined as adjustments
within 1 year, and in the long term (those that would occur within 5 years). 

The resulLs of the Commission's analysis show that an FTA with Mexico may have 
moderate to significant effects on U.S. tradt: with Mexico in many of the industries covered.
However, these trade gains or losses, though considerable in absolute terms for industries such 
as grains, electronic equipment, machinery and equipment, steel mill products, and textiles and
apparel, would likely have a negligible impact on production levels in most of the U.S.
industries, both overall and regiortally. This is because the expectA gains or losses in U.S. 
trade with Mexico would represent a very small share of these industries' domestic production.
The industry that would be most affected by an FTA with Mexico is horticulture. In addition,
several subsectors of the covered U.S. industries such as the tuna industry and producers of
inexpensive household glassware would likely be affected. The analysis also shows that an
FTA with Mexico would likely have a negligible impact on U.S. trade with Canada in almost 
all the industries. The impact on U.S. trade with other third countries would also be
negligible, except for horticultural products and tuna. The results of the Commission's 
analysis for each industry are briefly discussed below. 

Agriculture 
An FTA is expected to affect significantly the level of U.S. trade with Mexico in

agricultural products. Me:.ico is the second-largest foreign supplier to the U.S. market for 
these produicts after Canada, and the third-largest U.S. export market after Japan and the Soviet 
Union. About 40 percent of the agricultural imports from Mc,,ico enter free of duty. The
remainder are dutiable at a trade-weighted average of 7 r. r..ent ad valorem. Mexico's
trade-weighted duty on U.S. agricultural goods averages 11 percent. Also affecting U.S. 
agriculturl trade with Mexico are NTBs, such as U.S. marketing orders, Mexican 
import-licensing requirements, and both countries' phytosanitary rules. 

Horticultural Products 

Mexico is by far the ;argest foreign supplier, and the seventh-largest U.S. export market for 
horticultural products such as fresh and processed fruits and vegetables. Duties imposed by
both the United States and Mexico are relatively high. NTBs such as U.S. marketing orders,
Mexican import-licensing requirements, and phytosanitary rules in both countries also limit 
bilateral trade. The elimination of tariffs and NTBs under an FTA would generate a
significant increase in U.S. imports from Mexico and a moderate increase in U.S. exports to
Mexico. Mexican producers a,-e able to supply the U.S. market with many of the same 

3 U.S. imports from Mexico under the maquiladora arrangement are dutiable under subheadings 980200.60 and9802.00.0 of theHarmoruzed Tariff Schedule of the United Statet (Th), formerly known as the 806.30 and 807.00 
provisions .4 The rules of origin under the United States-Canada FTA ar! used to determine whether goods trsded between 
the two nations ameeligible for preferenual duty treattent under the FTA. In general, to be entided to sudi 

-matment,goods mutt be made wholly in one or both FTA nations or, if the goods contain third-cotsntry materials,
the materials must have been transformed in one or both FTA nations in a manner that is physicall and
oomnmerciaIly significant tceffect a change in tariff" dassification in the HTS. 
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products grown or processed in the United States at much lower costs. This is particularlytrue for citrus crops and winter vegetables that are manually harvested. U.S. growers of theseproducts are expected to experience losses in production, particularly growers in Florida,California, and other warm-climate States who compete directly with products during the samegrowing seasons in Mexico. U.S. processors of these crops are also expected to experienceproduction losses. An FTA with Mexico would also likely cause a decline in U.S. importsfrom Latin American nations that tend to export the same type of products as Mexico. 
U.S. producers of temperate-climate products and certain processed products such ascanned potatoes and dried beans are likely to benefit moderately in the long term from anopening of the Mexican market. In the short term, however, the underdeveloped channels ofdistribution and the unequal distribution of consumer income in Mexico may limit U.S. export

potential. 

Grains and Oilseeds 
About two-thirds of U.S. agricultural exports to Mexico consist of grains and oilseeds, forwhich the United States is the world's largest exporter. Both countries maintain import quotason grains and oilseeds, although the U.S. quotas apply only to peanuts. Tariffs generallyaverage less than 10 percent ad valorem in Mexico and less than 2 percent in the UnitedStates. Both countries also maintain extensive government-support programs for farmers thataffect trade in these products. An FTA that eliminates these barriers would likely result in asignificant increase in U.S. exports, particularly of corn, sorghum, and soybeans. However, theexpected export growth would represent a small share of total U.S. production of grains andoilseeds. U.S. imports of these goods from Mexico would only be negligibly affected, becauseof Mexico's poor endowment of arable farm land suitable for such crops. 

Livestock 

Mexico is a major U.S. trading partner in livestock (i.e., cattle, swine, sheep, and lambs)and meat derived from such animals. Mexico supplies all but a small part of U.S. imports offeeder cattle and is the second-largest export market for U.S. meats. U.S. I iffs on imports offeeder cattle average about 1.5 percent ad valorem. Mexico also currently charges a fee on itsexports of cattle, of 5 percent ad valorem. Mexican tariffs on U.S. meats range from 10 to 20 
percent. 

Removal of Mexico's relatively high tariffs on meats under an FTA would likely result hia moderate increase in U.S. exports of meats to Mexico. Similarly, the removal of U.S. dutiesand Mexican export fees on feeder cattle would likely result in a moderate increase in U.S.imports of such cattle. The expected growth in imports might benefit the U.S. cattle feedlot
subsector, but could harm the cow-calf subsector, which produces feeder animals. Farmers
concentrated in the Southwest and Southcentral States, where most of the imports enter, could
be most affected. In addition, 
 U.S. imports of Mexican meats might also increase under anFTA, especially now that U.S. restrictions on such shipments have been lifted for several

Mexican meatpacking plants.
 

Fish and Fish Products 

Mexico is the third-leading supplier of U.S. imports of edible fish and fish products. Mostof these imports from Mexico enter free of duty, wi'1 the exception of canned tuna. U.S.imports of canned tuna packed in oil are subject to a duty of 35 percen:, ad valorem andimports of tuna packed in water are subject to a tariff-rate quota of 6 percent on those underquota and 12.5 percent for those over quota. In addition, U.S. trade with Mexico in fisheriesproducts, especially tuna, is affected by disputes over territorial rights and the killing of
dolphins during tuna harvest. 

The overall impact of an FTA on U.S. imports of Mexican fish and fish products wouldlikely be negligible. However, removal of U.S. duties on canned tuna would likely lead tosignificant growth in U.S. imports of Mexican tuna. The expected import growth would likelyresult in significant harm to the U.S. tuna industry, particularly to the cannery in Californiaand, to a lesser extent, the canneries in Puerto Rico. However, an FTA that increases U.S.access to Mexico's 200-mile fishery zone would likely lead to a moderate increase in U.S.
production of frozen tuna. 
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Alcoholic Beverages 

An FTA would likely spur U.S. exports of alcoholic beverages to Mexico. These exports
have grown rapidly since 1985, in response to Mexico's reduction or elimination of many of 
its duties and NTBs. This trend is expected to continue under an FTA, as Mexican duties are
further reduced and distribution arrangements in Mexico improve. The likely impact of an 
FTA on U.S. imports from Mexico is expected to be negligible, primarily because U.S. duties 
on alcoholic beverages are already low. 

Automotive Products 

Mexico is a small, but rapidly growing supplier of autos to the United States. During
1985-89, U.S. imports of autos from Mexico rose at an average annual rate of 34 percent to 
almost 143,000 units, valued at $1.3 billion. The auto industry in Mexico is owned by five 
foreign producers, the Big Three U.S. automakers, Nissan, and Volkswagen, which assembled 
641,000 autos there in 1989. U.S. trade with Mexico is also expanding rapidly in auto parts,
with U.S. imports rising by 14 percent annually, to $3.6 billion, and U.S. exports advancing by
16 percent annually, to $3.4 billion. The auto TuLs industry in Mexico comprises several 
hundred firms, with U.S.-owned auto parts firms playing a major role in the industry. The 
industry, along with the electronics industry, generates more value-added in Mexico's 
maquiladora sector than any other industry. 

The most significant factors affecting U.S. tracie with Mexico in automotive products are 
Mexican foreign investment restrictions, export performance requirements, local content rules,
and import restrictions. Automakers in Mexico %nust maintain trade surpluses. For each 
dollar's worth of autos that automakers import into Mexico during 1991, they must earn $2.50 
in foreign exchange from auto exports. Mexico currently limits auto imports to 15 percent of 
total Mexican auto sales and prohibits imports of autos with engines less than 1.8 liters until
the 1993 model year. Mexico also limits foreign investment in the auto parts industry to 
40-percent equity participation, with some exceptions. In the maquiladora sector, full foreign
ownership is permitted provided that at least 80 percent of the output is exported. In addition,
Mexico requires at least 36-percent Mexican content in the value added in the country by
automakers and auto parts producers. 

These trade and investment restrictions in Mexico, coupled with other economic and 
political factors, have significantly influenced the evolution of the Mexican automotive 
products industries and, at the same time, currently limited their integration into the greater
North American automotive products sector. Because the auto market in Mexico is small and 
diverse, automakers in Mexico produce a relatively diverse number of models-at low volume 
levels--to meet consumer preferences. Consequentiy, the auto plants primarily serving the 
Mexican market are marked by relatively low operating efficiencies. Their output currently 
averages less than half the standard output of modern plants around the world. 

Thus, the most significant impact of an FTA in automotive products could come from 
liberalization of the above-referenced Mexican barriers to trade and investment. However, the 
likely impact of an FTA with Mexico on the United States in automotive products is difficult 
to determine without knowledge of the Big Three automakers' plans for their Mexican 
operations. It is also difficult to assess the impact of an FTA with Mexico on U.S. trade in 
automotive products with Canada. given the highly integrated nature of the Big Three U.S. 
automakers' operations in the United States and Canada. Other auto producers have not 
announceo their manufacturing strategies in the event of an FTA with Mexico. U.S. auto 
indus!ry representatives view Mexico as a long-term, high-growth market for autos. They also 
believe that the potential exists for the Mexican auto industry, with its low labor costs, to
become an integral part of the North American auto industry. Tne pace of integration would 
likely quicken if an FTA removes Mexico's NTBs. An FTA would likely encourage the Big
Three to restructure their Mexican operations to increase their specialization, thereby achieving
economies of scale and, in turn, enhancing their competitive position vis-a-vis Asian and 
European producers. 

Cement 

Mexico is a major supplier of cement to the United States, especially in the southwestern 
and southern border and coastal regions where it has captured 11 percent of the market. All 
but a small part of U.S. imports from Mexico are supplied by CEMEX, the largest cement 
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producer in the Western Hemisphere, which also maintains extensive operations in five U.S.border States. U.S. imports from Mexico, totaling $118 million in 1989, already enter free ofduty, although they are subject to U.S. antidumping and countervailing duty orders. Bycontrast, U.S. exports to Mexico, totaling a much smaller $2 million, are dutiable at 10 percent
ad valorem. 

An FTA with Mexico would have no impact on U.S. imports of cement from Mexico, butwould lead to a significant increase in U.S. exports to that nation. The expected exportgrowth would, because of the regional nature of the cement market, benefit U.S. producerslocated near the United States-Mexican border. However, the expected export growth wouldrepresent only a negligible portion of U.S. shipments, both overall and for the regional
industry. 

Chemicals 

U.S. trade with Mexico in chemicals, marked by a surplus of $1.6 billion in 1989, isaffected by Mexican restrictions on foreign investment and inadequate protection of intellectualproperty rights. The Constitution of Mexico prohibits foreign investment in production ofbasic petrochemicals, for which the United States is the world's largest producer, and of a fewsecondary petrochemicals. In pharmaceuticals and specialty chemicals, the lack of intellectual 
property rights protection has discouraged foreign investment in Mexican production. 

An FTA that removes Mexican restrictions on foreign investment and protects intellectualproperty rights would likely spur U.S. investment in Mexico for the manufacture ofhigh-technology products and generate moderate growth in U.S. exports. Such investmentswould likely stimulate a complementary increase in U.S. exports of chemical intermediates for
the production of high-technology products, since such intermediates are not made in Mexico.The long and costly startups associated with the construction of chemical production facilities.
however, would delay any investment-related impact on trade in the short term. The removalof Mexico's duties, though averaging a rather high 15 percent ad valorem, would not by itselflead to a noticeable increase in U.S. exports to Mexico, because of the importance of existingsupplier-customer relationships in purchasing decisions. An FTA would likely result in anegligible increase in U.S. imports of Mexican chemicals because U.S. duties average a
relatively low 4 percent ad valorem. 

ElectronicEquipment 

An FTA with Mexico would likely result in a negligible increase in U.S. imports from
Mexico. U.S. trade with Mexico in electronic products, totaling $8 billion in 1989, takes place
mostly ,.urder the maquiladora program. The nominal U.S. tariff on 
Mexican electronic goods
averages 5 percent ad valorem, although some duty rates are as high as 15 percent. Theeffective trade-weighted duty averages only 2 percent, given the large portion of the tade that
enters at reduced duties under either the maquiladora or GSP programs.
 

U.S. exports to Mexico, on the other hand, would likely grow moderately in the short runand significantly in the long run. Mexican duties on electronic goods average an estimated 16percent. The difference between U.S. and Mexican duties partly explains the different growth
that can be expected, as does the significant need and demand in Mexico for modem
equipment, such as in the telecommunications area. Elimination of Mexican "buy national"
policies and local content rules would also serve to expamd the market in Mexico for U.S.exports. U.S. producers of telecommunications apparatus, office machines, and otheradvanced-technology equipment for use in Mexico's infrastructure would likely benefit the 
mosL 

Energy 

The United States is a major market for Mexico's energy products, such as crudepetruleurn and refined petroleum products. It is also a major source: almost half of Mexico's
demand for refined petroleum products and 90 percent of its total imports of natural gas are 
supplied by the United States. 
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United States and Mexican duties on energy products are relatively low and, thus, their 
removal under an FTA would likely have a negligible effect on bilateral energy trade. The 
major deterrent is Mexico's constitutional ban on U.S. and other foreign investment in its 
energy sector, operated solely by the national oil compmy, PEMEX. Assuming that an FTA 
does not open the Mexican energy sector to U.S. investment, opportunities for trade expansion
would remain limited. 

Glassproducts 

Mexico is an important U.S. trading partner in glass products, ranking as the United 
States' fifth-largest foreign supplier and the third-largest export market. Most U.S. imports of 
glass products from Mexico enter duty free under the GSP. The major exception is household 
glassware, for which U.S. duties average 22 percent ad valorem. Mexico's duties average 20 
percent for all glass products. The removal of these duties under an FTA would likely result 
in a significant increase in U.S. imports of household glassware from Mexico. Although the 
expected import growth would likely have a negligible impact on the overall U.S. industry, it 
could have an adverse impact on U.S. producers of inexpensive household glassware. In 
addition, the expected import growth is likely to be greater and more immediate than any
potential increase in U.S. exports to Mexico, which are limited because of the dominance in 
the Mexican market of Mexico's largest producer. The lack of an effective distribution system
for U.S. products and the smaller size and purchasing power of the market in Mexico also 
limit U.S. sales prospects. 

Machinery and equipment 

The machinery and equipment sector is expected to remain a key element of U.S. trade 
with Mexico, given that nation's need for capital goods to modernize its production and 
infrastructure base. An FTA that results in the removal of Mexico's import-licensing
requirements and duties of 10 to 20 percent ad valorem, coupled with Mexico's improved 
prospects for economic growth, would likely lead to a moderate increase in U.S. exports of 
machinery and equipment to Mexico. The expected export growth would likely benefit U.S. 
producers of major household appliances and capital goods such as machine tools and general
industrial equipment. The potential for U.S. export growth also exists in farm and construction 
machinery and in food processing, plastics injection molding, and polluticn control equipment. 

The removal of U.S. duties under an FTA would likely result in a negligible increase in 
U.S. imports of machine.ry and equipment from Mexico. The trade-weighted U.S. duty on 
imports of Mexican machinery and equipment averages only 3.35 percent ad valorem. 
Moreover, the expected increase in imports from Mexico would likely be concentrated in 
low-valued, low-technology products such as general components and home appliances. In the 
long run, and assuming that an FTA does not result in the equalization of wages and health,
safety, and environmental standards, U.S. firms may accelerate the process of producing more 
finished machinery and equipment in Mexico. 

Steel Mill Products 

Mexico has been one of the largest markets for U.S. exports of steel mill products (steel),
accounting for about 17 percent of all such exports in 1988 and 10 percent in 1989. Mexico's 
steel exports to the United States have been limited to less than 1 percent of apparent U.S. 
steel consumption since 1985 under a voluntary restraint agreement (VRA) scheduled to expire
in March 1992. U.S. tariffs on steel range from 0.5 percent to 11.6 percent ad valorem and 
Mexico's duties range from 10 to 15 percent. 

An FTA that removes tariffs, coupled with the expiration of the VRA, is likely to result in 
a moderate short-term increase in both U.S. imports from and U.S. exports to Mexico. The 
long-term impact is likely to be more significant as new market opportunities are pursued and 
trading relationships develop. The expected export growth is likely to be concentrated in 
non-flatrolled products for construction applications (e.g., structurals and wire products), certain 
tubular products for energy applications, and in higher value sheet products for use in autos 
and appliances. The projected increase in imports from Mexico is likely to consist of products
currently subiect to relatively high U.S. tariffs, such as high-value specialty steels, and also 
price-sensifive products such as plate, bar, rod, wire products and certain tubular products.
The trade shifts likely to occur under an FTA are small relative to overall U.S. trade and 
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production. Thus, they are expected to have a negligible effect on the U.S. industry and on
U.S. trade with other foreign suppliers. 

Textiles and Apparel 

U.S. trade with Mexico in textiles and apparel primarily occurs under the maquiladora
program. U.S. and Mexican duties in this sector are relatively high and U.S. imports ofMexican products are subject to quantitative limits under the Multifiber Arrangement. U.S.
duties average 15 percent ad valorem for textiles and apparel. However, the effective
trade-weighted rate is only 6 percent. Mexican duties average from 12 to 18 percent for 
textiles and 20 percent for apparel. 

Elimination of duties and quotas under an FTA would give further impetus to U S. imports
of textiles and apparel from Mexico, which grew 'at an average annual rate of 19 percent
during 1985-89. The expected import growth would likely displace !nie U.S. production and
third-country imports of lower cost apparel and textile products, notably those from the
Caribbean Basin. Nowever, the overall impact on the U.S. industries would be negligible,
given that the trade with Mexico is small relative to U.S. output- An FTA would also result
in a significant short-term increase in U.S. exports of textiles and apparel to Mexico, which 
rose by 25 percent annually during 1985-89. The projected export growth would likely beconcentrated in components for use as inputs in maquiladora operations producing garments
and other textile products for export to the United States. In the long term, the growth of U.S. 
exports to Mexico would likely moderate as the Mexican textile industry becomes more 
developed. 

Services 

U.S. trade with Mexico has traditionally been limited primarily because of Mexican
limitations on foreign ownership and other restrictive NTBs. An FTA, coupled with recent
Mexican efforts aimed at privatizing an-! liberalizing several services sectors, would likely lead 
to an increase in investment and export opportunities in Mexico for U.S. firms. However,
since trade in services with Mexico is minuscule relative to U.S. output of services, the overall
economic impact on U.S. services sector will be negligible. 

In banking, U.S. exports of services to Mexico would likely expand at a moderate rate if 
an FTA removes Mexican restrictions on foreign investment and if Mexico continues
revitalize its financial services industry. Similarly, if the existing NTBs in insurance are

to 

removed (especially those limiting non-Mexican companies to 49-percent ownership), the likelyimpact would be a significant increase in U.S. investment in the Mexican insurance sector,
which would likely lead to a moderate increase in U.S. exports. 

Construction services currently play a minimal role in United States-Mexico trade. This ismostly due to Mexican regulations restricting foreign participation in construction projects to a
minority role in joint ventures and to U.S. immigration laws that restrict the movement of
unskilled labor acros the border. Under an FTA, U.S. construction firms will continue to
benefit from their competitive advantage in projects requiring advanced design techniques and
highly skilled construction management teams. Additionally, free movement of labor, if
permitted under an FTA, could benefit both U.S. and Mexican firms by lowering labor costs.
In the long term, if labor shortages develop in the United States, Mexican firms might then
have an advantage in projects in the United States that require large numbers of unskilled 
workers. 

U.S. trade in transpor.tion services (excluding tourism-related transportation) with Mexicois limited because of numerous trade and investment barriers. Changes in the transportation
sector resulting from an FTA would largely depend on revisions in U.S. State and Federal
regulations and Mexican regulations that restrict participation on both sides. An FTA would
likely have the most effect on motor carriers, which haul most of the domestic cargo in
Mexico and most of the cargo that roves between the United States and Mexico. Although
U.S. imports of trucking services from Mexico are likely to increase significantly, the overall 
effect on impoits of transportation services would probably be small. 

While an FTA would probably have little impact on the U.S. telecommunication and
information services sector, the recent sale of TELMEX will appreciably change the Mexican
telecommunication sector. Development of Mexico's telecommunication services sector has 
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been constrained by restrictive regulations and an underdeveloped infrastructure. The change
in ownership and subsequent expansion and improvement of the network should result in an
increase in telecommunications-based and related services that will lower costs, bring in
foreign capital, and lead to an increase in dernand for U.S. telecommunications software. An
FTA in services would complement these changes in the domestic Mexican telecommunicatiens
market and significantly increase exports of U.S. information and data.processing.based
services. Since approximately 90 percent of current trade is dominated by basic services i.e.,
telephone calls, the overall increase in U.S. exports will be negligible. 
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Three-Way Trade Gains 
The following is an excerpt from "FreeTrade 

for North America a Canadian Perspective" a 
speech given by Edward P. Neufeld before the 
National EconomLsts '7lub in Washington on Feb. 
5. Mr Neufeld is an executive vive president of 
the Royal Bank of Canada. 

The incentive for Canada to participate In the 
Mexico-US. free trade negotiations has both posi-
live and defensive aspects. This is because there 
are likely to be negative repercussions from 
staying out as well as positive benefits of being 
in. 

The positive benefits relate to the expansion 
of the market for Canadian products in Mexico, 
particularly as, over time, the wealth of the 
country and so its imports of investment and 
consumer goods increases. 

Canada has an educated labor force, a reason-
able range of international corporations, a highly 
developed capital market and demonstrated 
strength in transportation equipmen , telecom-
munications, civil engineering, real estate devel-
opment, agriculture, fishing, forestry and finan-
cial services. These represent a solid base for 
developing opportunities opened up by freer 
trade, 

Canada's aging population means inevitable 
shifts out of labor-intensive industries. The Mexi-
can relationship would give Canadian companies 
the option of continuing labor-.tenslve opera-
tions there 

Consider the consequences for Canada of the 
United States and Mexico going it alone. Canada 
would be penalized because it could not expand 
exports to Mexico, but would face stiffer compe-
tition from Mexican producers. Canada would be 
faced with a competitive challenge on at least 
four fronts, 

• There could be some diversion of U.S. trade 
away from Canada and toward Mexico. New 
investment in manufacturing in Mexico com-
bined with low labor costs could give a competi-
live advantage to Mexican exports over Canadi-
an exports it. the U.S. market. 

At present, Canada's share of the U.S. market 
in certain product lines is protected by U.S. 
policies, primarily in the form of quotas, but also 
in the form of tariffs against Mexican imports. If 
the United States were to liberalize access, some 
of that market share would be lost to expanding 
Mexican firms. 

Mexican exports to the United States are 
bearing an increasing resemblance to those from 
Canada, particularly in the case of the automo-
Live industry. Those goods are now the biggest 
component of merchandise trade between the 
United States and Canada, and also between the 
United States and Mexico. 

Mexico is, in varying degrees, a competitor in 
automobile parts. industrial machinery, metal 
fabrication, textiles, footwear, iron and steel, pet-
rochemicals and paper products. A Mexico-U.S. 
free trade agreement excluding Canada could 
negatively affect some Canadian exports t the 
United States. 

• There also could be greater Indirect import 
penetration from Mexico. The duty-free provi-
sionr of the Canada-U.S. agreement do not apply 
to goods purchased in the United States 1f they 
are moanufactured abruad. But goods with a euffi-
ciently low proportion of intermediate content 
pi-o .uced in a third country could qualify as US. 
or Canadian products for purposes of further 
manufacturing. If a Mexico-U.S. free trade pact 
is negotiated without Canada's participation, 
more US. fiunished products with intermediate 
components made tn Mexico may find their way 
into Canada. 

, Greater Mexican Import penetration into 
the United States might force U.S. producers to 
shift some of their output to Canadian markets. 

* Labor costs and locational advantages could 
divert from Canada to Mexico investment flows 
of both North American and non-North American 
companies seeking to develop a production base 
in North America. The United States also could 
be a preferred investment location since it would 
be the only country with free access to markets 
in all three countries. 

The large differences between wages and pro
ductivity in U.S. and Canadian manufacturing 
plants and those in Mexico suggest that there are 
very substantial efficiency gains to be obtained 
by freeing up trade. But these differences also 
suggest larger transitional costs. 

A free trade daal that quickly removed tariffs 
un most of the trade between the United States 
ad Mexico could make It difficult for some U.S. 
and Canadian producers to compete with cheaper 
Mexican goods. U.S. producers of electrical 
equipment, autos and parts, and consumer goods 
would face greater competition from Mexican 
exporters. U.S. fruit and vegetable growers 
would also face greater competition from Mexi
can growers 

Some U.S. unions already are strongly op
posed to the establishment of in-bond manufac
turing zones in northern Mexico, which have 
shifted jobs from the Rust Belt to the South. 
Given that Mexico has already unilaterally low. 
ered Its tariffs substantially, the economic ad
justment effort might be greater on the part of 
the United States. 

On the Mexican side, a free trade deal prom
ises to be a major Issue in this year's mid-term 
elections Several union leades have criticized a 
possible Mexico-U.S. free trade deal, saying that 
It would flood the country with imports, create 
chronic unemployment and lead to the "explol
tation" of Mexican workers. 

Like Canada, Mexico has a number of sensi
tive sectors such as energy, banking, rail tran
portatlon, ane.services Mexico may look for a 
deal that extends only to certain sectors. 

In Canada the specter of 'cheap labor* al
ready has been raised by certain groups, includ-
Ing the unions. They express concern over the 
impact on people in low paying jobs and on 
Canada's social programs, which they fear raise 
costs more than do those in Mexico. It may be 
that the non-economic issues - national identity, 
foreign ownership, culture, resource control 
will actually be much easier to manage than they 
were in the U.S negotiations. This, at least, bodes 
well for a successful Canadian participation. 

The Canada-U.S. Free Trade Agreement in a 
sense opened the door to the possibility of a 
Mexico-U.S.-Canada free trade area. It, in turn, 
could be a force for further trade liberalization 
in Latin America and the Caribbean. That is an 
immensely hopeful prospect, for it would consti. 
tute a strong foundaion for growth and develop
ment among a very important group of devel
oped and developing countries, well into the 21st 
century. 
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Free Trade With Mexico 
Thomas R. Donahue 

Conspiracy for the Rich.. 
There are always a good many . Farther up the ladder, large corpo-

schemes floating around to help the ratiors would hit the jackpot. Mexican 
rich get richer and the poor get poor- planta are already a bonanza for them. 
er, but the one currently being con- They can take advantage of the terr-
sidered here-the proposed North ble poverty in Mexico and pay work-
American free trade agreenent-- era a small fraction of average U.S. 
in a class by itself, wages, and they don't have to pay for 

Its scale is vast-Yukon to Yuca- workmen's compensation, uneniploy-
tan. It would profoundly disrupt the menit insurance, health insurance or 
$6 trillion North American economy other essentials of civilized life. 
and throw C nillion Mexicans into Would Mexican workers benefit 
cutthroat competition with 270 mil- from an FTA? Again, the maquiladoi, 
ban Canadians and U.S. citizens. In as are a gruesome preview. They pay
fact. the list of FTA victims in all employees about 60 to 80 cents an 
three nations wcukl be colossal. In hour, hardly enough for subsist.nce,
this country and Can.-ta it would in- Workers in many maquiladorastlive 
c.ude hundreds of thous.nds of work- m shacks made of paclung materials. 
ers whose jobs would be .xpcrthd to Their drinKing water is sometimes in 
Mexico. large 50-gallon drumsthat previously 

We have a preview of an FTA in coitained toxic materials. The Wall 
the maqnrdadonz. the U.S.-owned Street Journal noted that the maqui-
plants that operate south of ,he bor- adoras'very success is helping turn 
der and exploit about 5000 Mex'- much of the border region into a 
can workers. Plenty of U.S. employ- sinkhole of abysmal living conditions 

of Electrolux, Zenith, GE, Ford, and environmental degradation. 
AT&T. Chrysler and other companies When the maqusiadoras started,
have seen their jobs vanish, then sud- they were supposed to help Mexico 
denly reappear among the maquila- join Hong Kong. Singapore, South 

.:".. Inder an FTA. their numbers Korea and Taiwan. But years later. 
would rnu~nroocn. northern Mexico remains an environ-

How many people in the United mental, economic and social inferno. 
States would be hurt by the upheav- Small wonder. The original purpose of 
aI? An International Trade Commisr,- maquiiadoas..-their "comparative 
smo report admits that "unskilled advantage' in international trade-
workers" would suffer a "slight de- was providing multinational corpora-

line" in real income, but it happily tions with a poor, frightened work 
reports that "skilled workers and . force. That's never chaniged. 
owners of capital s"-vices" would ben- An FTA would turn much of Mexi-
efit. For millions, the decline would co nto a huge maquiladora. Mexico's 
actually be more than "sltght"-but wealthiest classes would cash in. but 
the important point here is that peo- most workers would suffer the fa;e 
pe on the bottom economic rungs their sibters and brothers along the 
would lose and those on the top rungs border have endured for years.
would win. So what ke'p, the FTA idea goitig? 

The commission mysteriously re- A glitzy brand nattie has sotmtethitng toi 
fuses to msywhom it couit, as -un- A- with it. Tie "free trade" lihel has 
skilled workers." but it ril-s:; ;y political i lout these lays, emwoeti'tly 
includes all workers with our years of with the European Conmmnitv's 19112 
high sv hiul or les,.. This would nit-Cit Single Market in the horizin. Bill
that a may)rity o the working popula- usiig "tree trade"to justity all FI'A t 
tion-52.5 percent-would be hurt like using "the sanctity of the family" 
by an FTA. to justify beating the children. 

If the administration wants a conti-
nental arrangement to compete with 
the EC Single Market, it's doing it all 
wrong. The Single Market includes a 
Social Charter. It sets out rights to i 
minimum wage, social assistance. col-
lective bargainitg. vocational training 
and health and safet7 protection in all 
of the member ccuntries, partly to 
discourage runaway plants. Besides, 
workers have :ecourse to such insti-
tuticns as the European Parliament 
and Court of Justice. 

The FTA's worker protections can 
be summarized in two words: "Tough 
luck." 

The Europeans have a $68 billion 
Regional Development Fund to nar-
row the gap belween rich areas such 
as western Germany and poor areas 
such as Portugal. Here. the per-capita 
income ratio of the United States aiid 
Mexico is a staggering 10 to i-far 
larger than anything in Western Eu-
rope. In a free-trade area, that would 
be an economic time bomb, but the 
FTA wouldn't provide a nickel to 
defuse it. 

No matter. The adminittr :ion has 
its FTA scenario aii worked out. 
First. Congress will hand it "fast-track 
autlhrity." In other words, the House 
and the Senate will forfeit their right 
to change anything in the final agree-
ment. The administration ,-ill be tm-
ly in control of negotiations. In the 
end, mtetmbers of Congress will vote 
only on the full package. They can 
take it or leave it-but the adminis-
tration is conident that they will take 
it. 

All this could hap~penl.If it does, a 
good many of the working people of 
North America will find themiis.'lves 
on the "As trAck" to being either laid 
off or exploted. 
. _ _i 

The wrter is seretarr-treasurer of 
hli 'I" olthi-.L.ClOandlitirian 

Labor Advisory Commillfror U.S 
Trade 'olcy atid Trade 
NAttiations 

MichaelKinsley 

.. . Opportunity for the Poor 
Opponents of a free trade zone with and by giving Mexicans more dollars not necessar ly. It makam perfect

Mexico, as proposed by the Bush to spend. Many of the consumers who sense for a poorer country to have
administration, cannot make the usual benefit froni access to cheaper Mexi- lower environmental standards than a
protectionist complaint about the ab- can goods will also be poor: buyers of richer one. Clean air an wstea- are 
sence of a *level playing field-* The clothes, shoes, food. Nevertheless. luxury goods; you can afford more of
whole idea of a free trade zone is to some of that $11.99 ought to be spent them as you adiance. The United
level trade barriers on both bides to on toaiiing Ainericans to do jobs that States hdn't have today's environ
zero. Mexicans can't. Contamination from mental standards when we were as

Nor can poor Mexico, with one- Mexico will infect ust with a Mexican poor as Mexico is. and if we had we 
tenth our per-capita income, be vili- standard of living. What will do so is wouldn't be as rich as we are. Thefled. like Japan. as a monster out to failure to make sure that our own same is true. to some extent, of
suck our economic life's blood. In- labor is genunely more valuable, worker health and safety standards. If 
stead, the argument is nearly the And doesn't fairness to Mexicans lower standards enable Mexico to. inoppobite: Mexico is too primitive and deserve some consideration as well? essence, take on some of our dirty
impoverished, with Third World The AFL-CIO argues nonsensically work. it can be a good deal for both wages and environmental standards. that a free-trade pact will destroy jobs soieties. 
Unrestricted competition with such a and reduce wages in the United On the other hand, there is a prob
contry, the case goes. will drag the States, but will nGt create jobs or lem in an era of global capital mobili-U.S. economy down to Mexico's level, raise wages in Mexico. In fact, every ty. Government regulation, to work,

The case -.a wrong. It is impossible job lost by an American will go to a must be a monopoly. But companies
for a nation to become poorer by Mexican who is poorer and more can play governments off against one
buying the products of cheap foreign desperate, another, by threatening to move. As a 
labor. Average houriy compensatio Opponent, of the pact argue that to result, two societies can find them
in 1989 for U.S. workers was $14.31; import the prcducts of Labor at wages selves with lower environmental tan
for Mexicans, $2.32. The difference: no American would tolerate is to im- dards than either might wish to have. 
$11.99 an hour. But even assuming, plicate the United States in immoral It therefor' makes sense for con
incorrectly, that American and Mexi- exploitation. And no doubt there is tries like Mexico and the United 
can labor are equally productive, some level of pay or working condi- States to negotate ertain minmum 
there i%no national advantage to be tions, appromchimg slavery, to whch shared environmentl rta indards. 
gaited in barring imports from Mexi- this analysis correctly applies lut 
co. If labor is available for $2.32. many Mexicans are glad for work at Protectionists like to say that free
paying $14.31 instead doesn't create wages an American wouldn't consid- trade ideology is a hangover from the 
an extra $11.99 of wealth It creates er, and you would be too given their pericd after World War I. When the 
nothing. That extra $11.99 is drained alternatives, such as starvation. Pt- giant Anierican economy dwarfed ah
frout the rest of the ecnnomy. The ously denying Mexicans such jobs its competitors, it was easy for Amer-
U.S. economy could buy the products does nothing to improve the alierna- scans to support competitim without 
in question from Mexico. pay the lises, trade barriers. L-fe is different now.Americans thereby thrown out of The environmental case against But compared with Mexico. the Unit
work $10 an hour to do absolutely free trade with Mexico muddle%two ed States is still a mighty giant. A
nothing and still be $1.99 bettier off. questions. One is tie effect of Mexi- the warnings about being dragged

Of course, Prisident Itush is not cail industry ott the I.S. environment. down by poverty-level wages, etc.,
prolpsing to pay anyini $10 An hour Clearly he ltttt'sd States is iigltm to tow made about trade with Mexico. 
not it work. lie wants the overill slop %it.ili-a facto es Iront iolluting could have be.n made in the 1940.
tbeefit o unrestricted tritde with the 'nvironment tin our sidi ot the abimt trade with Furope. 
Mixito withlout wort yilig iAut the border Ihis is true whulht-r o t not It', not the l1'.ts anytilore. atnd we
inst to indlividuals wit) lose their pt'b the plnts in qutestion iaw miaking all h.I (itr pliate Iometit%if doubtlit e d)witwA r Ptistri' 'in thcir good, tor export to the Itiotttd Stite. about whether tlie United Stites is fit 
wagt-. T',h.- ,ire iii' ;ilt- p'ilt Th' ecti uetiovii is whethtier ati lonigier to it itilpteAgaintit r:vaalready sulering tom fl- !r-'d in- Mexio' lower eivilIttitritatl Stan- like Jalpant. Iit Itiust w- sh" awt' " 
woild g eater lilt Unit' mitiIulit V dtl:d, tr tt.itltmt'll itl tioair ( mt- fitilt t,iiml|t-ttltoi with Nicxito? Pi. 

A trade pa t will create Jobs as petitioi. iAding to iievitable erisini thetm,. if so. 
well. by opening up Mesilami markets ii1 our twn standards. The answer is Ol llF N- 1119.l , 



STATEMENT OF SENATOR HOLLINGS
 

FAST TRACK DISAPPROVAL RESOLUTION
 
Senate Floor March 13, 1991
 

Mr. President --


Over the past seven weeks, all of us have been
 
precoccupied by events in the Persian Gulf. The swift and
 
decisive victory of the Allied forces has now granted us the
 
luxury to focus on another confrontation that looms just over
 
the horizon -- a conflict whose battlefield is the
 
international market place and whose warriors are the
 
millions of working men and women of this country -- the
 
backbone of our manufacturing base. It is time that the
 
Senate turn its attention to the economic struggle that is
 
already eating away at our standard of living and now
 
threatens our very national security.
 

If you want to discover why real disposable income is
 
now below 1973 levels, all one has to do is look at what has
 
befallen this nation's position in the international
 
marketplace. The high wage manufacturing jobs that made it
 
possible for millions of Americans to realize the American
 
dream have been gradually shipped overseas. With the
 
assistance of the Marshall Plan and government-directed
 
development policies, the nations of Europe and Asia rebuilt
 
their economies. Now they are girding for the competition in
 
th. 21st Century -- not by freeing markets but by banding
 
together to fight for market share through EC92.
 

Since the end of World War II, we have been on a mission
 
to convert the rest of the world into laissez faire clones of
 
our economic system. Practicing free trade, we set the
 
example by opening our markets at all costs. In order to
 
ensure that the world accepted our vision of free trade we
 
supported GATT and tried to conform the regulation of trade
 
to suit our ideological preferences. But the GATT only
 
benefitted foreign countries with Government led export
 
strategies and American multinationals who moved their
 
manufacturing operations offshore and then sought to import
 
to the U.S. their dumped and low wage products.
 

Under the auspices of the GATT, trade disputes were
 
cooled by invocations and incantations of "special
 
relationships." In the forty plus years of its existence,
 
six rounds of the GATT have been negotiated, all of which
 
were supposed to exponentially expand world trade. Instead,
 
under the GATT we have watched as our position as the
 
dominant economic power has eroded. Under the auspices of
 
the GATT, manufacturing industry after manufacturing
 
industry in the United States has gone out of business. Our
 
benevolent policy of GATT sponsored free trade at all costs,
 
a policy that ignored the predatory practices of our trading
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partners and exacted a terrible toll on our economy. Take
 
consumer electronics, for example. 
One hundred percent of
 
black-and-white TVs and radios now are imported. 
 For
 
automobiles the figure is 30%, for motorcycles it's 80%. 
 If
 
you want to take a snapshot of an American plant-closing,

there is a 90% chance that the camera you're using is
 
imported. 
 Take a look at a list of the major manufacturing

industries in this country and the figures will depress you
60% of apparel, 60% of machine tools, and 67% of ferro 



alloys, are now imported. 

For the past four years, this Administration and its
 
predecessor have been on a mission to sell the Congress and

the world on the merits of a successful completion of the
 
GATT Uruguay Round. 
We are told time and again that a

successful completion of the Uruguay Round would result in a
 
four or five trillion dollar expansion of world trade.
 
However, a detiled study released by the Economic Strategy

Institute shows how this Administration and previous

Administrations have absurdly overstated the benefits to
 
world trade that would result from such an agreement.
 

According to ESI, the Administration has overestimated
 
the economic benefits of the Uruguay Round by more than 700%.
 
Their analysis shows that USTR figures are based on a set of
 
completely unreasonable economic assumptions, such as
 
increasing U.S. exports to heavily indebted Third World
 
countries by $200 billion over ten years.
 

A more reasonable economic analysis shows that a
 
successful completion of the Uruguay Round could increase the
 
U.S. trade deficit by as much as $14 billion.
 
Overestimating, overstating, and overselling the benefits of
 
GATT agreements is a time-honored tradition at the office of

the U.S. Trade Representative. For example, in 1979, the
 
USTR estimated that a successful completion of the Tokyo

Round would benefit U.S. consumers by as much as $10.6
 
billion per year. In the end, the Michigan Model of World
 
Production and Trade estimated that the total net benefit to
 
the economy from tha Tokyo Round was 
only $700 million -
$700 million in a $5 trillion economy. The Tokyo Round
 
certainly did not benefit our balance of trade. 
 In 1979,

when it was completed our trade deficit stood at $15 
billion
 
and now it hovers around $100 billion.
 

Last December Mrs. Hills went to Brussels ready to
 
negotiate away still more of our manufacturing base. In

order to get another GATT agreement, she was willing to
 
sacrifice 1.4 million jobs in the textile and apparel

industry by agreeing to an end to the textile import program.

To appease the demands of our trading partners, the USTR
 
would be willing to weaken our anti-dumping code, the only
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real protection American manufacturers have against unfair
 
trade practices.
 

Mr. President, a funny thing happened on the way to an
agreement in Brussels. 
Our negotiators discovered that the
Europeans and the Japanese were not willing to sacrifice
substantial sectors of their economies for the sake of
ideological purity. 
They have been too successful in
international trade competition to now adopt policies that
brought the U.S. triple-digit trade deficits. 
 After four
years, the Brussels Ministerial ended in failure because the
rest of the world does not accept our concept of free trade.
They are not willing to let the magic of the marketplace
determine their destiny. Instead, they understand that it is
affirmative government policies that create a nation's
 
comparative advantage.
 

Last month, the Administration declared that there was
light at the end of the tunnel because the Europeans merely
acquiesced to a statement by GATT Director-General Dunkel
declaring a willingness to discuss, again, after four years
of negotiations, reforming EC farm policy. 
As a result of
this "breakthrough" the President has 
come to this body now
and requested that Congress abdicate its Constitutional
authority and grant an extension of fast-track treatment for
legislation implementing bilateral and multilateral trade
 
agreements.
 

Mr. President, Article I, section 8 of the Constitution
gives to Congress alone the right and responsibility to
regulate foreign commerce. Fast-track treatment represents
an abdication of this Constitutional authority to regulate

foreign commerce.
 

Mr. President, "fast-track" was written into the Trade
Act of 1974. It was a response to this body's refusal to
accept a portion of the Kennedy Round of the GATT, which
would have seriously weakened our anti-dumping laws. 
 The
proponents of fast-track argued that our trading partners in
the GATT would not negotiate with us in the Tokyo Round if
Congress were again allowed to exercise its right to amend or
disapprove parts of the agreement. 
By agreeing to
fast-track, Congress took itself out of the trade war. 
When
a trade agreement is concluded, fast-track operates like a
gun to our head 
- no amendments, no reservations, take 30
days and vote up or down. Now, with a wink and a nod, USTR
officials have come to the members of this body and told them
that any specific concerns they might have with the effects
of a trade agreement will be "worked out," just support an
extension of fast-track and we'll take care of you. 
By the
way, if you don't, they'll write off the sector of the
 economy that you are concerned about.
 

.(
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Mr. President, all we are asking for is time to examine
 
a trade agreement - its merits, its deficiencies. If an
 
agreement were really going to have a four trillion dollar

expansionary effect on world trade, then you wouldn't need 30
 
days. 
 You could pass it in thirty minutes.
 

During the Cold War, even our Communist adversaries
 
respected our Constitutional processes. When this body

considered the nuclear test ban treaty, the ABM treaty, SALT
 
I and SALT II, and the INF treaty, there was no need to
 
impose a 30-day limit on our consideration. To limit our

consideration to 
30 days would have been unconscionable, even

when we did not approve the SALT II treaty, the Soviets still

continued to negotiate with us, eventually signing the INF
 
agreement.
 

After spending billions of dollars and risking our lives
 
to protect our trading partners from totalitarian agression,

the least our trading partners can do is to show similar
 
respect for our Constitutional form of government. If 
we

disapprove the extension of fast track, the world as we know
 
it will not come to an end. What may end, however, is our

deluded faith in the GATT's ability to protect American
 
jobs. 
 If the Uruguay Round fails, American business will not

shut down, but if it succeeds, I can tell you that certain
 
industries will. 
 The fact of the matter is that since GATT
 
covers only 5-7% of world commerce, business will not come to
 
a screeching hal.t. Instead we will carry on and maybe we will
 
wake up and discover how our competition really operates.

Our competitors understand that it is government that creates

their comparative advantage - David Ricardo wrote that land,

labor, capital and natural resources determined comparative

advantage - but in today's international competition it is
 
government guidance that determines comparative advantage 
it is not the field and the streams, it is MITI in Japan and

their equivalents in Korea, Hong Kong and EC 92 that make
 
market forces operate.
 

In addition to an extension for the Uruguay Round, the

President has also requested fast-track treatment for a free

trade agreement with Mexico. 
Again, Mr. President, we are
 
told that an agreement cannot be negotiated without
 
fast-track treatment assured in advance.
 

Mr. President, do the Mexicans really have a choice?

Since its revolution, Mexico has pursued a statist economic
 
policy, keeping its borders closed and nationalizing its
 
major industries. Thanks to oil wealth generated by the
 
price explosion in the seventies, the Mexicans went on a

borrowing binge, loading themselves up ith close to $100
 
billion of commercial. debt. 
When oil prices collapsed, so

did the statist Mexican economy. I applaud the efforts of

President Salinas to liberalize the political and economic
 
system -- he is selling off the government-owned enterprises
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such as the phone monopoly and the government-controlled
 
banking system.. 
But the political and economic differences
 
that divide our two nations are wider than the Rio Grande.
 

Mr. President, politically the Mexicans have never had a
 
free and fair election -- one party has ruled that country

for fifty years. Economically, any agreement with Mexico
 
must address the vast difference in wages, environmental
 
standards, and worker protections.
 

The average wage in Mexico is about $1 an hour. 
The
 
average Mexican work week is 48 hours. Of course, they have
 
nothing comparable to OSHA or EPA or Social Security or
 
workers compensation. If we are worried about illegal

immigration now, if an FTA is negotiated, we will witness a
 
reverse migration as American-based multinational
 
corporations stream across the border to take advantage of
 
low wages and this absence of regulation south of the border.
 
Let's be done with the myth that these are patriotic American
 
companies. Their allegiance is not to the red, white and
 
blue, its to the green, the almighty dollar.
 

The idea that an FTA would provide a vast new market for
 
American exports is even more optimistic than USTR's
 
estimates of the benefits from the Uruguay Round. 
How is a
 
nation with a per capita GNP 10% of ours going to buy
 
American exports?
 

Mr. President, the fact of the matter is that the
 
Mexican economy is being crushed by an onerous debt burden
 
and its own inefficiencies. They need an agreement more than
 
we do. They need our capital, our technology, and with 40%
 
of their export earnings going to finance their debt burden,

they need our market. The benefits to our own economy are
 
marginal. If this body reasserts its Constitutional
 
authority, the Mexicans will not walk out of the
 
negotiations, because frankly, they have nowhere else to go.
 

I want President Salinas to succeed and I want to
 
promote stability in Mexico, but I do not want to pay for it
 
with American jobs. So, today I am introducing legislation

that directs tha President to negotiate with the MExican and
 
Canadian governments to reach a comprehensive package to
 
address all the serious concerns that have been raised.
 

I urge my colleagues to support this resolution which
 
disapproves fast track extension for two years. 
 I also would
 
welcome their support of my legislation directing the
 
President to negotiate a comprehensive North American Free
 
Trade Agreement.
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O.K., O.K., Call Me a Protectionist
 
By Lee A. Iacocca 

Di 1ttilT here is no use hiding 

denying it. and turning 
inyl bi k every time I 
hear hose dirty little 
whispers Since some 

pepli are cruel enough to say iI 10 
n) (;a.e. it's tire tP ge I truLth out. 

itaproiectionist 
h) a wold dominated by three

wiilJ, headlines and 20-second sound 
blit'., ou're eiihr a free-trader or a 
p,,t,(ltonnst There's no headline 
ui fitr~sonietedy standing betwen 
the iiu extremes - the co mon 

uilnseaplrach of managing trade in 
the intifiry s self- interest ~ 

So i I've gut to choose, I guess I'm 
a irI't. more, I mtionist. And what' 
pri.id 'of t 

WVlius wrong with being a prutec
i wuanyw' alongSomet. here 

he' rlui'. the word became a synonym 
flor 'iwaaIdiinit That's not me I 
don't 'wdnt to close the borders I 
liehr'.e in free and tair trade I just 
%aito see Amnerica protect itself 
"4inittihse, like Japan, who don'l 

In any kind of comeltition, the first 
thin 'you do ti protect yourself In 

. 1It.1 he bate rics teo 
piat . ard in basketball you protect 
thr lalt' In business, you protect your 
ir;:tic secrets There is nohing wrong 
wI - tat't .ting yourself It's Irre
hl.,n itile and &tupid noi to 

Iltmoe who &ay that protectionists 
have their heads in the sand have it 

Iexlty The real ostrichesbackward 

hre tIhse who belteve Ihat we can
 
survivi' eonomically 
 by imply ig
nitting those who target our market

whlt ,protecting their own 


Airerica has always been willing to 

rotei 4iberty. her allies and hec 


ectonornic interests abroad We're 

even willing to risk the lives of our 

yinintd men and w,,men in the deserts 

of the Middle East And its, not just to 

prunl'tl our own interests but to pro-

I ,ct the oil flow to countries like Ja-
pan and Germany who, curiously, 
sent it be sitting this war out 

Well, tell me, what is so wrong with 
proirte irg our interests at home? 

I've never understood why those 
wlit Vliam to be the most committed 
to licetra de won't defend it If you 
believe i sorething. you light for II. 
Di nianiding reciproiity from our 
trade partners, and realialting If we 
don't get It, docn't undermine free 
tradile it delends free trade 

Wa're learning a hard lesson in the 
Middle Eust right now We know that 
pea;t is impossible it you aren't will-
ng to delend it So is free trade If you 

aren't willing to defend it. to protect 
.-.... --................ 
i.tu A' hi oco is chairma.n of the 
Cthr )afr (-oiporoaton 

I 
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,: 
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yourself against those who won't 
practice it, then the only one to bene. 
fit fron free trade t the guy who 
doesn't ielieve in it 

Undoubtedly. Japan's success is a 
tribute to the hard work and ingenu. 
ity of its people But it's also a tribute 
to protectionism If we copied Ja-
pan's examph', we would revitalize 
our auto Industry first by shutting out 
all foreign cars Thal's how they did 
11 An-J we'd get back -"tuthe consum-
er etictronics business by banning all 
those VCR's corning in 

But I don't want to ke-ep their cars 
or VCR's out I sell some cars built in 
Japan I've even got a Japane selial-
nec I just want to force every country 
who enjoys the free American mdr-
ket to play by the sane rules I have to 
play by And I believe we should 
retaliate if they don't, 

Altnul a.. bad as beintg called a 
protectitis is being called a 'Jd-
pan b.sher " That rakr's me two for 
Iwo. bet( Juse I gr't a(t usd tit that as 
well Ifiat one I deny absolutely I 
don't bash liikyo. I hash Washington.

'rit: iluatefn-r evuertrflint, wurk-

/V 

"--

FF igh 
to protect 
free trade. 

ig hand in glhve w;ih its mljor in-
dustries, has a clear Ivlicy of prulect. 
or. its home market while at the 
same tiutu priuviding every incentive 
io help its coumpanies penietrate for. 
egn markets Thty put on loth a 
sting ufflhnse and a strwng defense 
but we're a single plitott le n, we 
don't t-eleve in delnse 

That's why we're ling It's not 
that we can't cimiee It's that we're 
doing it with the old Vietnam stral-
PKY with one hand tied behtnd our 
backs 

We're all gratlul ,,r the amading 
American technolgy at work in the 
P'ersiar Gulf - %titi.iryitienlted 
b)' AntierIC4hS. built by Americans, 

:t4 

. 

and used by Americans But we de
velopcd our military industries the 
way Japan developed its consumer 
Industries - we protected them 

There's more at stake than the fale 
of the American auto industry I'm 
not a jingos or a saber-rattler I 
ono abe i sve need domnale thewe to 

world,et unomil:ly. militarily or any 
tither way I don't believe in rigging 
the tiade rules to make sure Ameri
can companies win But I don't be
lieve iII beintg a palsy, either 

And u patsy is somebody who won't 
prolect himself 

When the gulf wat is over, we'll still 
have to deal whh some serious prob
lems at home a shaky banking sys
tem, an education system that's al. 
ready bankrupt, an astronomical 
(ovinment delt and strategic in. 
dusiri's that are threatened by the 
predatory economrlic practices Of 
soni' if our trading partrs 

Those problems have to be solved. 
As eventts in the Middle East show, 
the world still needts a strong U S And 
if that means a duse of *'protection. 
lim," I'm all for it. 1



THE JOURNAL OF COMMERCE. Wednesda,. March 20. 1991 

Debunking Free Trade's Critics 
By WESLEY SMITs technology. Japan is doing just that 

Congress is on the verge of mak- i Singapore, Malaysia, the Philip-lg its biggest trade blunder in dec- pines and China. Euope isbeginning
ades by voting agalest the adminais- todo It in Poland, Czechoslovakia,
tratioca's plan tocreate a free trade Hungary and the former East Ger-agreement with Mexico. On March many. US companies have been do-
1,President Bush asked Congress to ingit toa limited extent In Mexico,
extend the administration's "fast-
track* trade negotiating power.
Fast-track authority speeds a corn-
pleted agreement through Congress
and reduces the chances of killer 
amendments. That makes It easier 
for negotiators toreach agreement.

Congress has until June I to de-
cide on Mr Bush'r request. If fast-
track authority is approved, the ad-
minstration will use it to continue 
the world trade talks in Geneva and 
to begin U.S.-Mexico-Canada free 
trade talks in June. 

Unfortunately, the protectionist
drumbeat over free trade with Mex-
Ico is growing louder on Capitol Hill. 
IfCongress blocks fast-track author-
ity, it could undermine a new world 
trade agreement and exacerbate the 
recession. Before Congress jumps
blindly over the precipice, It should 
take a harder look at the miacoocep-
onsWespoused by opponents of a 

free trade agreement.
The first fallacy is that Ari-

cans will lose hundreds of thousands 
of jobs when U.S. firms move to 
Mexico in search of low-cmt work-
ers. Rep John LaFalce, D-N.Y., re-
centiy predicted that the wage dl-
ferential for unskilled and 
semi-skilled labor ($1.90 an hour In 
Mexico vs. $14.50 an hour in the 
United States) would dislocate 
'American industries and workers 
no a massive scale.* 

Other free trade critics predict 
an even worse scenario: a Iose-lose' 
situation inwhich low-wage U.S. 

compares in Mexico exploit Mexi-
can workers, destroy jobs In Ameri-
ca but sull can't compete interns-
tionally. 

This zero-sum view of trade over-
looks the dynamic effect freer trade 
with Mexico will have on US. export
Industries that can Integrate low. 

t Mexican labor with co@4MexianighFoundation,US. high 

even without a free trade agree-
ment. 

For example, Rockwell Interna-
tional Corp. opened plants just 
across the Mexican border t 1969 
so-called maqudadora operations 
toassemble U.S-mahufactured elec-
tronic components. This alowed 
Rockwell to maintain Its manufac-
turing base in the United States 
while increasing Its worldwide corn-
petitiveness. Rockwell now sells Ja-
pan 65% of the modems for Its fax 
machines. 

It iseasy tothink U.S. jobs are 
being lost to Imports from Third 
World countries, but it Is also wrong.
The United States buys 83% of its 
imports from developed countries,
US. imports from underdeveloped
countries have fallen 12%since 1980. 
In1991, our choice is clear. integrate
cheap labor from Third World coun-
tries into U.S production, like the 
restof the industria-ied world, or 
raise barriers Against those Cnr-

lborwithUS, 

tries and abandon our positlon as the 
world's free trade leader. 

A second misconception t that a 
free trade agreement should not be 
negotiated while a recession Iselim. 
mating jobs. This view Isplainly 
wrong. With barriers to investment 
and trade in Mexico removed, the 
U.S. economy would receive an im-
mediate boost In Itsexport Indus-
tries. 

Mexico, for example, needs to 
buy billho of dollars in equipment
for its trau,portation. computer and 
telecommunications systems. Since 
over two-thirds of Mexico's Imports
already come from the United 
States, American Industries that 
produce these products and services 
will be the first beneficiaries of fre-
er trade. EacL additlonal $1billion 
in exports, the Commerce Depart-
ment estimates, creates 22,0C0
American jobs. 

A third fallacy is that Mexico 
will be used by third countries -
Japan and Korea, for example - to 
dump their cheap products on the 
United States. Both US. and Mexl-
can authorities, however, have 
clearly said this will not be permit-
ted. 

Free trade skeptics also sy an 

. 

agreement with Mexico needs a so
cial charter" that addresses the 
'fundamental labor, health, environ. 
mental and political policy differ. 
ences that exist between the two 
countries." Reps. Don Pease D-Ohio,
Terry Bruce D-Ill., and 25 other 
members made this point in a letter 
to Mr. Bush on Dec. 3. 

Unfortunately, social charter ad
vocates, from labor unions toenvi
ronmental groups, fail to recognize
the bilateral coopqration that al
ready has occurred to combat drug.
trafficking, enforce intellectual 
property rights and standardize 
commercial laws. Many advocates 
of a social charter simply haven't 
done their homework. 

For example, several major envi. 
ronmental agreements between the 
United States and Mexico have been 
signed since 1983, most connected 
with the maquladora industries. 

Free trade opponents also claim 
Mexican workers will flood the Unit. 
ed States under a new agreement,
displacing millions of Americans. 
Yet, both countries have stated em
phatically that labor will not be a 
part of any agreement; the trade 
accord will deal only with goods and 
services, not people.

Nevertheless, the AFLCIO con
tinues toraise the specter of mil
lions of Mexicans crossing the bor. 
der legally once a trade agreement
isapproved. They fail to realize that 
a trade pact will provide jobs for 
Mexicans at home through increased 
business, reducing immigration from 
Mexico and freeing up more U.S. 
jobs for Americans. 

The best way to ensure Mexico 
prospers under a democratic, free
market economy is to link its future
inextricably with ours. If we fail to 
promote prosperity and security on 
our own border th,jugh a free trade 
agreement with Mexico, we will find 
it more difficult to protect our inter
ests further from home. 
Wesley Smith is a Latin American 
policy analyst af The Heritage
Founds fna ashngern-aea Washington-basedpublic policy researcb Institute. 
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No Time for Korea-Bashing
By JOHN T. BENNETT 

Trade frictions between the Unit-
ed States and Korea have seesawed 
wildly during the last decade They 
reached a crisis late last year when 
the Korean government warn 
charged with conducting an anti-tm-
port campaign While the United 
States has every right to push ag-
gressively for open markets, pa-
tiernce sometims is the better path. 

The Korean goverment has de-
nied U S charges of an anti-import 
campaign Officials say their efforts 
were merely a reaction against lux-
uries in a society that exalts income 
equality and condemns conspicuous 
consumption But their disavowal 
looked suspect Several sources have 
said the canpaign was created by 
government officials The National 
Agricultural Cooperative Federa-
tion. originally a governr'ent agen. 
cy, had distributed to govr;'nment-

cynscontrolled primary schools a comic 
book attacking imports. 

Moreover, at what was supposed 
to be the final bargaining session 0f 
the Uruguay Round of the General 
Agreement on Tariffs and Trade, 
Korea, followed by Japan and the 
European Community, opposed a 
compromise on farm trade, jeopar-
dizing the round's success. 

U.S trade officials were outraged
that Korea, which has been one of 
the largest beneficiaries of free 
trade, should turn its back on the 
global trading system. 

In response, the Korean govern-
ment issued a long policy statement 
o imports, encouraging ons~umers 
to buy them if quality and price
warranted. The government re-

placed the minister of Trade and 
Industry and sent a former deputy
prime minister to Washington for 
informal talks Korean officials aLso 
have developed proposals on agri-
culture and trade services that go 
some way to meeting US concerns, 

What does all of this mean? Four 
points seem relevant. 

First, a boycott of imports, luxu
ries or not, violates the spirit of free 
trade But Korea's imports of fin-

tshed consumer goods are less than 
7% of total imports. Korea cannot 
truly conduct an anti-import cam-
paign because it relies on them for 
raw materials and components. 

Second, Korea is now a democra-
cy The old days of authoritarian 
rule, which allowed the United 
States to meet with a government 
official and make a deal, are over. 
Interest groups have become vocal 
and sometime, violent in trying to 
protect their interests. In Korea's 
multi-party system, even small mi-

orities have great influence, 
Third, Korea once again h2a,a 

trade deficit. The country enjoyed 
four years of surpluses after 32 
years of shortfalls. The government 
is under attack for jeopardizing the 
Korean miracle that has given it 9% 
average annual growth since 1962. 

Fourth, the United States has ne-
gotiated enormous changes in Ko-
rea's trade regime since 1982 U.S. 
officials should recognize that they 
have accomplished their most ira-
portant goals Korea's current ac-
count surplus, which peaked at $14 
billion in 1988, fell to a deficit of $1.5 

billion by 1990. The bilateral surplus 
with the United States topped out at 
$96 billion in 1987 but was down to 
$2 billion for the first ten months of 
last year. This contrasts sharply 
with the enormous trade surpluses 
still being i-un by Japan and Taiwan. 

The Ilited States also has 
reached agreemcnt with Korea on a 
long list of important trade issues. 
Patents, copyrights and trademarks 
now enjoy legal protection and en-
forcement is improving Areas for 
foreign investment and service 
trade have been widened steadily. 
Prohibited imports largely have 
been eliminated, and the few re-
maining items are steadily being 
whittled down Tariffs have been 
greatly reduced and further reduc-
Lions already have been announced. 
The exchange rate is now deter. 
mined by market forces. 

The United States wants even 
vemors, but American officials should 

consider whether there isn't a better 
negotiating strategy than overreact-
ing to setbacks as minor as those of 
recent months 

Consider farm trade. Korea now 

imports several billion dollars a 
year in farm goods, mostly from the 
United States Significant limits re
main on beef and luxury foods and 
rice imports are prohibited. But the 
percmntage of Koreans employed on 
farms is down from 70% 40 years 
ago to about 18% today. Moreover, 
most young Koreans are leaving the 
farms for skilled factory and white 
collar jobs in the city. Farms will 
consolidate and mechanize to get by
with fewer workers Incomes will 
have to rise to induce people to 
farm even as import competition re
sulLs in lower prices. 

The United States should recog. 
nize, therefore, that farming in Ko
rea will change, but slowly If U.S 
negotiators insist that Korea com
pletely open its market now, the re
maining farmers likely won't be 
able to find other work They will 
continue to farm, prices will fall,
and the United States will sellmor tha itdes w no 

The United States has three 
choices when Korea violates trade 
laws. It can retalate, pursue reme. 
dies une lat e pati e. 
dies under GATT or be patient.

So far. U.S officials have threat
ened to retaliate but have never fol. 
lowed through. U.S. importers and 
consumers wou!d have been hurt by
such actions. Moreover, the United 
States would have been viewed as a 
bully, confirming in Korean minds 
that Amerirans see free trade as a 
one-way st,eet. 

Pursuing GATT remedies is 
time-consuming and has not been 
very successful with other countries. 
Even the United States has ignored
GATT determinations. Resorting to 

a global authority also removes the 
argument from a bilateral context. 

The United States has done very 
well at improving the world trading 
system. U.S officials should uider. 
stand and appreciate that success, 
even as they try to win further im
provements. Patience and perspec.
five remain at the core of this diplo
matic effort. 

John T. Bennef is a consulting 
economist 'n Alexandria, Va. 



THE JOURNAL OF COMMERCE. Thursday, Me ch 14. 191 

Learning the Tricks of Trade 
By CHARLES STONIER issmuggled acroea A sinister trade onborders. During more gow into the almost totally protected In-As kids, we swapped marbles, the three-hour Journey between the further south where thebaseball cards, stamp, tLmer diun market Barefoot porters oftend hoped Thal border end Butterworth inPe- Rouge control large deposits of used,we got are so that eventuallythe better end of the deal. nang passengers sWtfd upper berth rubies. Thai prospecto can obtain Indian& can 

some 
enjoy better qualityThis gam massi rries
over In. mattrs with smal packages. icenses to mine and take precious television sets, cameras antto adulthood. These contained Japanese can- atoes to Thailand. watches.When deals have to be made dies,which on the return trip would This trade Is said to amount to On balance, this trade's benefitsacross national boundaries, however, find ther way - duty free - Into $100 million In 1990, enabling the outweigh the costs. Many peopletrading or swapping becomes more Thai markets. Tbern they are much Khmer Rouge to use this gain - thecustom staffforeign collectng
of a challenge. It Is intrguing to desired and undersold compared exchange to p urchase of feesrhi inlieu (formal and Informal ones), thewatch the game, especially among with Imported candim, which are adependng on China forsupplie. Nepa treasury, ssorted middlemenpetty traders in Southeast Asia, subject tof trade system
where evading tariffs bs become Along the Thai-Cambodia bor- also i teri 


tariff. Beating the official sNd, impgrtantly, Indian housewives. 
losers likely
sport in the small The only are tobe ane ar. der I hoped to buy 'informally' clunry of Nepal,situat between few ofnlcious bureaucrats inNewA few weeks ago on a train from some Khmer h&ndicraftL After two Tibet and India. Delhi.Bangkok, Thailand, to Penang, s. futile trips foot dltes Nepal Import fromwher dood. 


layLa,Ibad theopportunity towit. 

on to must Politicians, Including U.S. con

ness peddlers selltheir typically distrust thethe prevailing ingenty and warem I was tak- third countries by way of Calcutta, gresmen,en to a third place about a mile off o for uts t forces of trade, just because they
I t c e a l qi t e n o t e T h e faec s ha n d li ng, ~d 

Ir qitnoicabl ae fte hpare f• uer ooodendless Tbe The urge to trade compels buyers 

subterfuge frsthand, w f t e r the highway.e w r e fe n ~ l c i tie ,poo r th eft and ameso ha to c on trol. 

crossing Ito Malaysia that much oof there a n clearing procedures. 
the baggage taken off I 

parked there &ada number of food goods then are shipped acros India. and sellers to overcome the nuitrain was And Clothing stalls, ur agains Mercifully, they are transported in since of international boundaries'
Dot clothes luggage, but satchels - the high, round barbed wire markng containers these days, which has Interference with thisostensibly packages of food for per- trade is futilethe border. A crowd was milling eliminated the traditional pilferage and unwise (stopping Japanese can.sonal consumption. They actually about and I was puzzled as to why a en route. . dy?), especially L3 free trade cancontained Thai rice, which can be seemingly ordinary market would Improve the fives of so many.told at much higher prices in Malay- be situated here. Later I was told S after Nepal gets Its atre od Protectionism protects produc.a where a stif tarIf isimposed on the places I had canvase were no- Import taxes, much of the merch:!n- ers, never consumers. It may be Justhis Import. torious for smuggling motorcycks dise finds Its way back across the tified in the case of illicit arms andRice traders manage to evade into Cambodia. porous 700-mile Intlia-Nepal border narcotics, when theretariffs by using several modes of isenviron
mental damage and labor abuse andtransportation. Rickety coastal oo-Asioually to aid 'infant" Indusboats ply the shallow waters be-

tween triei, provided they are made toSathun, xhailand, and Kuala grow up. Such caveats hisure thatPeris, Malaysia, stopping over on a custom officers need never losesmall island with numerous lea-to their jobs.that store rice. Today, however, the GeneralThe rice is transferred to passes-
e Agreement on Trade and Tariffs hasboats and stowed below the lug- become endangered. GAI'T, devotedgage and other cargoes before enter. to taking down trade barriers, esti-Ing Malaysian waters. Much mates that by year 2000 the worldoverloaded, these Ioats frequently community Ltands to lose 97 trillionare beached along the way. 0a one to 112 trillion in Income i its wcrkof my crossings I had to walt more cannr3t proceed.than three hours (not unusually long) Let's not lose this income to profor the tide to lift us from a sandbar. tectionism. We should start byOn rural roads in the Malaysian urging the free trade of rice andetate of Perli bordering Thailanid. candy bars between Thailand and 

Malaysia.
the 'Lnformal' rice trade thrives. Bi-
cycles, carrying up to ZG0 kilogisron Malysi asof rice each, are pushed laboriously CbArke Stnaer, a writer based Into the border on muddy laterite fV=A Arm, specializes in tradetracks across difficult hills and transport development tssues.Rice Is not the only product that He travels widely throuhout Asia 
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International Agreements to Protect the Environment
 
and Wildlife
 

United States International Trade Comnission, January 1991
 

EXECUTIVE SUMMARY 

The Commission identified 170 multilateral (global and regional) and bilateral agreements
 
that are of significance to U.S. intercsts. About two-thirds of these agreements have been
 
signed since 1972, the year in which the Conference on the Human Environment was held in
 
Stockholm, Sweden. The conference marked the first time that high-level officials of a large
 
number of nations had gathered for the purpose of fostering world-wide cooperation on matters
 
relating to the environment.
 

Most international organizations that address environment and wildlife issues were 
estabhshed during the past 20 years. Probably the best known and most influcntial of these 
organizations is the United Nations Environmental Program (UNEP), headquartered in Nairobi, 
Kenya. There are several other U.N. organizations active in environmental and wildlife 
mauers. 

The present U.S. environmental program and organization dates back to the National 
Environmental Policy Act of 1969 (NEPA), which established the President's Council on 
Environmental Quality. The Environmental ?rotection Agency (EPA) and the National 
Oceanic and Atmospheric Administration (NOAA) were established in 1970. Currently there 
are at least a dozen Federal agencies with environment or wildlife programs designed to meet 
the requirements of U.S. environmental law. 

The General Agreement on Tariffs and Trde (GAT), which was drafted long before 
worldwide attention was focused on environment and wildlife issues, only indirectly provides 
for such issues. Several GAF- articles can be considered relevant to environmental measures 
adopted at the national level. For example, article XX of the GATT allows a member country 
to take certair measures "necessary to protect human, animal or plant life" and measures
"relating to the conservation of exhaustible natural resources," provided that the) are not 
applied in a manner that would constitute a means of arbitrary or unjustifiable discrimination 
between countries. Several GATT dispute panels have addressed country measures related to 
environmental and wildlife protection matters. In addition, the GATT Standards Code, 
negotiated in 1979, makes reference to measures taken to protect the environment and wildlife. 

In response to the Senate Finance Committee's request that the Commission suggest a 
method for the U.S. Government to periodically evaluate present and future agreements, the 
Commission suggests the establishment of an "environmental practices report." Such report
would be compiled by a single designated Federal agency, with information collected on 
individual agreements from the various agencies responsible for implementing and monitoring
their provisions in the United States. A base report, in loose-leaf form, would contain (1)
basic information on each agreement's objectives and mechanisms for information exchange,
enforcement, and dispute settlemont; (2) summary of or reference to scientific and statistical 
reports published by recogni?'d environmental experts; (3) a statement of the agreement's 
effectivencss, in terms of paruicipation, compliance, disputes, and important issues; and (4)
when it is considered necessary, individual country assessments. The basic report could be 
supplemented and updated on annual basis. 

The Commission solicited public comment in connection with this study. Oral hearing 
testimony and wriuen submissions by the Competitive Enterprise Institute (CEI) and the 
American Association of Exporters and Importers (AAEI) argue that the United States should 
not unilaterally attempt to encourage other countries, by threatened or actual trade sanctions, to 
cooperate in international environment and wildlife agreements. CEI claims that U.S. 
environmental policies do not export well to third-world nations; ihat "globalized"
environmental policies would be unsuccessful in practice; that trade policy with trade sanctions 
would be subject to distortion by special interest groups; and that environmental priorities
would conflict with other political pressures. AAEI opines that unilateral trade sanctions 
would harm U.S. trade interests far more than the), would conuibute to environmental 
protection. Instead, AAEI advocates multinational discussions in the GAIT, Organization for 
Economic Cooperation and Development (OECD), or other appropriate organizations to 
establish international environmental standards. vii1 



The 170 agreements identified by Commission staff as being of significance to U.S.
interests have been categorized into eight separate, but necessarily overlapping, groups, as 
follows: 

Marine fishing and whaling 

Land animals (including birds) and plant species 

Marine polluJon 

Pollution of air, land, and inland waters 

Bourndar,' waters between the United States and the countries of Mexico and Canada 
Archaeological, cultural, historical, or natural heritage 

Maritime and coastal watcrs mattcrs 

Nuclear pollution 

Other general agreements 

Nineteen agreements ,,ere identified as emploving trade restrictions, which are designed to 
protect natural resources, wildlife, and cultural/historical property. Summary information on all
these agreements (when available) inc!udes objectives and obligations, dates signed, literature
citations, enforce ment and dispute-scttlcment provisions, information-exchange provisions,
current issues, and a listing of parties. When applicable, there arc disussions of significant
nznsignatory countries (including the United States) and reasons for their unwillingness to
become party to a given agreement. 

viii 



U.S. Food Exports: Five Countries' Standards and Procedures for Testing

Pesticide .Residues, U.S. General Accounting Office, December, 1990
 

Executive Summary 

Purpose 	 The controversy in 1989.'over Alar, a growth regulator primarily used 
on apples, heightened public concern about the presence of pesticides 
and other chemicals on U.S. food. This controversy has also led to con
cerns overseas and to losses in U.S. agricultural exports. 

The Ranking Minority Member, Subcommittee on Agricultural Research 
and General Legislation, Senate Committee on Agriculture, j'utrition, 
and Forestry, asked GAO to provide information on (1) U.S. government 
efforts to prevent or resolve trade disputes that may arise over pesticide
use; (2) the specific procedures used by foreign governments in selected 
Pacific Rim countries and Australia to set tolerances and test for pesti
cides on U. S. exported produce; and (3) the technical capabilities of 
these foreign governments to conduct pesticide testing. To evaluate pes
ticide testing and technical capabilities, GAO visited Australia, Japan, 
South Korea, Taiwan, and Thailand. 

1Background In June 1989 the news media in South Korea and Taiwan reported that 
Alar had been detected on U.S. grapefruit. As a result the market for 
U.S. grapefruit in both countries was adversely affected. The markets 
for other U.S. perishable commodities in several Pacific Rim countries 
were also threatened. Since the Alar incident, concern over the presence 
in food of other chemicals, prima-ily pesticides, has surfaced as well. 

The Pesticide Monitoring Improvements Act of 1,38 calls for foreign
countries to identify pesticides used on food imported into the United 
States, but does not address the issue of pesticides used on U.S. exported 
food.
 

Results in Brief 	 The United States is attempting to respond to pesticide residue concernsthrough multilateral, bilateral, and administrative efforts. U.S. 

approaches to deal with pesticide concerns include taking a lead position 
on strengthening health-related standards in the current Uruguay
Round of the General Agreement on Tariffs and Trade negotiations,
forming ad hoc technical working groups with several countries, and 
creating an International Food Safety 	Task Force. However, govern
ments in the five courtries GAO visitt-d have lacked information about 
which pesticides and other chemicals 	were being used on U.S. exported 
produce. Hence, the risk of exposure to a problem like the South Korean 
grapefruit scare remains. 
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Executive Summnary 

Principal Findings 

U.S. Government Efforts 
to Address Pesticide 
Disputes 

The governrients of Australia, Japan, South Korea. Taiwan, and Thai
land have laws, regulations, and government agencies for ensuring the 
safety of the food supply. They have established import inspection and 
sa.mpling procedures which include monitoring for pesticides. Each 
country was at a different stage of registering pesticides, establishing 
pesticide tolerances, and developing testing standards. 

Government laboratories in the five countries GAO visited also had the 
necessary technical capabilities, including equipment and personnel, to 
conduct pesticide testing. However, a variety of standards were used in 
these countries, and the United States and these countries have not 
agreed on and have not used common standards and testing methods. 

Multilaterally, the United States has taken a leading position in the Gen
eral Agreement on Tariffs and Trade's negotiating groups on health
related measures that can serve as trade barriers. These negotiations aredirected toward making sound scientific evidence and the United 

Nations' Codex Alimentarius Commission's standards central to 
resolving trade disputes over food safety. 

Bilaterally, the United States and several countries, such as South Korea 
and Taiwan, have established certain ad hoc technical working groups 
to assist in setting standards and sharing information on pesticide toler
ances, sampling, and testing methods. 

Administratively, the U.S. Department of Agriculture has created an 
interagency International Food Safety Task Force in response to the 
1989 South Korean grapefruit scare. The Foreign Agricultural Service 
chairs this group. The task force promulgates a single U.S. government 
position on and provides a quick technical response to disputes over 
food safety concerns. The Department also participates in food safety 
seminars to share information on international negotiations and on bilat
eral and administrative actions. 

The governments in the five countries GAO visited had little information 
on the type and amount of pesticides and other chemicals used and tol
erance levels actually allowed on specific U.S. exported produce. Reg
ular information-sharing betwecn the United States and its trading 
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Executive Summary 

Varying Standards and 
Procedures for Monitoring 

Testing Is Conducted at
Capable Labs 

partners would help reduce the likelihood of future disruptions of U.S. 
agricultural exports caused by foreign concerns over the use of pesti
cides and other chemicals. 

The governments of the five countries GAO visited have set tolerances 

for a number of pesticides. As of May 1990, Australia had established 
tolerance levels for 395 pesticides, Japan for 25 pesticides, South Korea 
for 17 pesticides, Taiwan for 127 pesticides, and Thailand for 
10 pesticides. 

These countries have conducted pesticide testing less routinely than the 
United States. Australia and Thailand have not systematically con
ducted pesticide testing on imported produce. Japan has conducted tests 
on certain products when deemed necessary. And in So :th Korea and 
Taiwan, tests have been conducted on selected commodities to detect 
residues on those pesticides for which tolerance levels have been 
established. 

In addition, Australia has deferred to Codex standards or applied a zero 
tolerance levl in evaluating imported produce when established toler
ances did not exist. Japan, Taiwan, and Thailand have allowed flexi
bility in such circumstances and generally have deferred to Codex 
standards or have accepted the standards of the exporting country
when deciding whether to allow the commodity to enter the market. 
South Korea normally did not have such flexibility. 

Based on the Federal Drug Administration's laboratory standards, the 
five countries GAO visited had government laboratories with adequatepesticide testing equipment. The equipment included gas chro

matographs for multiresidue testing and mass spectrometers for con
ducting pesticide residue confirmation tests. According to laboratory 
officials, the laboratories were generally well stocked with the solvents 
and.chemicals needed to conduct accurate tests. However, in Thailand, 
the government was unable to use a U.S. Food and Drug Administration 
standard method to test for Alar on apples because the laboratoQ, did 
not have the required solvents. 

The laboratories employed trained personnel to conduct pesticide res
idue testing and analysis. Scientists and technicians GAO interviewed 
were familiar with international and U.S. recommended guidelines for 
pesticide testing. Laboratory technicians were aware of the procedures 
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for cleaning and handling equipment 	and samples and with other stan
dard scientific practices-to ensure the accuracy of the results. 

However, the five countries have used a variety of testing methods 
which could contribute to variations in test results. For example, in 
Japan they were developng and using their own methods, while South 
Korea has used analytical methods similar to those used in the United 
States. Thus, technical capability alone has not eliminated the potential 
for obtaining conflicting test results. 

Recormnendations 	 To help reduce the likelihood and impact of future disruptions of U.S. 
agricultural exports caused by foreign concerns over pesticides. GAo rec
ommends that the Secretary of Agriculture, in cooperation with other 
federal and state agencies 

" develop mechanisms for routinely providing foreign trading partners 
with information on pesticides used on I'.S. exported produce and 

" establish ad hoc technical working groups with more U.S. trading part
ners to address technical problems related to agricultural trade, such as 
U.S. pesticide use patterns and tolerances and sampling and testing 
methods. 

Agency Comments 	 As requested, GAO did not obtain official agency comments on this 
report. However, GAO discussed the information contained in a draft of 
this report with officials at the Environmental Protection Agency, the 
Food and Drug Administration, and the Departments of Agriculture and 
State. Their comments have been incorporated in the report where 
appropriate. 
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Global. Trade Turns 'Green' 
By PATrl PETESCH 


And STUART K. TUCKER 

Environmental concerns are per-

meeting one more comer of interna-
tional diplomacy - the powerful 
arena of global trade policy. Unfor. 
tunately. the new Dexus is aimplisti.
cally being cast as trade vs. green.' 
Yet, applying an environmental test 
to trade policies may contribute to a 
more efficient and fair trading sys-
tem. Sensitizing the global market.
place to envirormental objectives
also a~o fer n nreednedopo.arsatipllad offers an unprecedented oppor, ard, anti-pollution subsidies,
tunity to promote more sustainable 
development, 

Environmentalists fear that cur, 
rent multilateral and regional pro-
posals for a more open interational 
trading system will seriously erode 
their hard-woo natio-s environmen-
talregulations Indeed, 17 members 
of the Hlc.me just sent a letter to
President Bush warning that they
will oppose an extension of trade 
negotiating authority unless such en-
vuronmental protection concerns are 
included In theupcoring negotia-
tions for a North America free trade 
agreement with Mexico and Canada. 

The general counsel for the Of. 
fice of the U.S. Trade Representa-
live, Joshua Bolten, already conced. 
ed at a Washington workshop on 
trade and the environment that eo-
vironmental factors would have to 
be considered in the '' S.-Mexico-
Canada free trade talki.. ir.Bolten 
further attempted to allay environ-
mentallsts' worries by stating that, 
'We are-not prepared In this agrve 
ment to see in any respect the U.S. 
environmental standards relaxed. 

Trade officials preferred In the 
past to keep their agendas more 
narrowly focused on knocking down 
the barriers to trade. They often 
suggested that separate bargains be 
crafted for managing related prob
lems such an labor standards, poU-
tion controls or migration flows. In 
fact. environmental Issues never 
made It onto the substantive agendafor the current round of talks on the 
General Agreement on Tariffs and 
Trade, the global organizaticn that 
sets trade rules. Environmentalists 
only began making noises about the 

current Uruguay Round of OATT 
talks after nearly four years nf 
painstaking negotiltioas were draw-
Ing to A close 

Nevertheless. GATT Secretary
General Arthur Dunkel has an-
nounced that the next round of Mego.
tiations among Its 101member gov.
ernments will have to contend wi 
the rising number of environment. 
related trade frictions. These In-
volve natIonal environmental pol.
eim such as Import quality st 

recycling laws and export bans that 
many believe are being used with 
rising frequency to Dsrve protecton-

objectives, 
Trade doctrine calls for a 'level 

playing field, where producers
from all nations compete on equAl 
terms. The United States spear-
headed efforts In the Uruguay
Round to foster greater harmony 
among countries, especially in the 
abused area of agricultural suibidies 
but also on trade issues such As in-
telectual property and food afety. 

When examined through an envi. 
ronmental lens, aspects of these pre.
posials, which are seen as posibly 
leading to an erosion of environmen-
hI& etandarda, seem troubU and 

d 


merit much closer scrutiny by pub. ticides, such s DDT, than are cur. 
licofficials. Still, the enti-trade pos- rentJy allowed under national law. 
lure that some environmentalists U.S. agricultural exporters coo. 
are adopting will do little l0 serve trbuted directly to efforts to tind
their objecive. ardize the regulations International. 

The food safety debate illusstratly. On the one band. they want morethis dilemrra. The U.S. proposal 1 reliable access, to foreign markets;two goals: to reduce the gray area on the other hand, lower standardsbetween enune food aety etad- in o market pts them at a 
ards and not-so-genuine safety regu-
latIonu that nations are using simply 
to block competitors' food Imports;

and opetitors food pooset up a more viable processfor dispute reaolution. Accordingly.
the minimum standards for such 
things as pesticide resdues on f r 

d vegeables would beset by an 
existing scientific U.N. body known 
as the Codes Alimetarlui Commis-
sion and all nations would be en-
couraged to raise standards where 
necessary 
ne 


Enviroomentalists worry that if 
these rules go into effect, interns-
tioil pe ticide standards - often 
lower than U.S. or state laws 
would be reduced to the least corn-
mon denominator. The United 
States, for example, could be chal. 
lengSed In GATT to change its Import
standards (or California's) and sC-
cept foods with igher levels of pes. 

competive disadvantage. The de. 
veloping countries signe on to these 
objectives, too.They rebettig that 
the benefits of moe re bedictabletebnft fmr rdcalmartets will outweigh their added 
production costa when their stand

s must rlae 
More serlly, developing cou 

tries argue that massive poverty,
rather than trade, is exacting the 
highest environmental toll, 

The challenge for environmeot-
Imies not a re L effortsRat to 

d a Ii. 
surethat trade policles do not weak

e US. domestic standardicbut In
stead exercise a salutary effect oi 
International standards. First, the 
skilled input of environmentalists 
will be Deeded to develop criteria 
for adopting appropriately figorom
standards on environmental ground,
rather than on protectionist grounds
Second, their continued vlgilacce 
will be required to prevent eflorts to 
roll back the standard. 

Environmentalists began soakid. 
Ing alarms over the potentially 
harmful Impact cf some of the Uru
guy Round proposals much too late 
to affect the course of negotiations. 
Yet, other opportunities exist. Most 
Immediately, the upcoming North 
American trade talks present an his
toricopportunity to deepen the envi
ronmental agenda. Now that envi 
ronmentaliats have captured the 
attention of trade officials, it Is to 
their advantage to support legiti. 
mate trade liberalization efforts and 
to work within those negotiations to
ward the adoption of sound environ
mental standards. 

Pifli Ptesch is an assoclate and 
Stuart K. Tckei sa feflow of te 
Overseas Development Counci a 
non-profit reeArch orfjuft An 
W poingon 
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St rengthening Protection o" Intellecttull Property in Developing Countries 

Y l\oll'gang 1. Siehock, editor with 
Rol.ert E. lvenson, Willia1m 1esscr, and Carlos A. Primo Braga 

World Bank Discuss ion Papers, Nuinber 112 
1990 

I. INTRODUCTION 

Wolfgang E. Siebeck 

Should developing countries step up their protection of intellectual property and 
strengthen laws and institutions necessary to enforce such protection? By doing so, would 
they gain better access to technology from industrial countries, develop more indigenous 
research and development, and attract more foreign investment? 

Economic science has probed many of the effects that protecting intellectual property 
has on welare gains and losses. But little concern has been shown for the interests of 
developing countries. And, one should add, until recently little interest has been shown by 
developing countries in these issues. 

There are several reasons for this neglect. First, strong intellectual property 
protection is widely seen as a prerogative of advanced countries, something not required until 
relatively late in the development process. Second, the issue has not generally received the 
serious attention it deserves: Suggestions that developing countries could be better off 
protecting intellectual property are often interpreted as attempts to deprive the developing 
world of the benefits of technological advances. 

The current Uruguay Round of multilateral trade negotiations includes intellectual 
property among its fifteen negotiating subjects. This step was taken at the instigation of the 
United States and over long and strong resistance from developing countries. During the first 
phase of the negoiations, until the mid-term review in Montreal in December 1988, 
developing countries effectively refused to negotiate on the subject of intellectual property. 
In Montreal, however, a compromise stipulating that rules and principles of intellectual 
property protection should be worked out without prejudging who would later administer such 
rules and principles (the GATT or the World Intellectual Property Organisation) has since 
allowed substantive discussions to take place in the Negotiating Group on Trade-Related 
Aspects of Intellectual Property (TRIPs). Agreement in this group is widely seen as critical 
for a positive outcome of the Uruguay Round. 
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The purpose of this report is to provide an overview of the economic literature on
intellectual property. Our main interest in preparing it was to determine whether the 
literature provides answers to the questions developing-country policy makers are likely to
raise when faced with the need to decide on the introduction of stricter intellectual property
rules. 

The report is organized into seven chapters. To help the casual reader, chapter 2

provides a primer on the major instruments of intellectual property protection and the
 
international conventions governing them. 
 It also sketches the current scope of protection in 
individual countries. Unfortunately, a systematic appraisal of the scope and effectiveness of 
the protection offered by indiviiual &.veloping countries is lacking. 

Chapter 3 reviews the economic literature on intellectual property. Although

substantial, this literature is overwhelmingly devoted to the impact of intellectual property

protection in industrial economies. The chapter recounts the traditional analyses of 19th
 
century economists, the major reviews undertaken in the 1950s, and the more recent attempts
to capture the welfare effects of and the trade-offs between encouraging research through the 
grant of a temporary monopoly and the diffusion of new knowledge and technology. Some 
analyses raise doubts about the welfare gains from intellectual property protection. Others 
conclude that optimal protection would have to provide for differential terms of protection
instead of the standard fixed term offered in most countries. More recent analyses have been 
concerned with the use or misuse of intellectual property instruments to gain and control 
market share. 

Only recently have the effects of differential protection of intellectual property by
industrial and developing countries received attention. Studies have tried to gauge whether 
developing countries will be better off free-riding on knowledge appropriated from industrial 
countries, or protecting it along with their own knowledge production. 

Chapter 4 reviews the limited empirical literature and published evidence on the
effects of intellectual property protection. While the literature shows that developing
countries widely underinvest in research, it does not provide conclusive evidence that higher
returns and investments occur in those developing countries which offer stronger protection of 
intellectual property. 

Chapters 5 and 6 deal with the specialized literature in four sectors in which
intellectual property appears to matter most. These are (a) pharmaceuticais and chemicals,
where patents are generally considered critical for protecting inventions and recouping high
research and development expenditures; (b) information technology, where advances have 
given rise to calls for better protection than patents and copyrights can provide; (c) the audio,
video, and publishing industries, where developing countries have a strong interest both as 
producers and consumers; and (d) seeds and plants, long excluded from intellectual property
protection, where a stronger role for private-sector breeding in developing countries may 
require some form of protection of tIreeders' rights. 
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Chapter 7 examines the costs and benefits that strengthened intellectual property

protection could entail for a developing country. The costs of introducing and enforcing

intellectual property systems, of higher royalty payments, and of losses from closing down

"piraing" activities, as well as the opportunity costs of higher research investment, have to
 
be weighed against the potential benefits deriving from higher domestic research efforts and 
more access to foreign technology and foreign investment. The threat of trade retaliation, 
once introduced into the cost/benefit analysis, will affect the trade-off faced by countries with 
significant trade links with industrial countries. 

The current state of economic analysis provides few of the answers a developing 
country policy maker would need in order to make an informed decision on whether to 
strengthen intellectual property and enforce its protection. Chapter 8 summarizes the findings
of this survey and suggests that research resources be shifted to a number of tasks of priority
interest to developing countries. 

To quote one of the first scholars who addressed the concerns of the developing
countries (Vernon, 1957: 24): "These nations can hardly be expected to see the extensive 
grant of patent monopoly rights to foreigners as being unqualifiedly consistent with their own 
national aspirations. A bridge between our conceptions and theirs in this regard will need a 
kind of understanding which we have so far rarely displayed in international patent
negotiations." We hope that this survey will serve as a block in the building of this bridge. 

Two cautionary remarks are required. First, the survey does not claim to be 
exhaustive. Its authors have attempted to reflect the broadly accessible literature on the 
subject. By necessity, they have left out important contributions that have appeared in other 
than economic publications, as well as many publications written in languages other than 
English. For a subject as international in its ramifications as intellectual property, we only
reluctantly agreed to this shortcut. Secondly, while it has been our intention to review the 
effects of all instruments of intellectual property protection, patents have assumed a 
predominant position in the discussion. To a large extent this reflects the prevailing focus in 
the literature, but also the fact that patents as the prime tool for protecting inventions 
dominate the discussion on knowledge transfer between industrial and developing countries. 
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Introduction
 

Madam Chair and Members of the Committee, it is a great pleasure

to testify before you today. 
In the coming months, this Committee
 
will consider a wide range of issues, including a number of
 
legislative proposals that are critical to the international
 
economic policies of the United States. 
Many 	of these issues and
 
much of the legislation will involve issues for which the Treasury

has the primary responsibility in the U.S. government.
 

The full plate which you will have before you reflects the growing

importance of the interrelationship between the world economy and
 
our well-being at home. A few vital statistics highlight this
 
essential reality.
 

* 	 U.S. trade, which equaled roughly 8 percent of GNP in 1970,
 
now accounts for over 16 percent of our national income.
 

* 	 The external sector accounted for more than 4C percent of our
 
growth in 1990.
 

# 	 Roughly one out of every four new jobs in the United States
 
is related to merchandise exports.
 

Let me review with you a number of areas in which the Treasury is
 
engaged that bear on our ability to foster a sound world economy

and stable international monetary system that promotes U.S.
 
political and economic interests. I will also inform the
 
Committee of other areas in which Treasury is involved, including

the Persian Gulf crisis, efforts to open markets overseas, and the
 
operations of the Exchange Stabilization Fund (ESF).
 

Before proceeding with this review, however, let me note that
 
during the seven years which I have been Assistant Secretary and
 
Under Secretary of the Treasury I have consulted extensively with
 
this 	Committee on a number of major policy issues. This has
 
enabled me to learn from you as well as to take account of your

views. We have made some important progress on macroeconomic
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policy issues and international debt. 
 For my part, I certainly
hope that this close consultative arrangement that we have
established will continue. 
 I am confident that you share this
 
hope.
 

Economic Policy Coordination
 

Our economic relations with the major industrialized G-7
nations -- Canada, France, Germany, Italy, Japan, and the UnitedKingdom -- comprise one pillar in our efforts to maintain growth
and stability in the world economy.
 

In the 1970s through the mid-1980s, the world saw firsthand the
consequences of uncoordinated economic policies in the major

countries.
 

Divergent economic conditions, coupled with wide fluctuations
in currency values, including the sharp appreciation of the
dollar, resulted in large trade imbalances.
 

For example, the dollar rose around 100 percent against many
major European currencies in the early 1980's and the U.S.
trade position moved from near balance to a deficit of some
$160 billion, 3-1/2 percent of our GNP.
 

* 
 These developments led to unemployment in many important
sectors of our economy and a rapid build-up in the external
 
indebtedness of the United States.
 

Since 1985, however, the G-7 countries have created a mechanism -the economic policy coordination process -- to establish the
consistent policies necessary for sustained growth with low
inflation, reduced trade imbalances, and greater stability of
exchange markets. 
As part of this process, the G-7 have
intensified their cooperation on exchange markets. 
The G-7's

record of success has been impressive.
 

The major countries have achieved the longest postwar
expansion on record -- eight consecutive years of sustained
 
growth.
 

* Exchange rates better reflecting underlying competitiveness

are now in place, contributing to greater stability of
exchange markets. For example, the annual range in the
 
movement of the deutschemark against the dollar was
25 pfennigs in 1990 (15.5 percent), down from 100 pfennigs in
1985 (35 percent) and 35 pfennigs in 19e7 (19.5 percent).
 

* As a result, trade imbalances have been reduced sharply in
the United States and Japan. Also, the long-awaited

reduction in Germany's surplus is now occurring, influenced
 
importantly by reunification.
 



3
 

At the same time, we are now in 
a period where economic conditions
 
in the major industrial countries are diverging. This situation
 
is posing irportant new challenges to the coordination process.

In the months ahead, there will be a need to intensify efforts to
 
develop consistent mutually supportive policies that will sustain
 
global growth with low-inflation, continue the adjustment of trade
 
imbalances and maintain stable international financial and
 
currency markets.
 

International Monetary Fund (IMF)
 

The IMF is another critical pillar of our efforts to promote a
 
sound world economy. The Fund's chief mandate in recent years has

been to extend its limited resources in support of comirehensive
 
economic reforms in a large number of member countries. In

effect, the IMF provides countries with policy advice and seed
 
money, which helps them put in place the appropriate policies to
 
put their economic house in order.
 

In so doing, the IMF is supporting U.S. foreign economic policy

interests throughout the world.
 

4 	 In Eastern Europe, the IMF is playing the lead role in
 
restructuring Eastern European economies away from central
 
planning towards private markets. Over the past year, IMF
 
support has been critical to the reform efforts of Poland,

Czechoslovakia and Hungary, and to unlocking substantial
 
additional resources for them from other contributors.
 
Estimates suggest the IMF may commit up to $10 billion in
 
1991 in Eastern Europe.
 

* 	 In response to the Gulf crisis, the IMF quickly adapted its
 
procedures and policies in order to provide timely support to
 
countries adversely affected by Iraq's brutal aggression. To
 
date, the IMF has disbursed $2.2 billion in increased
 
financing to help countries address higher oil import costs.
 

4 	 In Latin America, in particular, the IMF is providing

essential support for economic policy reforms, and for debt
 
and debt service reduction under the U.S.-led international
 
debt strategy.
 

In Africa, the IMF is extending concessional resources to
 
help the poorest countries of the world achieve sustained
 
growth and alleviate widespread poverty.
 

The resource needs of the IMF are periodically reviewed to ensure
 
that the Fund has adequate resources at hand to fulfill its
 
important systemic responsibilities. Last year, the IMF
 
membership concluded negotiations to increase Fund resources from
 
$130 billion to about $195 billion, a 50 percent increase -- the

first such increase since 1963. 
 The U.S. share of the increase is
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some $12 
billion, for which we will be seeking Congressional
 
authorization and appropriation as part of the FY 1992 budget.
 

The IMF is an extremely cost-effective organization. First, no
 
net budgetary outlays are associated with the use of the IMF
 
quota. Each time the IMF uses dollars, we get in return a liquid,

interest bearing reserve claim which we can automatically draw.

Second, the IMF leverages our resources, which is especially

important at this time of budgetary restraint. For every dollar
 
we put in, others put in four. Third, the United States has

effective veto power over key IMF decisions, which uniquely

positions the United States to influence the policy direction of

the IMF in a manner consistent with our interests. Finally, as
 
part of the recent quota negotiations, we secured agreement on a
strengthening of the IMF's arrears strategy, in order to ensure

that our increased contribution is used wisely.
 

Madam Chair and Members of the Subcommittee, we look forward to
working with you on the IMF quota increase in the months ahead.
 

The MultilateralDyelopment Banks (MDBS)
 

U.S. participation in the World Bank Group and the regional MDB

groupings is based on the same premise as our participation in the
IMF --
to promote a sound world economy and increased prosperity

for all countries. In an interdependent world this means
 
furthering an international economic framework that is open and

market-oriented to promote the efficiencies in production that

trade fosters. 
 These gains from trade make for a world-wide
 
improvement in living standards.
 

MDB lending supports this general objective by mobilizing private

sector and government resources to finance the basic
 
infrastructure and service projects that improve productivity and

living standards in developing countries. Loans from the World

Bank and the regional MDBs have financed rural electricity, basic
 
health care, agricultural extension, education, water and
 
sewerage, environmental and resource management,

telecommunications, private sector investment, and public sector
 
reform projects.
 

Project viability, however, is determined not only by the rate of
 
return on a specific project, but also is dependent upon the
environment in which a particular project exists. 
Therefore, the

MDBs also engage in adjustment lending to support sectoral and
 
macro economic reforms to improve the domestic policy and
 
insticutional environment with the goal of moving a national
 
economy toward self-sustaining economic growth.
 

Stronger, more stable, growing developing country economies
 
directly help the U.S. economy: they contribute to an expansion

of employment in the United States through increased exports.
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In addition,the business contracts resulting from MDB projects are
 
a direct and tangible benefit of U.S. participation in the MDBs.
 

These contracts 
are composed of three related elements. First,
there is the procurement stemming directly from MDB provided

finance. U.S. businesses secured roughly $2.0 billion in
contracts from the MDBs last year. 
This compares with U.S. budget

expenditures for the MDBs averaging about $1.6 billion annually.

Secondly, since the MDBs only provide a portion of the finance

needed for a project, there are other procurement possibilities
generated by non-MDB finance for a project. 
Finally, the business
 
contacts established through U.S. business participation in

bidding on MDB projects lead to follow on business. In sum, MDB
projects are an important nexus for the development of U.S.
 
exports and 
,obs in the export sector, the value of which far

exceeds our financial support for these institutions.
 

Financing the operations of these institutions is shared by all
member countries. Consequently, U.S. interests in developing

countries can be pursued through these institutions without the

United States bearing the full burdelA. This is particularly

important during periods of severe budgetary constraint.
 

For their market-related lending operations the MDBs leverage the
callable capital guarantees of member countries to borrow funds on
private capital markets. Hence, the majority of MDB loans are
financed with relatively small cash outlays from MDB members, and
 are cost effective when compared with U.S. bilateral economic
 
assistance.
 

Periodically we need to increase the capital base of the market
related "hard-loan windows" and replenish the resources of the
concessional "soft-loan windows" of these institutions. This year
we will be seeking Congressional approval for U.S. participation

in a Special Capital Increase (SCI) of the Asian Development Bank
(ADB). 
 Depending on the outcome of negotiations, we may also be
seeking Congressional authorization to participate in the sixth

replenishment of resources for the African Development Fund
(AFDF). 
 There have also been serious discussions between the
 management and executive directors of the International Finance

Corporation (IFC) regarding substantive justifications for an IFC
 
capital increase.
 

The International Debt Stratecy
 

Our work to promote strong developing country economies through

the international financial institutions has been profoundly

affected over the last decade by external debt problems. The

United States has assumed a leadership role in crafting an
international strategy for addressing these debt problems. 
This
evolving strategy has produced results. We have protected the

international financial system from risks of insolvency while
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focusing increasingly on supporting economic reform and sustained
growth in debtor countries. Most recently, the Brady Plan has
proven effective in facilitating financing agreements that
recognize the need to reduce debt burdens.
 

Seven countries have reached agreements with their commercial
banks on packages that include debt/debt service reduction. These
countries account for almost half of the total commercial bank
debt of the major debtor countries. 
The benefits are substantial.
 

* 
 The Mexican agreement reduced annual interest payments by 33
percent ($1.5 billion); commercial bank debt was reduced by
32 percent; and the burden of $42 billion in principal

payments was removed.
 

* 
 The Costa Rican agreement reduced that country's commercial
bank debt by 62% and cut annual debt service payments by 74%.
 
Chile, Venezuela, Morocco, and Uruguay have also reached
agreements involving significant reductions in debt burdens, and
several other countries are continuing discussions with their

banks.
 

These Brady Plan agreements enable debtor countries and commercial
banks to address their disparate needs. Furthermore, these
agreements are producing results for debtor economies by helping
restore investor confidence and stimulate new investment flows.
 

Enterprise for the Americas Initiative
 

In a further effort to strengthen the economies of our neighbors
in Latin America and the Caribbean and to improve trade
opportunities in the hemisphere, President Bush announced last
June the new Enterprise for the Americas Initiative.
 

This region is of vital interest to the United States. 
Ten years
of slow growth and debt overhang have plagued the economies of
Latin America and the Caribbean and thwarted opportuni'ties for the
hemisphere as a whole.
 

The Enterprise for the Americas Initiative aims to address theme
problems through action in three areas 
-- trade, investment, and
debt. 
It thereby joins in a single endeavor the three economic
issues of greatest importance to the region. 
It also seizes, in
terms of timing and concept, on important developments already
underway in the region 
-- including the spread of democracy and a
clear commitment on the part of leaders in the region to pursue
reforms that will improve their economic prospects and make them
more competitive in attracting capital.
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We are making real progress in implementing the vision laid out in

the Initiative. To increase trade and move toward the goal of a

hemispheric 
free tiade system, we are pursuing a Free Trade

Agreement with Mexico, with Canada as a party. 
The goal of this
 
agreement is to fcster sustained economic growth for all three

countries, which together compose a market of over 360 million

people and $6 trillion in output. This FTA should expand and lock
in recent trade and investment liberalizations achieved by the
 
Salinas Administration.
 

We are also negotiating framework agreements on trade and
 
investment to establish the basis for progress with other

countries in the region. These agreements establish fora for

addressing technical issues and beginning to remove barriers to
trade and investment. Such framework agreements have been signed

since June with five countries -- Colombia, Ecuador, Chile,

Honduras, and Costa Rica 
-- adding to those already in place with

Mexico and Bolivia. Negotiacions are underway with a number of

additional countries, including Jamaica, Venezuela, Peru,

Nicaragua, Panama, El Salvador, Guatemala, and a group of
 
countries composed of Argentina, Brazil, Uruguay, and Paraguay.
 

The dramatic progress we are seeking on trade will take time to

develop. 
The potential for action on investment is more

immediate. Latin American and Caribbean countries are competing

for scarce capital with other dynamic economies. They need to
 
attract private investment both from abroad and at home, and to
 
reverse capital flight, which in many cases is believed to be as

large as their total external debt. The Inter-American
 
Development Eank is developing an investment sector lending

program tc help countries to open and liberalize their investment
 
regimes. The IDD has begun evaluating the necessary changes to

achieve meaningful ieform in individual countries, and we hope

that the first investment sector loans will be moving forward over
 
the next several months.
 

The debt reduction proposed under the Initiative will be an

important incentive for countries to carry rut investment reforms.

The IDB has taken action to join the IMF and World Bank in
 
providing support for commercial bank debt reduction. We expect

Uruguay to be the first beneficiary. On bilateral debt, we gained

authority from Congress during the last session to undertake
 
reduction of concessional PL-480 debt for countries pursuing

strong economic reform procrams, including liberalization of their

investment regimes. 
We will be discussing such debt reduction
with individual countries as they become eligible. 
We will be

seeking comparable legislation permitting the reduction of AID
 
debt this year.
 

Our initiative will also provide significant benefits for the
 
environment within the Hemisphere. Interest payments on the
 
reduced PL-480 and AID debts will be dedicated by debtor
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governments to support a broad range of local environmental

projects or programs. 
We expect local non-guvernmental

organizations with expertise in the environment and conservation
 
to play a strong role in determining the use of these
 
environmental funds.
 

To implement fully the investment and debt elements of the
Initiative, we will be seeking additional authority from Congress
 
as a matter of priority.
 

* 
 Congress must also act to authorize the reduction of
concessional AID debt and the sale of a portion of Eximbank

and CCC loans. 
 I want to ask for the support of this

Committee for action on Eximbank debt. 
These sales would
facilitate debt-for-equity, debt-for-development, and debt
for-nature swaps in eligible countries.
 

* 
 I want to highlight for this Committee our request that

Congress authorize U.S. contributions of $500 million over
five years to the Enterprise for the Americas Investment Fund
that the President proposed be established in the IDB. We
 are working with the IDB and other creditor governments to
identify productive uses for this Fund. 
We are also seeking
contributions from other countries to meet the goal of a $1.5
 
billion fund over five years. 
In sum, we envision that the
Fund would make available grants and loans for: 
 technical
assistance to help build the expertise needed to undertake

privatization and other investment related reforms; worker
retraining and relocation necessary due to investment

reforms; and enterprise development to assist very small

firms in building equity and attracting investors.
 

I hope We can count on your support for this important Initiative.
 

Environmental Considerations
 

The environment bas been an extremely important element in our
overall approach to economic issues in recent years. 
Economic
 
progress will be sustainable only in the context of sound
environmental practices. 
Hence, environmental considerations must
be integrated more effectively into the on-going operations of the

international financial institutions.
 

This concern led us to negotiate an environmental framework for
the IDA 9 Replenishment AGreement in 1990. 
 It is the reason we
 are now taking such a strong stance on these issues in negotiating

replenishments of the Asian Development Fund and the African
Development Fund and the establishment of the European Bank for
Reconstruction and Development. 
It underlies the great weight we
have given to three key issues: environmental impact assessment,
protection of tropical forests, and promotion of energy efficiency

ard conservation measures.
 

(*1
c2
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As a result of our efforts, we believe the World Bank and the
Inter-American Development Bank are ready to implement new
environmental impact assessment procedures in line with
legislation introduced in this sub-committee in the last Congress.
The World Bank is reassessing its forest 
policy and taking a new
look at energy efficiency and conservation alternatives. It has
created a special unit for energy efficiency and conservation for
its operations in Eastern Europe and is restructuring its Energy

Sector Management Assistance Program.
 

These reforms represent a significant strengthening of
environmental capability in the MDBs. 
However, additional effort
is still needed to assure their effective implementation. 
This
year we will look for new opportunities to influence energy policy
and promote more energy efficiency and conservation projects. 
We
will seek more rapid progress on environmental impact assessment
in the Asian and African Development Banks and further
improvements and refinements, 
if they are needed, in the
procedures already being adopted by the World Bank and the Inte'-
American Development Bank. 
We will continue our efforts to secure
greater protection for tropical forests, including rvform of the

Tropical Forestry Action Plan.
 

We also want to encourage innovative programs that can be a
catalyst for more rapid environmental progress within developing
countries. 
That is why we havn encouraged debt-for-nature swaps
and put so much emphasis on tVe environmental element of the
Enterprise for the Americas Initiative. In addition, we have
offered to provide up to $150 million in parallel financing to the
World Bank's Global Environmental Facility over it, three life.
Our objective in the facility is to foster greater interest in
pilot projects that can become part of reguldr lending programs in

future years.
 

The United States is also at the forefront in encouraging the IMF
to enhance its environmental focus. 
Widespread recognition has
emerged that IMF macroeconom.c policy advice and prescriptions can
have at times an important, though indirect, impact on
environmental protection. 
In particular, the IMF is now
discussing the establishment of a group of economists that will
serve as a liaison with other organizations on environmental
research and advise the Fund on aduressing enviroimental concerns.
Also, most IMF country documents now discuss environmental
 concerns. 
The IMF has also strengthened its collaboration with
the World Bank with respect to taking into account structural
 measures for en'. ronmental protection into its work.
 

Treasury DepartmontRole in te Gulf C
 

The Treasury Department is playing an important role in the
efforts of the United States and the international coalition of
its allies to enforce the U.N. Security Council's resolutions
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aimed at obtaining Iraq's unconditional and complete withdrawal
 
from Kuwait.
 

A key aspect of our contribution is our chairmanship of the Gulf
Crisis Financial Coordination Group. 
This Group was established
in September by President Bush to complement the diplomatic and
military efforts of the international coalition against Iraq.
 
The purpose of the Group is to mobilize and channel extraordinary
assistance to the front line states, namely Egypt, Turkey, and
Jordan. By offsetting the effects of the crisis on their
economies, this assistance enables the front line states to
continue their effective enforcement of the U.N.-mandated economic

sanctions against Iraq.
 

The Group has met four times, most recently in Washington on
February 5. Another meeting is tentatively planned for early
March. 
It now brings together under Treasury Department
leadership 26 countries, the European Commission, and the Gulf
Cooperation Council. Representatives of the International
Monetary Fund and World Bank provide technical and analytical

support.
 

Through this successful initiative, the Urited Stdtes has obtained
from other creditors commitments of $14.7 billion for the front
line states and other countries whose economies are seriously
affected by the crisis. 
Of this amount, $6.7 billion has already
been disbursed, with substantial additional disbursements expected

in the coming weeks.
 

Within the framework of the Gulf Crisis Financial Coordination
Group, the Treasury Department is keeping economic developments in
the front line states under continuous review to ensure that the
economic effects of the crisis are offset to the maximum extent
possible. 
This should help maintain effective enforcement of the
economic sanctions against Iraq and facilitate the task of
economic recovery and reconstruction in the post war period.
 

Negotiations to Open Markets Overseas
 

Treasury is engaged in a number of comprehensive negotiations to
open markets overseas for U.S. exports, investment and financial
services. 
 Let me briefly discuss our negotiations with Japan,

Korea and Taiwan.
 

With respect to Japan, we are addressing market access problems in
the Working Group on Financial Markets (the so-called "Yen/Dollar"
talks) and the Structural Impediments Initiative (or "SII").
There has significant progress in liberalizing Japan's financial
markets since our talks in this area began in 1984. 
 However, thepace of change has been relatively slow -- particularly comparedto liberalization in London and New York 
-- and U.S. firms 

'2
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continue to face numerous access problems. We will continue to
press the Japanese to accelerate their efforts towards true
liberalization in order to create a level playing field for U.S.
 
firms in Japan.
 

We are also in the critical first year of the follow-up process of
the SII, which is aimed at addressing the underlying causes of our
persistent external imbalances, with the objective of reducing
these imbalances further and opening markets. 
This initiative,
which was patterned after the "Yen/Dollar" formula, resulted in a
Joint Report last sumver, containing commitments by both
countries. 
Japan's commitments include increasing spending on
public infrastructure, making the keiretsu system more open and
transparent, and increasing the availability of land. 
 If fully
implemented, the SII commitments will result in a more open, fair
and transparent Japanese economic system. 
Although there has been
progress on implementing these commitments, much more needs to be
 
done.
 

With respect to Korea and Taiwan, we have made substantial
 
progress on financial policy issues. 
Negotiations on exchange
rates had the desired effect of prompting appreciation in both the
Korean won and the Taiwanese dollar to reflect more fully the
strength of the two economies. This contributed to substantial
declines in the large external surpluses of both countries, and
particularly in their bilateral surpluses with the United States.
More recently, we have been engaged in discussions with both Korea
and Taiwan on a broader range of financial issues. Our objectives
are twofold: 
 to encourage liberalization of the Korean and
Taiwanese banking, securities, and exchange markets; and to obtain
full equality of competitive opportunity for U.S. financial
institutions in those markets. 
We have had some success in these
talks 
-- for example in easing the criteria on bank branching and
beginning to open the Korean and Taiwanese capital markets 
-- but
 
much work remains to be done.
 

There are clearly limits to what we can achieve bilaterally
without additional leverage or a stronger set of international
rules than currently exist. 
 Our efforts within the Uruguay Round
to negotiate a financial services agreement could complement our
bilateral efforts, but only if certain basic conditions are met.
Essentially 
we must be careful not to lock ourselves into a
commitment to maintain our open markets without adequate
commitments from other countries to open their markets. 
These
arrangements should provide real liberalization, deal effectively
with the problem of free riders, and assure that financial experts
oversee the operations of the financial services agreement,
including dispute settlement. If these fundamental conditions are
not met, a financial services agreement would not be in U.S.
 
interests.
 

<..
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Exchaftqe Stabilization Fund
 

The Treasury Department has a mechanism which enables the
Secretary to undertake foreign exchange operations in order to
 
support certain aspects of the international financial policy of

the United States outlined above. That entity is the Exchange

Stabilization Fund (ESF). 
 It is the only instrument within the

U.S. Government which is constituted and empowered to respond

rapidly and flexibly to international financial disruptions.
 

The primary uses of the ESF have been to finance intervention in

the foreign exchange market and to extend, under exacting

standards, short-term "bridge loans" to assist countries in

dealing with problems of indebtedness. In recent years there have

been bridge loans to a number of Eastern European countries,

including Poland. The Polish arrangement served to support a

reform program that incorporated a novel stabilization fund and

has led to current efforts to reduce Poland's debt, as provided by

Congress.
 

Secretaries of the Treasury are sensitive to the need to employ

judiciously the broad authority provided by statute for use of the
 
resources of the ESF. 
They are equally sensitive to the need to
keep Congress informed of their exercise of this authority and of

the financial condition of the ESF, which is extremely sound. I

would note in this regard that I provide regular reports to

appropriate Congressional bodies, including this Subcommittee.
 

Conclusion
 

By now Madam Chair, it should be clear that Treasury is indeed

engaged in a number o± 
areas that bear significantly on the

ability of the United States to promote a sound, environmentally

safe, world economy and stable international monetary system.

Treasury relies heavily on the international financial
 
institutions (IFIs) to carry out these objectives, as well as U.S.

humanitarian interests. The successful operation of IFI

activities makes one additionr. contribution: the promotion ot
 
peace and democracy among nations.
 

These are important matters, Ls I am sure you will agree Madam

Chair. 
It is critical that the Executive and Legislative Branches
 
of our government coordinate their activities cloself on these

issues. That is why I put considerable effort into strengthening

the consultation process between this Committee and Treasury. 
I
 
believe it is essential that this relationship continue.
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Members in Attendance: Chairman Obey (D-Wi), McHugh (D-NY), Gray

(D-Il), Coleman (D-Tx), Smith (D-Fa), Porter (R-Il)
 

Testimony: Secretary of the Treasury Nicholas Brady
 

Hearing: Brady stressed the critical role 
of the international
 
financial institutions (IFIs) as instruments of U.S. economic and
 
foreign policy. As Eastern Europe, Latin America, Africa, and Asia
 
turn increasingly to free market systems, and the world's
 
economies become increasingly interdependent, these institutions
 
will play a central leadership role in implementing U.S. policy

objectives. He emphasized that we must meet our economic

"obligations" to the IMF and the Multilateral Development Banks
 
(MDBs) in order to retain our influence and effectiveness within
 
these institutions. Brady highlighted the objectives and
 
achievements of the IMF and the MDBs, emphasizing their efforts
 
in international debt strategy and environmental protection. He
 
also stressed the pivotal role the Enterprise for the Americas
 
Initiative (EAI) will play in strengthening the economies of
 
Latin American and the Caribbean.
 

In praising the achievements of the IFIs, Brady pointed to the
 
Mexican debt relief agreement, which reduced Mexico's annual
 
payments by 33% ($1.5 billion), cut commercial bank debt by 38%,

and removed $42 billion in principal payments. 
 He praised the
 
EAI and said the Administration will be seeking $500 million over
 
a 5-year period for an EAI investment reform fund at the Inter-

American Development Bank (IDB). He also praised the proposed

North American Free Trade Agreement (NAFTA), adding that Bush
 
needed fast track authority to effectively negotiate the NAFTA.
 

According to Brady, it has been a major U.S. objective to improve

the environmental performance of the IFIs and to make them
 
"effective agents of environmental reform." 
 He added that, "we
 
are at the point of institutionalizing fundamental changes in the
 
way the MDBs address environmental issues."
 

Questions: The discussion focused on EAI, debt relief, and the
 
environment. Obey, Coleman and McHugh each asked why it was
 
necessary to establish a separate entity in the Treasury
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Department for the EAI. 
 Why not channel the program through the
Inter-American Development Bank? 
 Brady answered that this
 program is very important to the Administration and that making
it 
a separate entity will give it added momentum and support.
also allows for more regional input while at the same time 
It
 

branding it a U.S.-initiated project.
 

There was particular concern over Mexico's debt. 
 In response to
Coleman, Brady said that he felt the NAFTA would help alleviate

Mexico's debt problem. 
Coleman expressed reservations about
granting the Administration fast track authority, adding that
 many members are dubious that fast track authority will be

granted to Bush for the NAFTA.
 

Several members expressed concern that the United States is not
pursuing environmental objectives aggressively enough. 
Brady
said that this is not at all the case--we are the leaders in the
IFIs in pressing for environmental protection. 
Obey responded
that our retreat on emissions control does not portray an
Administration concerned with the environment. 
Porter requested
more information on our "debt-for-nature" swaps with Latin
America and urged Brady to place environmental protection higher

on his list of objectives.
 

Several members questioned the delay in getting the European Bank
for Reconstruction and Development (EBRD) organized. 
 It is still
in its beginning stages and should have been off the ground by
now. 
There was also concern about debt relief for ?oland. The
United States has been a strong advocate of relieving Poland's
debt, but Japan and Germany are dragging their feet. Obey
suggested that Germany be asked to repay its WWI debt to the U.S.

if it did not "shape up" and help Poland.
 

Obey asked what is happening with the Soviet Union and the World
Bank (Bush has suggested that the USSR be given special associate
status). 
 Brady answered that changes regarding the Soviet Union
 
are on hold given recent events in the Baltic states.
 

Obey brought up the issue 7-pt'
u debt forgiveness. He
pointed out that last year 
1h,,  ".'tee agreed to forgive $6.7
million of Egypt's debt. 
 Since t, :, Egypt has made no real
 progress toward economic reform. 
Now the Administration has
asked Congress to approve a substantial military aircraft "sale"
to Egypt. 
First of all, with Iraq's current military capability,

Egypt does not need more military aircraft. Furthermore, this
will not be a "sale" since they won't be able to pay us back, and
it will only further hurt their ability to pay off existing

debts.
 



Obey closed by addressing the Administration's proposal that
 
"human capital grants" be made to the LDCs. 
 This money would go

for trade adjustment assistance, such as job retraining. He
 
asked how Congress can (and why they should) sell this idea to

their constituents? 
While it is a worthwhile objective, it is an

objective that should be pursued at home first. 
 The new budget
 
proposes a 16% 
cut in trade displacement assistance--why is

Congress being asked to facilitate structural change abroad while
 
ingoring the painful side of change at home?
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FOREIGN OPERATIONS SUBCOMMITTEE 

MULTILATERAL ASSISTANCE: COPING WITH ENVIRONMEN, 
POPULATION AND DEBT CHALLENGES 

MARCH 5. 1991 

Welcome Mr. Secretary.
 

I just reread my statement at the hearing with you almost

exactly a year ago. It is sometimes useful to do that. 
You
 
realize how little some things change.
 

Last year I raised concerns about the Brady Plan. 
The debt
agreement with Mexico was just being signed. 
I asked whether
 
your plan would make any real dent in Third World debt. Three or
four more countries have since followed Mexico's lead. 
But as
far as I can tell, the real effect on debt is tiny. I still
wonder whether this amounts to just a band-aid on this huge sore
 
of commercial debt.
 

Dealing with this massive Third World Debt is not just a

bankers' exercise. 
Our own exports in the developing countries
 
are being hurt by their inability to buy from us. This costs
 
jobs right here at home.
 

So, what are the Brady Plan and the multilateral development

banks doing to solve this problem?
 

I also opoke about the World Bank's record on the

environment, something this subcommittee has %aised time and time
again. 
 I said the Bank got a below passing grade for its efforts
 
to fight global warming.
 

There has been some progress at the Bank, but far, far too
little. 
 It makes me angry that with all the public concern about
 
the environment the World Bank still routinely approves projects
that destroy tropical forests, uproot tens of thousands of poor
people, and promote wasteful energy use.
 

Frankly, I am at the point where I am ready to start doing
some tough things that will get their attention--like cut back on
 
our contribution.
 

I also mentioned the Bank's abysmal record on family
planning. 
The Bank acts like it believes economic growth alone
will solve the population rroblem. 
I know President Conable has
called for more support fcZ family planning. But I do not see
that he is having much impact on the Bank's lending. I think the
 
Bank's bureaucracy ignores him.
 

What do we hava to do to get the Bank to share our own sense

of urgency about the population problem?
 

These are questions that are as relevant today as they were
 
a year ago.
 



THE JOURNAL OF COMMERCE. Friday. February 22. 1991 

Winning the Economic Peace 
By JOE 0. ROGERS 

The idea for a new International 
development bank should set off 
alarms for U.S. companies bidding
for contracts in the post.war Middle 
East. Multilateral financial institu. 
Lions have ben a long-term disap.-
pointment for American companies,
In this case such an institution 
would move American interests 
from a position of dominance t o 
of subservience, while relieving
non-combatant nations theirof in 
ternational responsibilities,

Kuwait already 1,a1signed Con-
tracts totaling $800 million for post. 
war supplies, 70% of which have 
gone to U.S. companies. They are 
known to have contracted with Be-
chtel for the rebuilding of the petro-
leum sector. An Army Corps of .n-

gineers group has departed for Saudi
Arabia to prepare for rebuilding oth. 
er infrastructure, 

The creation of in international 
body to fund the rebuilding process
could only reduce American nflu-
ence and business. Following the 
form of existing institutions, it 
would have an international board 
of directors that would select pro-
Jects and allocate contracti' Votes 
traditionally have been weighted by
contributions. 

Since the United States will have 

made its contribution militarily and 

has announced that It will not coo-

tribute to such an Institution, we 

virtually would guarantee ceding

billions of dollars of contracts to 

Japan and Germany. These non-

combatants would be able to 
make 
loans (to be repaid through future oil 
revenues) to an internationally anne-
honed development institution they
would control. They then likely
would count those funds as part of 
their contribution to the war efforton an equal basis with genuine US, 
expenditures of cash and lives. This 
is a clear and inexpensive win for 
countries like Germany and Japan,

The idea of setting up some inter.national operation is enticing, espe-
cially If you are in the position of 
State Department officias who have 

been unable to persuade Japan and 
Germany to produce promised hard 
cash. But to accept the proposition 
that Japan and Germany could ful-
fill their commitments in this way 
one must presuppose that there is a 
U.S. responsibility to finance the re-
building and that, therefore, Japan
and Germany will be lifting the 
load No such responsibiity exists or 
should be accepted. 

The responsibilities to which 
America has committed itsell are 
freeing Kuwait and providing the 
people of Iraq the opportunity of
freedom. The Japanese and German 
commitment is to provide direct fi-
nancial support to the United States. 

A quick review of the 1990 pro-
curement statistics for multilateral 
development banks shows what we 
should expect if a formal Middle 
East development bank is created to 
finance reconstruction. These are in-
stitutiona in which we are the larg.
est shareholder or, in the Asian De-
velopment Bank, co-equal in votm 
with Japan. 

In the World Bank, to which the 
United States has contributed just 

under 20% of its capital, we re-
celved just 167% of the piocure
ment. In the International Develop-
ment Association, the World Bank's 
Interest-free lending arm for the 
poorest of the poor, we received oo-
ly 5.3% of the procurement in ex-
change for our traditional contribu, 
lion of 25% Of the capital. In both 
cases, our procurement percentage 
has fallen over the past five years.

For the Inter-American Develop. 
ment Bank, where we supply 31% of 
the capital, we received only 17.8% 
of the nrocurement. In the As'an
Development Bank we supply 15% 
of the capital and received 5.3% of 
the procurement. Our record is not 
good. We pay and the jobs go to 
others. 

What is called for in the rwost.war 
Middl, Ea-t is a fair and euitable 
sharing of procurement based on 
cotntions to the war clfort. If 
you met your conmtment to the 
war effort, you, should be eligible to 
bid. U you it your sons And daugh-
ters to the frent, you should recelvs 
a preference in bid pricing.

For Japan, Gei-many ad others 

who have promised to underwrite 
allied war expense,, this should 
mean that their eligibility for prQ
curement depends on meeting those 
obligations in cash. If they don't 
meet their obligations. they should 
not be allowed to win the economic 
benefits of the peace. 

The United States, Britain, Egypt,
Pakistan and others who have pro
vided troops should receive a 15% 
bidding advantage on all conustr 
lion and equipment contracts. The 

only exception to these restrictions 
should be for contract labor from 
countries that have supplied work. 
ers to the Middle East. These na
tions - notably the Philippines and 
India - have borne heavy costs. 
Construction firms from all nations 
depend on their excellent work 
forces-

Before anyone becomes Alarmed 
at the protectionist aspects of a 15% 
bones, It should be recalled that the 
World Bank and Its sister organiza-
Lions sancton such an &dvantage for 
certain members. These so-called 
'loadings' are made because the in
ternational community has deter
mined that special circumstances 
merit a politically determined eco
nomic advantage. 

I am prepared to argue that the 
circumstances of having sons sod 
daughters, wives and husband$, 
mothers and father standing in the 
way of a common enemy is as spe.
cial and deserving a circumstance. 
as one could find. This provides
clear definition of the concept of 
burden-sharing with which many na
tions approach International eco
nomic Issues. The international com
munity that has come together
behind the war effort should not 
lightly decide otherwise. 

Joe 0. Rogers, U.S Auobassador to 
the Asian Development Bank from 
1984 to l986, is president of his own 
International business consultingfirm. His clients include both for
eign and US trading firms. His 
business does ot itnvolve rade In 
te Mliddle Fast 
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EXECUTIVE SUMMARY 

Over the last several years, members of the Institute of Interna
tional Finance have expressed their belief that a viable way must be
 
found to reengage banks in medium- and long-term trade and project

finance for middle-income countries. Otherwise, such financing will
 
have to be provided, to an ever-increasing degree, by creditor govern
ments and multilateral institutions, at a time when public sector
 
resources are already constrained.
 

Early in 1000, the Institute surveyed its bank members in order to
 
clarify the incentives banks consider necessary to increase their trade
 
and investment financing. The survey was followed by discussions with
 
a working party of banks, private insurance companies, and export

credit agencies. These discussions centered on ways to expand the
 
overall financing capacity for borrowers in middle-income countries.
 

Within the group of middle-income countries that restructured 
commercial bank debt during the 1980s are those that have improved

economic performance and those that have not. The recommendations
 
in this report apply only to the former group.
 

Two major incentives would encourage greater bank participation

in trade and investment finance:
 

* A return to creditworthiness by middle-income countries that
 
have restructured bank debt; and
 

* 	Increased financial support by the export credit agencies and
 
international f"nancial institutions.
 

Full market access can only be achieved over time and, given the
 
constraints on official resources, preference must be given to countries
 
that consistently meet targets under IMF and World Bank programs.
 

There are a number of other incentives which can have a more 
immediate effect on bank decision making. They center around two
 
structural problems that impede trade-related finance today: risk
 
sharing and profitability. Specific recommendations therefore focus
 
on:
 

" Improving risk sharing, including expanded use of reinsurance
 
and cofinancing between export credit agencies, private

insurance companies and multilateral institutions; enhance
ments to downpayment financing for ECA. covered trans
actions; and limited recourse and other nontraditional financ
ing structures by export credit agencies. 

" 	Improving profitability, including !oan features that fac;litate
 
securitization; regulatory changes to provisioning and capital

requirements that have increased banks' costs; changes in tax
 
policy, particularly withholding; and simplification of admin
istrative requirements. 

There is strong agreement among banks that, in order to create a 
workable framework for trade-related finance, improved cooperation 
and coordination among export credit agencies, multilateral organi
zations, private insurance companies and banks is required. 



INTRODUCTION 

The payments problems of many middle-income countries in the 
1980s have had a profound effect on the outlook for future international 
investment and lending to non-OECD countries. The willingness of 
banks to finance trade and investment needs of these economies is 
critical for economic growth and is a precursor to capital inflows from 
other private, noubank sources. Reasonable growth aspirations cannot 
be adequately financed by domestic savings and official transfers alone. 

This report addresses the question of whether a viable way can be 
found for commercial banks to reengage in mediuai- and long-term 
trade and project finance.It deals only with middle-income countries 
(defined by the World Bank as those whose 1989 GNP per capita was 
between $581 and $6000) that have restructured the;r debt in the 1980s. 
Generally, banks have been responsive to middle-income countries that 
did not reschedule debt during the decade, leaving open a wide range 
of bank and nonbank financing options. For those countries that have 
restructured debt, however, a sustained improvement in economic 
performance and timely debt servicing are key to regaining access to 
bank financing and, in the longer run, to other sources of private capital.
This entails a step-by-step process of providing evidence to lenders and 
investors that bank relations have been restored and that countries have 
strong support from the international financial institutions and creditor 
governments. 

To expedite this process, a satisfactory framework for trade and 
investment finance must be created. This can only be achieved under 
two conditions. First, borrowing countries must demonstrate improved 
economic performance, carry through wide-ranging structural reforms 
under agreed programs with the IMlF and World Bank, and maintain 
flawless debt servicing records. Secore', increased official support of 
trade and project finance must be made available for countries 
achieving these criteria until such time as full market, access is 
reestablished. 

In 1990, the Institute of International Finance conducted a survey 
of its member banks to clarify the incentives banks need to increase 
their trade- ard investment-related activities. From the survey and 
subsequent discussions with banks, private insurance companies and 
export ciedit agencies (ECAs) the following observations and recom
mendations emerge. 
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As the Dust Settles, Attention Turns to New Arms Sales
 
y 

y PATfICK -TVLE3 

WASHINGTON 

Tin 


Middle East, the Buh 
Adminstraton made clearar0 tsfied t trionmagdea aai.i week that It was prepartng tolarst fee dm r4°~lmt 


A 	of trouble 

Afterforc'fJ pledgesthismonth
by bo Preaimde pdB n h 

tary of State James A. Baker 3d to 
work towrd reducing the flow of 

conventionalI arms and defense tech-nology to the region. Defense Secre-tary Dick Cheney Last week seemed 
o adjust the AdminstIraticons ~aeagercourse He gave the moat detailed 

explanation to d~ale of the emerging
policy on arms and security. which 
can be boile down to this: arms for 
America's friends and arms control 
forits potential foe. 

In laying oUt the ratile,. Mr. 
Cheney slaidthe first order of bluii-
iess In the Persian Gulf must be the 
security of Saudi Arabia. Kuwait and 
the other gulf Arab states to make 
the region safe for an American with
drawal Then. the United States must 
cooperate with other industrialtzed 
nations t stem the flovwof Critical 
technologies that advance the spread
of chemical, biological and nuclear 
weapons, along with the long-ran 
mtsalca to deliver them. 

That is the securty izpera 

The potical imperave, rtlcu-
lated by other senior officls, was 
that Amer Ica's allies, those whstood up against Saddam -Hussein, 
must be seen as the clear winners In 

-

', 

Mr. Cheeyi 

J.ThPil 

fA 

a region that respects power and American soldiers preparing to blow up a mam, of captured weapons inside Iraq early this month. 
performance. Therefore, the winners 
must receive tangible rewards But 
there was also an economic impera-
tive. which left the Administration with a scarcity of 
funds or other economic benefits to offer. 

What Mr. Bush could offer, however, was something
ievoutly wished by many developing nations: access to 
America'snarms and technology bazaar. And for those 
who couldn't afford to shop. ti-e Administration was 
asking Congress to guarantee credits for cash-strapped 
allies at the Export-Import Bank. In that way, American 
defense contractors would not lose business to European 
nations that subsidize weapons sales abroad, 

Many members of Congress, who had hoped that Mr. 
Bush's new world order was going tomake a new and 
stronger effort to restrain theMiddle East arms race 
alongside the new peace process that Mr. Bush and Mr. 
Baker say they want, were disappointed 

To som- members. itseemed acynical exercise that 
on the plains of victor', the Administratio would sow 
the seeds of future militarism, arming to the teeth the
lightly popolated desert kingdoms and emirates along 
with some of their newfound protectors. whu.e blossom-
ingarsenals would only spur Israelto Dsutdisiance them 
further Or'd perhaps incite Iraa to rearm more quickly
and send Syria on a new arms spree t1Moscow

For their part, the Soviets seemed to recoigniue 
then shrink from - the old Instincts of the superpower 
rivalry that has fueled the arms race in the Middie East 

taardecades. Moscow's Foreign Minister and its 
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delegate to the United Nations both called on Washington 
to agree to a period of restraint in the Middle East, but 
Mr. Cheney argued this would effectively serve as a 
disloyal arms "'embargo" against America's friends 

With the Stale Department forging ahead with a sale 
of 48 General Dynamics F-16 jetsto Cairo, part of a 
package long in the pipeline,. the resumption of arms 
transfers was a reminder of the resource drain they 
would have on some of Washington's economically 
strained allies, notably Egypt and Israel, at a time when 
major challenges of population. Immigration. water re-
sources and economic restructuring lie ahead 

Mr Bush has already forgiven Egypt's $7.1 billion 
mililary debt. and the new signals of a return to business 
as usual come as Egypt's unreformed eionomy contin-
ues to collapse If Egypt. at peace with Israel cannot 
rechannel its resources away from arms, who can? 

Outfitting a Policeman 


The United States has been trying to find and outfit a 
policeman In the Persian Gulf since the Nixon Adriinis. 
train. when ihe Shah of Iran was given the keys to the
Amrrican arsenal The newest policeman Isa colleciive: 
Saudi Arabia. Kuwait leadiig the Gulf Cooperailon Coon-
cilstaies (Bahrain. Qatar, Oman and the United ArabEmirates), plus Egypt and Syria. 

The Bush Administrat on 
has political, military and 
economic interests at stake. 

-
The Bush Administration is seeking a postwar secu-

rity arrangement bult on a presence for the United 
States Central Command, according to Gen ColinL. 
Powell. chaii man of the Joint Chi-fs of Staff With Arab 
ground forces armed mostly by the United States. the 
Central Command will be able to iake part in, if no; 
supervise, an alliaice built around the Arab allies who 
fought Iraq They will be backed by an expanded United 
States naval presence with greate access to Arab ports. 
and by regular deployments LfAmerican fighter wings 
and ground troops for visits and exercise;. 

Ina matter of weeks. Gen H Norman Schwsrzkopf, 
he-adof the C,iralCuniirand. will sublit a blueprint fur
the new Aliatt e. ii. !udins a forecast of the level of 
armaments it will teed 

Part of the pressure on the Admitstration toback away from controlling arms sales in the region may be 

that Saudi Arabia and Kuwait 
are clinging to the presence of 440.000 
American troops. who departure 
would require the Arab leaders to~~come their ftr eato grips with 

" , lons with Saddarn Hussein, still 

armed and increaingly desperate in 
Baghdad- Senator Joseph Biden.

euit oni filDemocrat of Delaware, said a "top. .. ' national security council official" 

k told fim Americana should "not be 
.. ,. overambitious" In seeking Middle 

East arms control, and that "defense 

? cooperation wii ritovida far more 

But thewindow f r arms control
 
In the Middle East may remain openu 	 h idwfram otofor some time. The Saudis. while not 

for the American army to
leave, are also not In any hurry to 
plow billions into new arms pur

w
 
who face a daunting rebuilding task. 
The gulf Arabs certainly are hoping 
that a peace process, both on the 
Arab-Israeli froni and In the Persian 
Gulf. will relieve them ofsome of the 
defense burdens ahead. 

One Less Worry 
Inan Inte /,ewFriday. General 

Powell almost begged the question of 
whether there Is a future ml!tary
threat in the area that requires large

I orces. 'There will not be a fourth 
largest
army headed by Mr.Saddam
 
Hussen in 1995," sad "Perhaps
lhe 

I one of the fortunate aspects of this 
entire unfortunate war Is that it came 
at this time when we did have the 
caIilt toertiedeaurahe hnil wtthe fourth largest army in the 

wc .d." 
A-.-P_ Some pressure fornew arms
 

sales can be expected from defense 
contractors.who facea bigcontrac
tion in United States spending for the 
rest of the decade. Without foreign

ord:rs for the MI-Al tank, General Dynamics might 
have to shut down its production lines in Michigan and 
Oh o before the Army finds the money In the late 1990's to 
deaign a new main battle tank. And if McDonnell-Doug
las, Lockheed. Northrop. Grumman and Gene.'al Dynam
its Jon't win their share of warplane sales to the 
Pentagon in this decade. foreign sales may be the only 
thing that can keep their production lines open 

These are big commerc~al interests that mean tens 
of thousands of lobs in the United States, and any arms 
control muvem:nt in Congress will run Into countervail-
Ing pressures to sell Advocates of arms control also will 
be hard pressed to oppose what appear to be legidmate 
security needs for defensive systems, such as air de
fense. ailimissile protection and interceptor aircraft. 

In the final analysis, however, the arms race in the 
Middle East has never been more than a symptom of the 
intrst lblepolitical and diplomatic problems that plague
the region There can be no farewell to arms while strong 
currents of Shiite fundamentalism Seek to violently 
carve their channels across the Muslim world and while 
Palestinian nationalists fight to win a homeland allainst 
Israel's struggle fur recugnition and security.

the gietcest stimulus to arms control, therefore, 
will be an active peace process between Israel and the 
Arabs and. in the Persian Gulf,among Ira, Iran and theArabian potentates. 1 
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were aggravated bN the tncrease in world 
oil pnces that occurred in the second half SELECTED TOPICS 
of the year. 

The basic objectives of the updated pro
gram for 1991-93 are to achieve a real eco-D eveloping N ations 
nonuc growth rate of about 5 percent. reduc averae Lureof'vestmentfro Privat 
about 37 percent in 1990 to 5 percent in 

1993. and to generate sizable surpluses in 

the over-al balance of payments. 
To achieve these aims. budgetar, and 

monetary policies will be tightened, with 
special emphasis being placed on quickly 
restonng and maintaining positive real in-
terest rates. major reforms havetaux been 
introduced; and flexible pncing policies 
wil.l be maintained. Among structural poh-
cies, state cnterpnse reform will be acceler-
ate. particularly the pnvatization program; 
efforts to mprove the monstonng and con-
trol of government expeniture will be in-
tensified. and publc sector management 
wfl be strengthened. 

These polcies will be complemented by 
appropnate sectoral strategies m agniculture, 
industry, health, education, and by efforts 
to protect the environment. 

Within thus framework, the program for 

1991, which is supported by the durd an-
ch,, g ,
nual arrangement -, r o~rm ro,.hPrivate Investment Fellunder the ESAF, aims at Developing Countries: 

achieving a real ra2te of economic growth 
of at least 4 percent. sharply lowenng infla-
tion (to 10 percent). and generating a siz-

able overall balance of payments surplus. 
Ghana joined the IMF on September 25, 

1957, and its quota is SDR 204.5 milhon 
(about S290 million) (A member's quota 
in the IMF determines the amount of its 
subscription, its voting weight, its access to 
IMF financing, and its allocaoon of SDRs.] 
Ghana's outstanding financial obligatons to 
the IMF currendy total SDR 523 milion 
(about S743 Nmllon), 
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Soviet Study Now Avail3ble 

The complete three-volume set, A 
Study of the Sovitr onomy, (see 


is~tdy (sef te So'ie 
IAIF Survey, January 7, 1991, page
1) is now available for US$10.00isUSIOO.0nw avilabe fr 
from Publication Services, Box S-

317, Intemational Monetary Fund, 
Washington, D.C. 20431, U.S.A. 

Lure M ore Private Investment
 
."
 

eveloping countes with highJ growth rates and income levels, 
low inflation and dbt,and sub-

stantia.l pubhc invcsiment have higher 
levels of private investment relative to 
GDP. This is the view of IMF staff 
members Joshua Greene and Delano 
Villanueva in an article in the March 
1991 issue of Staff Papers, the IMF's 
scholarly journal. 

The March issue also features arti-
des on the effect of monetary policy 
in developing countnes; the fiscal im-

pact of government contingent liabih-
ties; the implications of opinion sue-
veys of exchange rate expectations; 
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the properties of long-run money de
mand in large industrial countries; as
pects of currency bands and target 
zones, lessons from economic res~ruc
turing in Singapore; and the effect of 
high inflaton on Israel's tax system. 

Lures for Investors 
In their analysis of private investment 
in developing countries, Greene and 
Vi1lanueva first look at the trends in 
such investment during 1975-87. 
These trends reveal that 

* there was a wide discrepancy in pn
vate investment rates, ranging from 
more than 20 percent of GDP in fast
growing Asian countries to less than 
10 percent of GDP in slower growing, 

less affluent, countries such as Bolivia
 

and Peru; nles aenu 

2verage private investment during 

1975-81 was significantly higher thanduring 1982-87; 
the varinbig8
y ofpubc sector invest

ment was lower than that of private 

sector investment; and 

•there was no obvious correlation be
tween high rates of privatc ,1nd public 
sector investment. 

"he authors then examine econo
metrically the determinants of private 
investment in a sample of 23 develop
ing countries during 1975-87. They 

focus on the relationship between pri

vate investment and 

economic growth and per capita in
levels;co e ta iy s 

0 mcroeconom~c stability (as
by low inflation rates); 

*reopcoutm
- the level of real interest rate!; 

e r 
repre

- the size of external debt levels and 

debt-service burdens; and 
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- the rate of public sector investment. t6el's analysis, based on a model of de- sured fiscal deficit "may misrepresent 
Greene and Villanueva find that veloping country financial markets, the government's fiscal impact .... " 

domestic inflation, high real interest suggests that they do so in two broad Moreover, since the issuance of con
rates, and external debt burdens have ways: via "autonomous" or "partial tingencies may have severe cash flow 
had a negative impact on private in- equilibrium" effects and via "induced" implications, budgetary authorities re
vestment, while economic growth, or "general equilibrium" effects. The lying on conventional accounting 
public investment rates, and (especially former include: methods may not be in a position to 
for 1975-81) per capita income levels ° conventional interest rate effects on adequately monitor and control the 
have had a positive impact. They also interest-sensitive components of ag- government's overall fiscal position. 
find that several vanables--especially gregate demand--that is, increases in Towe reviews the various types of 
real interest rates, domestic inflation, bank interest rates depress demand; contingent liabilities governments 
per capita income, and public invest- * wealth effe:ts, which arise from the issue, examines their accounting in 
ment-had a greater impact on private recognition that financial re
investment during 1975-81, before pression entails an implicit r . -- '-':
 
the onset of the world debt crisis, t. system of taxes and subsidies . .
 
in subsequent years. on households as creditors Z . "t..2
 ' 

In addition, the way in which ex- and debtors of the banking 3 

ternal debt burdens reduced private system; changes in monetary 
investment changed between 1975-81 policy instruments affect the
 
and 1982-87. During the first period, relative degree of these taxes
 
when most countries remained current and subsidies; and
 
in their external debt-service pay- effects on the profits of the
 
ments, the debt-service ratio was a central 
 bznk, which have fis
more significant determinant 
 of pri- cal, and therefore demand,
 
vate investment. By contrpst, in the 
 consequences.
 
second period, when rescheduling and General equilibrium effects
 
external arrears became more com- emerge through the impact of 
 ,... 
moo, the ratio of the stock of external monetary policy changes on 

Villanueva (left) and Greene: high levels of Inflation,debt to GDP became more important. the exchange rate premium real Interest rates, and external debt have Inhibited
 
on the parallel market, the ex- private Investment
 

Monetary Policy pectrd rate of inflatioii, and
 
Peter Montiel of the IMF's 
 Research the economy's stock of foreign assets, conventional budget methodologies,
Department analyzes how changes in Since all these variables affect domestic discusses their impact on private sector 
monetary policy influence aggregate demand, induced changes in their val- behavior, and suggests how they could
 
demand in a finan'.ially represed ues represent important additional be accounted for in measures of the
 
economy--that is, in an economy channels through which monetary fiscal deficit.
 
characterized by the absence of orga- policy may affect aggregate demand. According 
to Towe, many govern
nized markets for securities and equi-
 ments' contingent liabilities relate to 
ties, by capital controls, and by interest Government Liabilities social security programs, such as state 
rate ceilings. Christopher M. Towe, an assistant in pension schemes and medical insur-

In such a setting, open market op- the office of the Executive Director ance programs. However, govern
erations "are out of the question," ac- for Canada, examines how fiscal ac- ments also provide many non-social
cording to Montiel. The tools of counting can be modified to accom- securiy-related programs that are 
monetary policy consist of central modte the impact of governments' mainly designed to stimulate particular 
bank credit to the banking system, the contingent liabilities, suchi as deposit economic activities by reducing risk. 
setting of adrministered interest rates insurance, social security and health These include deposit insurance, loan 
and required reserve ratios, and inter- insurance, and loan guarantees. He ar- and mortgage guarantees, and trade 
vention in the free exchange market. gues that by accounting for such con- ard exchange rate guarantees. In addi-

How do changes in these instru- tingencies only when a cash outlay is tion, a large share of governments' 
merits affect aggregate demand? Mon- actually made, a conventionally mea- contingent liabilities may be associated 
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with the implicit guarantee of public 
sector agencies, 

Towe notes that the treatment of 
contingencies in conventional fiscal 

accounting suggests that their macro-

economic impact occurs at the future 
date when the contingent claim is re-

alized and the cash flow is generated, 
rather than when the habiliy is issued, 

An implicit assumpnon supporting this 

view is that consumers are myopic 
with regard to the future benefits that 

Towe: a coaventionally measured deficit 
may misrepresent fiscal impact. 

such schemes imply, or face liquidity 
constraints. These are ex,,reme as-
sumptions, he points out, and if they 
are relaxed, economic .ctivity may be 
affected in advance of any cash outlay, 

thus limiting the usefulness of the 
deficit as an indicator of fiscal impact. 

A further drawback of conventional 
deficit measures is that they may not 
provide an adequate device to control 
government agencies' issue of contin-

gent liabilities, 

Towe argues that although it would 
be impractical to abandon conven-
tional deficit measures in favor of 

comprehensive indexes of fiscal impact 
that encompass contingent liabilities, 

such liabilities are important and some 

measure of them is desirable. He sug-

gests two indexes: 

* Actuarial balance, which offers a useful 
gauge of the future tax liability or the 

required reduction in government 
consumption implied by a given pro-
gram. This can be calculated by com-
paring the net present value of a pro-
gram's assets to its liabilities. 

- Actuarial.fairness, or a contingency's 
subsidy value, which measu'res the 

transfer implied by aprogram from fu-
ture participants to current participants 
(as in, say. a pension program). This is 

calculated by comparing the expected 

present value of contributions and 

benefits from the perspective of cur-

rent participants. 
These measures can be used as the 

basis for b.idgetary control over the 

government's provision of contingen-
cies as well as for gauging the impact 

of these contingencies. 

Exchange Rate Expectations 

Shinji Takagi, formerly of the IMF's 
Research Department, reviews the 

empirical iit:rjture on exchange rite 
expectations that are based on surveys 

of financial r..rket opinions. He re-
views the main qualitative characteris-
tics of the exchange rate expectations 
generated by such surveys. He alsc, cx-
atines what opinion surveys imply for 
the presence or absence of forward 
discounts and risk premia, for the ra-
tionality of expectations, for the 

mechanisms of expectations formation, 
and for the differences between short-

and long-run expectations. 
Takagi draws three broad conclu-

sions from his analysis: 
- Changes in th. forward discount 

rate fully reflect changes in the ex-
pected exchange rate, so that assets de-
nominated in different currencies can 
be considered perfect substitutes. 

* Expectations based on market opin-
ion surveys tend to be biased predic-
tors of future exchange rates, and the 

forecast errors are related to variables 

that were known about when the ex

pectations were formed. 

- There is a consistently observed dif

ference between short-run (generally 
shorter than one month) and long-run 
(generally longer thin three months) 
expectations. Short-run expectations 
tend to be in the same direction as ac
tual recent exchange rate movements; 
a depreciation tends to be followed by 

expectations of further depreciation. 
In the long run, expectations tend to 
move in the opposite direction, to

ward long-run "nornal" values; a de

preciation tends to be followed by 

moderate reversals or appreciations. 

According to Takagi, the last find

ing "suggests that the foreign ex

change market in the short run reflects 

an element of 'noise trading,' trading 
that is based on factors other than 

'fundamentals."' He poinu out that 

chartism-that is, the use of past price 
patterns as a guide to future price pat

terns-is the predominant method 
used for short-term forecasting. 

Takagi suggests that if indeed a 

major portion of the short-run volhtil

ity of exchange rate movements is at

tributable to the hartist nature of 
short-run exchange rate expectations, 
there may be a case for policy mea
sures to intervene in the foreign ex
change market in the short run. One 
such measure might be a fixed transac
tions tax, which would increase Lhe 

cost of short-run trading relative to 
long-run trading. He adds, however, 

that most economists would probably 
be skeptical of such a policy recom
mendation until they could be con
vinced of a fiim theoretical link be
tween individuals' expectations and 
actual exchange rates. 

Staff Paper is a quarterly publication of the
 
IMF. The subscription rate is USS35.00 for
 
four issues (USS17.50 for fill-time uver

sity professors and stud..nus). Pleas, write to 

Publication Services, Box S-316, Interna
tional Monetary Fund, Washington, D.C.
 
20431. U.S.A. 
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The Reduction of Poland's Debt
 

Today, President Bush warmly endorsed the historic agreement
between the Government of Poland and its government creditors in
the Paris Club to reduce Poland's debt obligations to official
creditors. 
This 	package represents 
a strong signal of creditor
support for Polish economic and democratic reforms. Together
with a new 3-year program with the International Monetary Fund
(IMF) and continued reforms, it should help encourage new private
investment and capital flows to Poland and provide a sound basis
for sustained economic growth. 
The agreement is the successful
culmination of vigorous U.S. efforts to achieve a multilateral
agreement offering substantial benefits to Poland.
 

Specifically, the agreement provides for the reduction of Polish
debt by a minimum of 50 percent in real terms. 
 The debt
reduction will be formally adopted by the Paris Club once
Poland's IMF program has been approved (expected in April). 
 The
restr-ucturing will occur 
in two stages:
 

The first stage involves 30 percent relief on a net
present value basis and includes cash flow relief of 80
percent for the crucial first three years of the
 
agreement.
 

The second stage consists of 20 percent relief on 
a net
present value basis after 3 years, upon successful

completion by Poland of the IMF program.
 

In each stage, creditor governments will have the option of
pursuing equivalent relief through debt reduction, interest
reduction, or capitalization of interest on concessional terms.
 
Governments will also have the option of further reducing Polish
obligations beyond the consensus level of 50 percent reduction
through (a) additional bilateral relief and (b) the voluntary
conversion of up to 
10 percent of outstanding claims via
debt/equity, debt-for-nature, or other debt swaps.
 

To lead this effort, the President announced that the United
States was prepared to increase U.S. debt relief for Poland
beyond the 50 percent level agreed in the Paris Club. 
We propose
to do this in the following two ways:
 

--	 Additional bilateral debt reduction within the two 
stage operation. 

- more 



- 2 -


A write-off of 10 percent of Poland's stock of debt to

the United States. This action will enable the

Government of Poland to provide local currency

resources to fund a foundation for the environment.
 

As a result of these additional steps, Polish debt to the United
States would be reduced by a total of 70 percent in real terms.
 

The unilateral actions by the United States would raise the total
debt reduction under the multilateral Paris Club agreement from
the agreed minimum consensus level of 50 percent to 52 percent.

The President strongly encourages other creditor governments to
take similar additional actions and provide bilateral relief
 
beyond the 50 percent level.
 

# # #
 



Linking Debt and Investment 

Sart Hofmran and Helmort Resen 
Deb,, Overhon Liquida Constmai mWd 

Adjunment /nceth 

OECD Development Centre, Technical Paper No. 32. 
94 rue &rdo-gache.75016 Paris, France. 

nvestment in most heavily indebted countries 
has been weak since 1982. There are two 

competing theories why this is so. One blames 
the debt overhang: in a country that meets its 
scheduled debt service only in part, depending 
on the development of its export surplus, there 
is little incentive to raise output by investing 
more and consuming less; much of the net 
benefits of such action might well accrue to the 
foreign creditors. The other theory blames the 
lack o' ..,vestment on a scarcity of financial 
resources as a country's savings are drained off 
by a net transfer (interest payments in excess 
of net capital inflows). 

This paper presents the results of empirical 
tests of these two hypotheses. It concludes that 
the evidence seems to reject the debt overhang 
hypothesis but is in line with the credit con
straint hypothesis. 

The finding is important from a policy point 
of view and it is bad news for the Brady debt 
strategy, which relies on 'voluntary, market
based" debt reduction. That approach would 
constitute an effective -ver to raise investment 
if the debt overhang were to blame for the low 
level of investment. But if the constraining fac
tor is liquidity, the need is for an infusion of 
new funds or a reduction in interest payments, 
and cutting the size of the debt will not by itself 
be of much help 

Hofman is Assistant to the President at WleKid 
Institute of World Economics. Reisen is Senior 
Ecnomist at the OEM Demelopment Centn. 
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ADMINISTRATOR, U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT
 
TO HOUSE FOREIGN AFFAIRS COMMITTEE
 

THURSDAY, FEBRUARY 7, 1991
 

I. INTRODUCTION
 

Mr. Chairman and members of the Committee, thank you
 

for this opportunity to present the Administration's FY 1992
 

Foreign Assistance request and to discuss how we can work
 

together.to refocus the role, purpose, and management of American
 

foreign aid in the 1990s.
 

Let me start by saying that few could have forecast
 

what a propitious moment February 1991 would be for the executive
 

and legislative branches to be discoursing about the scope and
 

substance of America's role in the developing world. The drama
 

and pace of global change have opened unprecedented opportunities
 

for development partnerships -- a theme to which I will return
 

throughout today's testimony.
 

II. A.I.D. AND NEW INTERNATIONAL PARTNERSHIPS
 

Recent changes in the international arena have been
 

breathtaking. And these changes impact our mission and our
 

mandate.
 

Beyond the oft-cited geopolitical and human revoluticns
 



in Eastern Europe and Central America, the environments in which
 

A.I.D. operates today require a new mandate for the U.S. foreign
 

assistance program. The internationalization of commerce,
 

especially the altered ratio between forei.gn aid and
 

international trade and capital flows; increased human and
 

organizational capacity in developing nations; the important new
 

opportunities for a close partnership with the World Bank and
 

other large bilateral donors; heightened awareness of
 

transnational threats like environmental degradation, terrorism,
 

drug trafficking, and AIDS; communications and other
 

technological breakthroughs; and, not least, our tight budget,
 

all require a sharpened focus in the post-Cold War era.
 

To be effective in this rapidly changing world, I
 

believe we must move from the concept of "foreign aid" to one of
 

"international partnership." Although the heart of the U.S.
 

economic assistance program remain unchanged, we must seize the
 

fresh opportunities before us -- particularly the chance to
 

establish a new international partnership for development.
 

I really believe the need for this can be seen most
 

clearly in Eastern Europe, but the need for partnership is
 

equally evident in other parts of the world.
 

I am suggesting that in the future, we will not. be
 

working with recipient countries, but with partner countries; we
 

will not be using various private sector entities as agents, but
 

enrolling the energies of private voluntary agencies,
 

universities, and businesses in the development challenge; we
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will not be asking other U.S. government agencies to bend their
 

activities to A.I.D. purposes, but to do what they do best in
 

cooperation with us.
 

What I am suggesting here is not simply a change in
 

terminology. It represents a very fundamental shift in the way
 

America approaches international development. These partnerships
 

are essential in terms of creating a democratic base that gives
 

people a stake in their political future; in terms of protecting
 

the environment against destruction and neglect; in terms of
 

enhancing food security and agricultural productivity; in terms
 

of giving all people, especially the poor, children, and women, a
 

stake in the prospects of economic ,-evelopment.
 

III. NEW A.I.D. INITIATVES
 

Our own experience with development over the past
 

several decades, and that of other donors, strongly suggests that
 

our traditional goals -- improving the quality of human life,
 

expanding individual opportunity, reducing poverty, ignorance and
 

malnutrition -- cannot be attacked effectively by relying on
 

traditional approaches.
 

To meet our continuing objectives of reducing poverty
 

and misery in the developing world, we are placing greater
 

emphasis on sound economic policies and improved governance in
 

developing countries as a critical basis for sustained,
 

broad-based growth.
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We are strengthening our efforts to establish a
 

partnership with the U.S. and developing country private sectors
 

in advancing trade investment and economic growth in developing
 

countries. Moreover, we are giving greater attention to
 

establishing mutually beneficial trade linkages between the U.S.
 

and developing countries in an increasingly integrated world
 

economy. A developing country is not only a place in need of
 

humanitarian assistance. It's also a potentially active market
 

for U.S. goods and services.
 

That's why we have advanced five
 

initiatives...Democracy, Business and Development, the Family,
 

the Environment, and our own Strategic Management.
 

Perhaps most important is the Democracy Initiative,
 

which has as its inspiration the idea that America's most
 

valuable export is not miles of irrigation pipe, or toits of
 

wheat, but universal principles. Under this initiative, we will
 

concentrate on supporting the peoples of the developing world in
 

their efforts to build democratic institutions, while also
 

helping these countries make the transition to market-oriented
 

economies.
 

I would argue that a democracy is not merely a concept
 

you explain to someone and then proclaim, as the advertising
 

slogan goes, "Just do it."
 

In fact, building a free and open democratic society
 

requires patience, patience...and more patience. History has
 

demonstrated repeatedly that sustained economic growth
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generally -- if not always -- takes place within an open society.
 

So, while the direct focus of A.I.D. is and will remain economic
 

development, political and economic advancement are inextricably
 

linked thereto.
 

You might recall the saying, "A hungry child knows no
 

politics." That is still true. But it is also true that in many
 

cases, politics -- bad economic policies, poor governance, and
 

repulsive political systems -- may have caused that child's
 

hunger. And so, our focus must be on supporting local
 

initiatives to reform the political structures in developing
 

nations so as to provide for long-term growth and expanded
 

opportunity...which will ultimately ensure that no child goes
 

hungry.
 

A.I.D.'s Business and Development Partnership
 

Initiative seeks to engage the U.S. private sector in a new and
 

more dynamic way to foster economic growth within a free-market
 

system. Building upon our microenterprise programs in developing
 

nations, and drawing upon the example of our partnership with the
 

American labor movement in institution building, this initiative
 

brings a critical ingredient -- American business savvy -- more
 

forcefully into the picture.
 

Our Family and Development Initiative reaffirms the
 

fundamental role of the family as the bsic unit within each
 

society. Allow me to note, as an aside, how easy it is for
 

governments to lose sight of the central role of families. What
 

is so obvious in our personal lives becomes somehow obscured when
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governments overlook the role of the family in planning,
 

implementing and monitoring development programs. 
The purpose of
 

our family initiative is to make the family a starting point for
 

analysis of what people need and how they use the resources they
 

have. In short, the initiative establishes the family as an
 

organizing principle for mobilizing the energies of ordinary
 

people to shape their own destinies.
 

Protecting and restoring the environment, in ways
 

consistent with sustainable economic growth and democracy, is a
 

central concern of A.I.D. Our Environmental Initiative builds a
 

private and public sector partnership to define and achieve
 

environmentally sound development goals. We are especially
 

concerned with transnational issues -- climate change, bio

diversity and tropical rain forests for example. 
We will commit
 

expert staff and substantial levels of monetary resources to
 

essist our partner nations in tackling the hard issues of
 

integrating economic growth and prudent natural resource
 

management.
 

Our environmental initiative is premised upon
 

partnerships with American business, PVOs, multilateral
 

organizations, and other agencies of the U.S. Government. 
As a
 

nation we ha-oe much to share in the realm of environment and
 

natural resources.
 

Finally, our Strate ic ManaQement Initiative. The goal
 

here is to do fewer things, arid do them very well. We want to
 

achieve a high-quality program and demonstrate excellence in the
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stewardship of our resources. We will undertake major
 

evaluations of current programs; develop human resources within
 

A.I.D. and improve incentives for excellent performance. Gver
 

the long term, we will develop a management system emphasizing
 

quality programs and services.
 

Closely related to this is our commitment to what I
 

call "Programming for Results." In these tight budgetary
 

times...when the American public and others ask that U.S. foreign
 

policy organizations justify spending amidst domestic
 

demands... A.I.D is going to be looking for results from host
 

countries. We have decided therefore to direct an increasing
 

amount of funds to those nations that are moving toward economic
 

and political liberalization. This is not a question of
 

rewarding or punishing a developing nation for political
 

behavior. Rather, it is simply a recognition that economic
 

growth cannot be realized without political and policy reform.
 

If nations are not serious about reform, then we at A.I.D. must
 

be prudent in the level of commitmernts we make to those regimes.
 

Let me be very clear about one thing: These
 

initiatives do not mean that the humanitarian dimension of our
 

work will be neglected. The Agency for International Development
 

will never lose sight of its traditional role as a vehicle for
 

America to express its concern for the plight of the world's
 

poor.
 

In fact, during a visit to Africa with the Secretary of
 

Health and Human Services, Dr. Louis Sullivan. We were
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particularly interested in the issues of child survival,
 

population growth, and AIDS, issues of extreme importance to me
 

and others at the Agency, and we are providing a report on that
 

visit to the President very soon.
 

IV. A NEW FOREIGN ASSISTANCE ACT
 

Mr. Chairman, President Bush eloquently speaks of a
 

"New World Order;" Secretary Baker's testimony yesterday focused
 

on this subject as well. From a development perspective, I can
 

tell you that building a New World Order is going to be a tough
 

assignment. Arduous.. .but essential.
 

This leads to my final point. Mr. Chairman and members
 

of the Committee, as you recognized more than two years ago, it
 

is hard to escape the conclusion that the present Foreign
 

Assistance Act no longer serves the best interests of the United
 

States. Conceived three decades ago in the global chill and
 

urgency of the Cold War, the Act simply does not address the
 

development climate in this post-Cold War era.
 

It does not provide the flexibility needed'to respond
 

rapidly to these dynamic times. It does not contain the elements
 

necessary for binding together a strong domestic constituency,
 

without which any foreign assistance program will flounder.
 

In December, 1990, Mr. Chairman, you invited the
 

Executive Branch to join your Committee in drafting a new
 

legislative mandate for foreign assistance programs and
 

8
 



activities. We very much welcome this overture and expect to
 

transmit draft legislation to you once Administration
 

deliberations are completed. I look forward to discussing the
 

specifics with you at that time.
 

Mr. Chairman, one final note. In Africa and on other
 

visits to developing countries, I saw again the real dedication
 

of our A.I.D. staffs, strugglinq to do a good job under adverse
 

and sometimes dangerous conditions. Often putting themselves and
 

their families at risk, they persevere, gaining the respect and
 

admiration of their colleagues in host governments, other donors
 

and -- I know -- Members of the Congress. I am proud to have as
 

colleagues these women and men who serve America so well.
 

And now, I would be happy to respond to your questions.
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Foreign Aid: Budget, Policy, and Reform 
by Larry Q. Knowels
 

SUMMARY Foreign Affairs and National Defense Division 

The foreign assistance program is widely regarded by policymakers as a significant
tool promoting key U.S. foreign policy interests. With the continuing dramatic
upheavals occurrir- around the world, including events in the Soviet Union and
Eastern Europe and the conflict in the Persian Gulf, there is renewed focus on U.S.foreign aid and whether its current structure adequately supports American objectives 
overseas. 

In light of important international change and concern for other threats to U.S.
security interests -- such as drugs, terrorism, and environmental degradation -- many
believe that U.S. foreign assistance .Liould undergo a critical reassessment, the results
of which may argue for a substantial shift in resource allocation among major programs
and aid recipientF To some, this means a reallocation of foreign aid resources,
primarily through the shift of security assistance funds to programs focused on
economic growth, poverty alleviation, and sustainable development. Concern over what 
some perceive as a declining U.S. competitive edge in the international economy has ledto suggestions that foreign assistance should focus more on ways to advance American 
exports and trade interests. Others, however, take a more cautious toapproach
changes on the international landscape and the extent to which U.S. foreign aid should
be altered in the short term. They argue that it is premature to abandon longstanding
U.S. security interests and point out chat andthe United States its friends will
continue to confront security challe ages in the Third World apart from those associated 
previously in an East-West context. 

The foreign assistance proposal for FY1992 seeks $15.9 billion in discretionary
appropriations, an increase of 5.8%, or $867 million, over the $15.05 billion enacted for
this year. The implementation in I'Y1992 of new budget rules (referred to as "credit
reform") for appropriating U.S. Government loan and guarantee programs, however,
makes a straightforwar.id comparison between FY1991 FY1992and somewhat
misleading. After adjusting for the effects of credit reform on the FY1992 request, the
proposed foreign aid budget is about $475 million higher than FY1991, representing an
increase of abov' 3% or slightly less than the rate of inflation. In terms of spending
allocations, the request, vith few exception:, appears largely the same as for the 
current year. Lacking are any dramatic shifts in budget priorities that many have
argued are necessary to realign foreign aid spending patterns with post-Cold War U.S.
interests and needs. Also absent are signi>!"ant modifications in assistance provided to
countries most directiy affected by the Gulf war. The President and congressional
leaders, however, did agree in early March to support an additional $650 million in aid
for Israel as part of an "emergency" supplemental appropriation. 

Beyond the size and composition of the FY1992 foreign aid budget, debate may
also focus around three policy issues, portions of which represent key initiatives being
advanced by the Agency for International Development. These issiles include flexibility
in foreign aid management and congressional oversight, promoting U.S. economic
interests with foreign aid, and democracy programs as a component of U.S foreign aid. 
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Thank you, Mr. Chairman.
 

Mr. Chairman and members of the subcommittee, I look
 
forward to this opportunity, as always, to discuss with you the
 
Department's FY 92 budget request for Migration and Refugee
 
Assistance (MRA) and for the Emergency Refugee and Migration
 
Assistance (ERMA) Fund. This request, as you know, seeks to
 
enable the United States to continue to play a major role in
 
helping the world's refugees and victims of conflict.
 

BUREAU FOR REFUGEE PROGRAMS
 
BUDGET SUMMAARY
 

FY 1991 - FY 1992
 
($ in thousandE.'
 

FY 91 DIFFERENCE FY 92
 
BUDGET REQUEST
 

REFUGEE ASSISTANCE
 
East Asia ............ $39,000 $10,900 $49,900
 
Africa ............... 75,200 11,900 87,100
 
Near East/South Asia 88,300 4,100 92,400
 
Western Hemisphere... 9,830 (5,830) 4,000
 

Sub-total ......... 212,330 21,070 233,400
 
OTHER ACTIVITIES ......... 59,570 (5,037) 54,533
 
REFUGEE ADMISSIONS ....... 2C5,220 (12,890) 192,330
 
ADMINISTRATIVE EXPENSES.. 
 8,528 1,766 10,294
 

TOTAL...................... $485,648 $4,909 $490,557
 

FY 92 Budget Request
 

The Administration's FY 92 request for Migration and
 
Refugee Assistance is $490.6 million. These funds are divided
 
broadly between international assistance and protection
 
programs and the admission of refugees to this country for
 
permanent resettlement. Although this total request is only $5
 
million over the FY 91 MRA appropriated level, it represents a
 
significant effort to channel increased funds in support of
 
international assistance and protection programs.
 

The number of refugees worldwide is now estimated to be 15
 
million. Much of the recent increase is the result of conflict
 
situations which have forced people to seek safe haven across
 
international boundaries. As the numbers of refugees and
 
conflict victims have increased, so too have their accompanying
 
needs and requirement for funds to address those needs.
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Within the total MRA FY 92 budget request we include $233.4
 
million for international assistance. This assistance level
 
represents the continuation of a significant effort by the
 
Administration to channel increased fund, in support of these
 
programs. Funding for international assistance and protection
 
programs increased by nearly $44 million in FY 91 and this
 
request for FY 92 seeks a further increase of $21 million.
 

I would like to point out that this $21 million increase in
 
FY 92 has been partly offset by a decrease in the funds
 
requested for the Western Hemisphere. Therefore, the net
 
increase in the remaining three regions -- East Asia, Africa
 
and the Near East/South Asia -- is nearly $27 million.
 

The largesL portion of this increase, $11.9 million, will
 
support program efforts in Africa. The next largest portion,
 
$10.9 million, will be used to continue progress on solving the
 
problems of Indochinese refugees and asylum seekers. As the
 
third component of this increase we are requesting an
 
additional $4.1 million for the Near East/South Asia region to
 
provide increased support for UNHCR, UNRWA, and ICRC programs.
 

In administering these assistance funds, emphasis will be
 
placed on the response by international organizations and their
 
implementing partners to the specific needs of women, children,
 
and other vulnerable groups. As a donor government and member
 
of the UNHCR Executive Committee, the U.S. Govecnment will
 
oversee UNHCR implementation of program guidelines for refugee
 
women resulting from policy adopted by the Executive Committee
 
last fall. We are also monitoring and evaluating
 
imr ementation of guidelines for refugee children which were
 
accepted in 1988.
 

The U.S. Government continues to encourage other
 
international and non-governmental organizations to establish
 
policies and implementation guidelines to integrate refugee and
 
displaced women and children as equal participants and
 
beneficiaries in assistance and protection activities.
 

Most of our assistance funds are used to support the
 
programs of international organizations providing assistance to
 
refugees and conflict victims overseas, including the United
 
Nations High Commissioner for Refugees (UNHCR), the United
 
Nations Relief and Works Agency for Palestine Refugees in the
 
Near East (UNRWA), the International Committee of the Red Cross
 
(ICRC), the UN Border Relief Operation (UNBRO), and the
 
International Organization for Migration (IOM). As the largest
 
single donor to each of these organizations, the United States
 
is directly involved in the review of these agencies' budgets
 
-- with the exception of the ICRC which is a Swiss
 
organization -- as well as in monitoring the implementation of
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their programs. We also assume additional responsibilities to
 
ensure that appropriated funds used to support these
 
organizations are used as effectively and efficiently as
 
possible. The Department has dedicated 29 positions overseas
 
for program oversight, and program officers from the Bureau for
 
Refugee Programs regularly monitor firsthand the effectiveness
 
of programs supported by U.S. funds.
 

Last year, when I came before this Committee, we were very
 
concerned about UNHCR's financial situation. I am pleased to
 
report that it has improved considerably. In 1990, UNHCR fully
 
funded its approved General Program of $340 million, absorbed a
 
$38 million carry-over of 1989 obligations, and carried over
 
$10 millio: into 1991. To date, UNHCR has received $230
 
million in contributions from the international donor community
 
to the approved 1991 General Program of $356 million -- nearly
 
65% of the current requirement.
 

Through contributions to international organizations and
 
private voluntary agencies, our assistance funds are used to
 
support life-sustaining relief efforts, and, where
 
opportunities exist and resources permit, durable solutions to
 
long-term refugee problems. I should note a distinction
 
between the Bureau's activities and those of A.I.D.: MRA funds
 
are generally used to aid refuocees or other persons displaced
 
outside their country of origin; A.I.D., through its own
 
programs or other organizations, is generally responsible for
 
assisting individuals displaced within their home country.
 

In 1992 we hope that, where conditions are suitable, UNHCR
 
will be able to support those non-life threatening activities
 
which had to be cancelled or reduced during the financial
 
crisis. Opportunities for literacy and numeracy for more
 
refugees will be a prime objective, especially for children,
 
including on an equal basis refugee girls. Improved
 
agricultural extension for tho-e refugees on the road to food
 
self-sufficiency will be equally important. We will insure
 
that refugee women share equally in opportunities for
 
employment in agricultural extension, access to resources and
 
decision-making concerning the fruits of their agricultural
 
labors. In addition, other community development activities
 
need attention, especially those serving refugees who have
 
languished in camps for years.
 

Limited funding has been included in the FY 92 assistance
 
request to encourage initial or pilot repatriation efforts, if
 
political conditions permit. We have not, however, included
 
funds to support full-scale repatriation to Afghanistan and
 
Cambodia.
 

The Administration is also requesting $40 million to assist
 
resettlement to Israel. While this is $5 million less than the
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amount appropriated last year, it is a $10 million increase
 
over the amount requested by the Administration in FY 91.
 

Within the total FY 92 MRA request of $490.6 million we
 
will be able to maintain our current FY 91 level of refugee
 
admissions -- an estimated 120,000 -- in FY 92 with a reduced
 
admissions req'iest of $192 million. (We anticipate a regional
 
breakdown simi-ar to FY 91, but aF 
you know this will be the
 
subject of the consultation procLss between the Administration
 
and the Congress whlch takes place. in June.) This reduced
 
request reflects a slvings of almost $13 million. This savings

in costs has been achieved through greater efficiencies in our
 
refugee processing programs and certain initiatives taken in
 
our transportation programs, in particular, an eniphasis 
on
 
prepaid and self-paid transportation.
 

Over the past four years the Bureau's administrative
 
expenses have been maintained in the range of $8.0 to $8.5
 
million -- less than two percent of the total MRA
 
appropriation. For FY 92 we are requesting an increase of just
 
over $1.7 miliion to bring the amount up to $10.3 million
 
million. This increase includes funds for increased monitoring
 
activities, as recommended by the Office of the Inspector
 
General in its inspection of the F-,reau, and for sorely-neeied
 
computer system improvements, which have been put off for
 
several years, to permit the Bureau to interface with the
 
Department's computer networks. We seek no increase in the
 
current total domestic and overseas staff level of 107
 
positions.
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Mr. Chairman, members of the Committee; I appreciate the o'portunity to
 
address the Committee. Today I will discuss with you the world :ood situation,
 
U.S. government programs to combat hunger and malnutrition abroad, changes in
 
these programs brought about by the passage of the Food, Agriculture,
 
Conservation, and Trade Act of 1990, our programming plans for this fiscal year,
 
and new programs created by the 1990 Farm Bill.
 

As the leader in agricultural production, the United States has long
 
recognized its responsibility to help end world hu'iger. The United States is
 
the world's largest supplier of foreign food aid, providing over one-half of the
 
world food assistance. U.S. food assistance programs provide about 6 to 8
 
million metric tons of food aid on an annual basis, substantially exceeding the
 
4.47 million metric ton commitment to the Food Aid Convention.
 

While U.S. food aid is provided through both long-term credit and
 
donations, it is our food aid donations that focus on emergency needs. For
 
example, food donations under P.L. 480 Title II and Section 416(b) are helping
 
to alleviate critical food needs in Africa resulting from severe adverse
 
climatic and economic conditions. In fiscal year 1990 alone, 34 African
 
countries received a total of about 1 million tons of food commodities. By far
 
the laigest amounts were provided to Ethiopia, Mozambique, Sudan, Liberia, and
 
Malawi.
 

World Focd A~ailabilities and Needs
 

The 1990 world's cereal crop supply was a record--even the output of
 
developing economies rose nearly 3 percent. However, food needs on a country or
 
regional basis are dictated by resource availability, market dislocations,
 
drought, and even politically motivated limitations.
 

In the Global Food Assessment report, published by USDA's Economic Research
 
Service, cereal aid needs for 55 loy-income countries in 1990/91 are
 
substantial, despite the favorable over-all supply situation. East Africa and
 
South Asia will require the most assistance, followed by Latin America and
 
southern Africa. Total cereal food aid needs for 1990/91 for the 55 low-income
 
countries are estimated at 16 to 17 million tons. This is the level needed to
 
maintain per capita cereal use in these countries at the 1980-89 average level.
 

In Eastern Africa, cereal production in 1990/91 is estimated at about 18
 
million tons, down about 7 percent from last year. Commercial imports by the
 
region are expected to reach about 850,000 tons. In order to maintain current
 
consumption levels, total food aid needs in East Africa are estimated at 4.6 to
 
5.4 million tons. Approximately 45 percent of assessed needs arf in Sudan and
 
about 30 percent in Ethiopia. While communication and -ooperatioi with the
 
Government of Ethiopia has improved recently, the relationship with the
 
Government of Sudan remains difficult and an estimated 9 million people are now
 
at risk of starvation, with 1 million critically affected.
 

C\ 



-2-


West Africa's cereal aid needs are pro*i:,ted to increase in 1990/91 as
 
production falls short of population increai 
t. To maintain the status quo,

region is projected to require about 850,000 to 900,000 metric tons of 
food

assistance. 
 Senegal, Liberia, Sierra Leone, and Mauritania account for most
 
the deficit, with the most critical needs in Liberia.
 

Cereal output in southern Africa in 1990/91 is estimated at 8 million ton!

6 percent below last year's record harvest. The total cereal food aid needs 
to

maintain the 
status quo are forecast at about 2 million tons. Mozambique

accounts for about one-fifth of that total.
 

Total cereal production in North Africa (including Egypt, Morocco, and

Tunisia) was a record-high 18.2 million 
tonn in 1989/90 and is estimated to h:

reached another record of 20 million tons in 1990/91. This increase is due

mainly to larger harvests in Egypt. Even w:h this increase and with cereal
 
stocks at comfortable levels in all 
three of these countries, food security i:
the region still depends on 
the ability to import cereals. In addition, all
 
three countries are faced with tradeoffs between production of cereal crops fc"

domestic consumption and promotion of high-v,.Iue expo-rt crops that 
earn forei;

exchange and enhance their grain import capacity.
 

The food needs in Eastern Europe and the USSR reflect market dislocation.
and resource problems. USDA has responded to 
these needs with direct donatic

long-term concessienal credit, and commerci&. export credit guarantee prograri.:
 

Corn donations to Bulgaria and Romania under the Section 416(b) and FooG

for Progress programs -wil total 500,000 metric tons in fiscal year 1991.
 
Poland has received donated commodities as w-ll as long-term credit under P.L

480 Title I in the past and may participate 4n both programs this year. 
 At
 
present, only Hungary has plans to sign a Title I program in 1991. 
 Commercia'
 
export credit guarantees have been announced 
this year for Hungary, Yuggslavia.

and the USSR to help meet their commodity needs.
 

The ability of Middle Eastern countries, other than Iraq, to provide for

their food requirements appears to be little affected by the war. 
 GNP levels
 
most countries in this region are at 
the middle- to upper-income levels and
 
should remain that way during and after the war.
 

Overall, food grain production in the 10 Latin American countries include.

in USDA's food njeeds study is expected to increase modestly in 1990/91.

However, the balance of payments position of nearly all these countries has

weakened because of sluggish export earnings and rising debt. 
 As a result, thi

ability to import food on commercial terms has declined, leading to an increase
 
share of cereal imports being met by food aid.
 

Changes Effected by 1990 Farm Bill
 

The 1990 Farm Bill amended all of USDA's food aid programs and specifie

significant changes in how the programs are to be carried out. 
 I will comment
 
briefly on these new provisions.
 

The revised P.L. 480 legislation simplifies administration of the progra'

It separates the agricultural market developmcnt and economic development

objectives by assigning Title I concessional sales agreements to the Secretar
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of Agriculture, and Title III Food for Development grant agreements 
to the
 
A.dministrator of the Agency for International Development (A*.'.,). It strengthens
 
the roles of both USDA and AID in 
operating their respective authorities.
 

While both 
titles remain aimed at meeting food aid needs. Title I financing
 
is generally aimed at those countries that offer the best prt -ise of becoming
 
commercial markets. 
 The fiscal year 1992 budget request for oilateral
 
government-to-government aid is $772.5 million--$463.5 million for Title I and
 
S309 million for Title III. potential.
 

The revised P.L. 480 legislation supports market development efforts in
 
two ways: First, keep use of local currency from repayment cf loans for
 
in-country activities such as market and trade promotion and limited support for
 
facilities improvement; and second, through direct use of ccr:modity sales
 
financing to cement trade relationships and acquaint recipie:s with U.S.
 
commodity standards.
 

The new local currency proJramming authority is broader than did the old
 
section 108 program. Section 108 was aimed solely at providing resources to
 
indigenous financial institutions.
 

Programming in Fiscal 1991
 

In spite of the programming uncertainties introduced by -.onsideration of
 
changes to PL 480 by the 1990 Farm Bill effective January 1, 091, the affected
 
U.S. agencies made a strong effort to conclude Title I agreen,._ts early and did
 
sign agreements worth $97.4 million with six countries. Combined with amounts
 
sold for first quarter delivery from late fiscal year 1990 agreements, tctal
 
funds committed in that quarter were $130.3 million. Those fi'gures compare with
 
fiscal 1990 first-quarter agreements of $85.4 million with five countries, and
 
total funds committed of $110.6 million.
 

We now anticipate an even more effective early programming effort for
 
fiscal year 1992. We see substantial benefits from having maximum lead time 
to
 
arrange commodity sales and shipments, make more effective use of available
 
budget, and have more time for planning to meet cargo preferer.-e requirements
 
and reduce ocean freight differential costs. In that regard we welcome the new
 
law's requirement that, "to the extent practicable," agreements be signed by
 
November 30 each year or within 60 days within enactment of appropriatioi.s,
 
whichever is later.
 

In the fiscal year 1992 budget, USDA is requesting $463.8 million for the
 
new Title I program; this will provide funds for commodities and ocean-freight
 
differential costs. This will provide approximately 2.5 million metric tons of
 
commodities.
 

The P.L. 480 Title II program provides U.S. food assistance to as many as
 
80 million people in foreign countries each year by channeling donated food
 
largely through the organizational structure provided by private voluntary
 
agencies and the World Food Program. Only minor changes were 
made in this
 
program by the 1990 Farm Bill. The most significant change was the deletion of
 
the authority for noi-emergency government-to-government aid. The mandated
 
minimum tonnage of 1,925,000 metric tons for fiscal 1991 will be increased by
 
25,000 metric tons during each year of the legislation which runs through 1995.
 

/
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The fiscal year 1992 budget rcr:,est for $627 million (for commodities and
 
transportation costs) is les. 'Nan fiscal year 1990, yet the program will
 
achieve the mandated minimum Lonnage because commodity prices are lower.
 

P.L. 480, Title III is a -ew bilateral grant authority for least devel:
 
countries; AID will implement ,isnew program. The fiscal year 1992 budgc
 
request seeks authority for a 1,rogram of $309 million to cover both commodi.
 
and full transportation costs for these countries.
 

Transportation Regulations
 

The 1990 Farm Bill contained new provisions placing stricter controls o
 
the activities of country shjpp-ing agents under the P.L. 480, Title I progr.
 
as well as under Section 416(! . USDA published an interim rule applicab],
 
the Title I program in the Fu. ral Register on February 1, 1991, which bec.
 
effective on that date, to ii ement these requirements. A policy statemel..
 
Section 416 requirements in tnis area will be published shortly.
 

Regional Distribution by Comn.. iy
 

The allocation of P.L. 41:' resources by region of the world varied
 
according to the objectives r' the program in fiscal year 1990. Asia and t"
 
Near East received about 56 i cent of total resources, with $500 million
 
Title I and $180 million fro. '.tle II. Latin America and Africa received
 
23 percent and 21 percent, r: 2ctively, of the commodity value. However,
 
Africa received the highest p..centage of Title II commodity resources and
 
least amount of Title I conce: ional financing
 

P.L. 480 T.;-es I and II, 1990, by Region
 

Title I * Title II Total (Titles I & II)
 
SMil. % Smil. Siil. %
 

Asia/Near East 500.5 66 181.,4 40 681.9 56
 
Latin America 188.7 25 85.9 19 274.6 23
 
Africa 67.0 9 187.0 41 254.0 21
 
Total 756.2 100 454.3 100 1210.5 100
 

*Prior to December 31, 1990, Title III programs were included in Title I.
 

Operational Authority
 

The 1990 Farm Bill provided for significant changes in the operational
 
authority of Executive Departmcnt agencies to implement the P.L. 480 progran.
 
Under the new procedures tlhl*.-.rtment of Agriculture and the Agency for
 
International Developmenc wil :.ave clearly defined responsibilities to
 
implement Title I, Title II, .,]Title III. An Executive Order will specif:
 
agency responsibilities for ir 'ementing the P.L. 480 provisions of the 199(
 
Farm Bill.
 

Section 416(b)
 

The Section 416(b) grant :-od aid program uses surplus Commodity Credit
 
Corporaion (CCC) stocks to he'.p needy people overseas. CCC stocks are
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generally whole grains or dairy products and the quantities available are
 
subject to the ebbs and flows of CCC inventories. During fiscal year 1990
 
regular Section 416(b) agreements were signed with seven countries, commodities
 
were provided to 11 countries through the World Food Program, and one Food For 
Progress Program was supported with Section 416(b) commodities. In fiscal year

1990, agreements were signed to provide about 1.7 million metric tons of corn,
 
sorghum, and butter with an export value of about $165 million. This fiscal
 
year we expect to program 2 million tons of commodities to 10 or more countries.
 

Food for Progress
 

The third food aid program authorized by Congress is Food for Progress.

This program may be carried out using money from Title I, commodities from
 
Section 416(b), as well as CCC funds. We signed an agreement with Nicaragua
 
(uses Title I funds) and an agreement with Ecuador (using Secti,,n 416
 
commodities). 
 The agreement with Nicaragua includes $29.7 million in
 
commodities (wheat, corn, soybean meal, vegetable oil, tallow, and dry edible
 
beans) plus funding for transportation. The agreement with Ecuador provides
 
36,000 tons of U.S. sorghum, with an estimated value of $4 million.
 

We expect to enter into agreements soon under this authority with Bulgaria
 
and Romania. Each agreement will provide for the donation of 200,000 tons of
 
corn.
 

Enterprise for The Americas Initiative
 

Last June 27, President Bush announced the Enterprise for the Americas
 
Initiative (EAI), a major new initiative to 
improve the prospects for economic
 
grovtl. and prosperity for developing countries in Latin America and the
 
Caribbean. An EAI bill authorizing the debt components of EAI was submitted
 
to Congress in mid-September, and portions were incorporated inro a new Title V1
 
in P.L. 480, to authorize the restructuring and reduction of P.L. 480 debt.
 
However, the 1990 Farm Bill does not authorize the sale of CCC rescheduled
 
export credit guarantees as requested by the President. The Administration
 
is r submitting to Congress this mrnnth those components of the EAI debt
 
provisions pertaining to development assistance debt. These include authority
 
to restructure and reduce U.S. development assistance loans and the sale of
 
E>:-Im Bank debt and CCC rescheduled export credit guarantees.
 

Sharjnr Agricultural Expertise With Emerging Democracies
 

The 1990 Farm Bill mandates the sharing of U.S. agricultural expertise on
 
food and rural buTiness systems with emerging democracies. The overall goal is
 
to develop, mai;nzain, or expand markets for U.S. agric'ltural exrorts. To do
 
so, the United States is required to share its expertise in thre.. ways: (1)
 
assess 
food and rural bisiness systems in emerging democracies; (2) recommend 
measures necessary to enhance zhese systems' effectiveness; and (3) identify 
specific opportunities and projects for imprcving tL.se systems. 

The program requires exchanges of experts with at least three emerging

democracies per year, an annual report to the Secretary of Agriculture of
 
results, and establishment of an advisory committee. 
We are hard at work on the
 
program's implementation, which will actively involve the private sectoL. Our
 
current thinking would give priority to emerging democracies in Eastern Europe
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and Central America.
 

Conclusion
 

In sumMary, the world production outluok is guud iii all regions of T
world, except for possibly Africa. And with good weather, the situation .
 
Africa may improve as well. With this year's record production, supplies Lre
 
adequate to meet food needs. In light of the current supply situation, V,
 
anticipate that our budget request will enable us to make the appropriat(
 
contribution to world food aid needs.
 

This Administration is committed to promoting greater food security around
 
the world. We stand ready to provide short-term food relief when emerger,' -'s
 
occur, to the best of our resources. Alowever, we recognize that increas( -ood
 
sEcurity for the world in the lang run depends not only on the food assif-.n:ce
 
the United States provides, but rather on economic development, both withzl and
 
aci-oss nations. We seek to support econooic growth in developing countriCF
 
through both food and dollar assistance prgrams and expanded world trade.
 

That is also one of the reasons why we are putting s(, tiich emphasis
 
agricultural trade reform in the Uruguay Round. If developing countries arc to
 
grow, other natio,,s must lift the protectionist barriers that discriminal.
 
against these countries and prevent them from producing for export. The
 
developing world must have access to markets, and producers in these cour .es
 
must get fair prices for their products. They cannot compete with the nE nal
 
treasuries of industrialized countries that pay their farmers to produce

surpluses, release those surpluses onto the world market at subsidized pr: :s,
 
and depress world market prices.
 

That concludes my statement, Mr. Chairman. I will be glad to respond .o
 
questions.
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HIGHLIGHTS 
* Congress has increased its budget allocation for international population assistance to 
$250 million for fiscal year 1991. Two-thirds of these funds are designated for centrally
funded programs managed by the Office of Population of the Agency for international 
Development kA1D). Funding from the Development Fund for Africa for bilateral 
population programs in sub-Saharan Africa is also expected to increase sharply in FY 1991. 
* The November 1990 Congressional elections have increased the number of supporters 
of international population assistance in both the U.S. House of Represntatives and the 
Senate. Population supporters also remain in a clear majority on the powerful Senate 
Appropriations Committee. 
* Op October 31, AID ended its long-standing support to Family Planning International 
Assistance (FPIA). FPIA was unsuccessful in a last-minute effort to get the U.S. Supreme 
Court to prevent AID from cutting off funds. 
* AID's review of the implementation and impact of the Mexico City Policy found no 
violations of the policy, but found that in a few countries abortion-related activities 
permitted under the policy have been negatively affected by excessive cautiousness on the 
part of AID's grantees. 
* AID has also released a higtly critical evaluation of the natural family planning 
project implemented by the right-wing Family of the Americas' Foundation (FAF), 
hopefully precluding any further AID support for FAF. 
* A pane! of key Congressional staffers, addressing the annual meeting of AID 
Cooperating Agencies in population, sent a strong message of support for population 
programs and mistrust of AID's political leadership on population issues. 
* The U.S. Food and Drug Administration (FDA) has approved NORPLANT, paving the 
way for AID to provide the contraceptive implant through its population assistance 
programs. As national programs gear up for expanded use of NORPLANT, access to 
removal services, the potential for coercive use, and high initial cost are emerging as 
controversies. Opposition to NORPLANT is building among some feminist and anti-birth 
control groups. 

SPECIAL REPORT: CONGRESS INCREASES U.S. POPULATION AID 

Population Assistance Account Approved at $250 Million for FY 1991 

On October 28, Congress adjourned after passing i. $14.7 billion foreign aid bill for fiscal 
year (FY) 1991, including $250 million .or the population assistance account - an increase of 



$34 million over the level approved in FY 1990. Total U.S. funding for overseas populationprograms in FY 1991 may reach $300 million, when allocations for population activities underthe Development Fund for Africa (DFA) and Economic Support Funds (ESF) are included.(The DFA is designated for "bilateral" or government-to-government programs in Africa andthe ESF for countries where the United States has special security interests.) Comparable levelshave not been reached since FY 1985 when the Agency for International Development (AID),which implements the U.S. foreign aid program, spent $304 million on population activities. 
The increase in funding is a clear indication of the high priority Congress assigns to
population assistance. It is especially noteworthy given pressures on Congress to cut
government spending to reduce the overall U.S. budget deficit and the growing cost of U.S.


military operations in the Persian Gulf. 
Population supporters had pressed for an "earmark" of the population assistance account asa guarantee that these funds would only be spent on population activities. (Since 1985, AID'spolitical leadership has aiverted over $80 million in population funds to non-populationactivities, such as aid to Afghanistan, disaster relief, and the Private Enterprise RevolvingFund.) A $250 million "earmark" for population was successfully incorporated in the Senateversion of the foreign aid bill. However, the final budget conference between the House ofRepresentatives and the Senate adopted weaker language, which merely prohibits AID fromreducing family planning funds by a greater proportion than any other sectoral assistance 

account. 
Mistrust of AID's leadership by population advocacy groups appears to have been justified.Soon after the foreign aid budget process was completed in Congress, top AID officials shiftedbetween $18 and $20 million of FY 1991 family planning funds to non-population activities,including AID's administrative reserve, development policy reform programs, and selected
country programs. (Funds designated for the administrative reserve may eventually be


returned to the population account.)
 

AID's Central Office of Population gets Major Increase in Budget 
Final budget language also includes a provision earmarking 65 percent of total population
funds for the central Office of Population in AID's Science and Technology Bureau (ST/POP).
This earmark substantially increases the budget for centrally-funded population programs
implemented by those private organizations known as the AID Cooperadng Agencies in
population. The earmark establishes the FY 1991 budget level for ST/POP at $162.5 million.
This is a significant increase compared with prior year ST/POP budget levels of $111 
 million
 

in FY 1989 and $142 million in FY 1990.
 
The increase in the ST/POP budget will almost certainly result in higher levels of supportfor most ongoing centrally-funded activities. ST/POP is also initiating some new activities,including a Cooperative Agreement in family planning service delivery with CARE (the U.S.private voluntary organization involved in food relief and community development activities),and a contract in population program evaluation. It will also support the large-scale

introduction of the new contraceptive implant, NORPLANT. 
Legislative language introduced this year permits AID to use up to five percent ofpopulation program funds to meet the program's operating expenses (OE), including traveland training of population staff and technical personnel. This flexibility is badly needed;shortfalls in AID's OE budget in recent years have made it virtually impossible for ST/POPstaff to travel to the field to monitor centrally-funded projects on any regular basis. However,there are already indications tha" the Administration plans to reduce the level of OE funding

that Congress approved for population activities. 

Africa Bureau Shows Largest Increase in Regional Population Activity 
AID's government-to-government or "bilateral" population programs in Africa willcontinue to be funded from the Development Fund for Africa (DFA) rather than from the 
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population assistance account. The final foreign aid bill includes a significant increase in 
overall funding for the DFA; the FY 1991 DFA budget is $800 million, compared with $565 
million in FY 1990. The DFA does not include any specific earmark or functional ,allocation 
for population activities. However, Congress has suggested a target of 10 percent of the DFA for 
population activities in Africa. It is estimated that the Africa Bureau will allocate $52 million 
from the DFA for population programs in FY 1991. 

AID population programs in Africa have been expanding very rapidly. In 1985, the total 
allocation for bilateral population programs in Africa was only $15 million. The number of 
countries with bilateral population projects has increased from only 6 in 1987 to a projected 17 
to 18 by the end of FY 1991. The Africa Bureau is also currently credited with the most 
vigorous advocacy of population programs among the AID Regional Bureaus; Larry Saiers, the 
Bureau's energetic Deputy Assistant Administrator, has pressed hard to get USAID Missions 
in Africa to initiate bilateral population projects. The DFA gives he Bureau substantial 
flexibility; Saiers is reportedly anxious to protect the DFA mechanism by satisf)ing Congress 
that the Bureau is giving adequate attention to poptlation activities, even in the absence of an 
explicit earmark or sector allocation. 

Regional and country population progrmrns in AID's other geographic Bureaus, which are 
funded from the main population accoll.I, ha.e; not fared quite as well in this year's budget 
allocation process. The combination of the earmark for centrally-funded programs, the 
diversion of funds to non-pcpulation activities, and politically-established budget ceilings has 
squeezed resources for some i.adividual country programs. The set-aside of $162.5 million for 
the Office of Population left only about $77 million for programs in AID's Latin America and 
Caribbean (LAC), Asia and Private Enterprise (APRE), and Europe and Near East (ENE) 
Bureaus. Initially, the LAC Bureau appeared especially hard hit. However, the Office of 
Population has now agreed .o cover activities affected by the Bureau shortfall. Overall, funding 
for the LAC, ENE and AFt,.E Buieaus is expected to remain at roughly the same levels as in FY 
1990. 

Table 1 
POPUIATION ALLOCATIONS, BY A.I.. !jUREAU* 

(U.S. $ millions) 

FY 1989 FY 1990 FY 991 
(esimate) 

Science and Te chnology Bureau 
Office of Population $111 $142 $162 
Asia/Private Enterprise Bureau ( ( 24 

( 59** ( 52** 
Europe/Near East Bureau ( ( 30 
Latin America & Caribbean Bureau 29 26 23 
Africa Bureau 38 36 52 

TOTAL 237 256 291
 

* Excludes Economic Support Funds and small allocations to the Bureau for Program and 

Policy Coordination (PPC) 
**Combined Budget for former Asia & Near East Bureau 
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The White tLouse, Office of the Press Secretarym March 8, 1991: 
Interview of the President by Nadir Yata, Al-Bayan of Morocco; Said Sonbol, Al-
Akhl1bar of Egypt; Mohlnmed Rumaihi, Saut Al- Kuvait; and Othinan Al-Oneir, AI-Sharq Al-
Awsat of Saudi rabi'emocracy and development. 

THE PRESIDENT: Of course, the United States -- you know,
 
we're for democracy. Obviously, the more democratic processes that
 
are put into effect in whatever country, we rejoice in that. That's
 
been the history of our country. We're not trying to dictate to some
 
country how to do its internal affairs. But the more compatible the
 
values, the better it is for the future. We urge as much democratic
 
process as possible in the area and in all areas.
 

So we just stand as a beacon, we think, for democracy and
 
we will continue to try to do it. As you know, halfway around the
 
world I was criticized for not standing stronger for democracy in
 
China. I thought I stood very strongly for it. But there's a
 
balance here between expressing your own convictions about your own
 
values and having respect for problems that others have.
 

So on development, I think the resources are there. And
 
if those resources can be turned to peaceful means, so not only a
 
country that has valued peace -- take Kuwait -- but it has had to
 
worry about whether it would be aggressed against or whether its
 
neighbors were going to do something.
 

But if we can get this new order out there, thep I think
 
the means are there for the development of the entire region. But it
 
isn't going to be done with the barrel of the gun. And you can't say
 
to Saudia Arabia, to Kuwait, "Hey, trust me, all is well, throw down
 
your arms," as long as you have a situation in the Gulf that's
 
unstable.
 

Q Well, Mr. President, one of the main reasons of
 
instability in the region originally in the Mideast, is the big gap
 
between the rich and the poor countries. And recently, after the
 
Gulf war, there have been many ideas proposed to tackle this problem.
 
And I think Secretary Baker -- he once mentioned a sort of new,
 
international development bank fur the Middle East or something like
 
that. What are your ideas, Mr. President, I mean the U.S. ideas to
 
deal with this problem?
 

THE PRESIDENT: I don't want to try to preempt the Baker
 
trip. He's going out there to discuss economic devEIopment. And
 
there are a lot of resources in the area. PecplE look at the United
 
Stat-s and say, "Hey there's a lot of rtso,.ces in the United States,
 
too." And there are. But when we tried to assist Egypt with its
 
arther substantial debt to t.iA United States, you know I came under
 

great attack here. Hey wait a minute, what the hell are you doing

worrying about Egypt's debt? What about Iowa and Kansas and Texas
 
and other places in our own country? What about our budget deficit
 
of hundreds of billions of dollars?
 

So we are not in a grext position to be putting ourselves
 
up as the wealthy guy that can solve all the problems in other areas.
 
But there are discrepancies in wealth in the area, just as there are
 
in my own country. There are a lot 'f peopie he:e in poverty. Some
 
people live very well. The same thing is true in tne entire Middle
 
East. But I think the way to work it out is through consultation and
 
through planning and through regional answers .o it. We can't
 
dictate. We can't say to a wealthy country out there, hey you've got
 
to spend X-dollars to help your guy next door. I don't think that's
 
the way -- I mean, tilc would be r,ally resented in that part of the
 
world. Just as I would resent it if some wealthy countries in other
 
parts, or Europe, for example, started telling me how to take care of
 
poverty in the United States. \
 



So, again I want to fall back on the Baker consultations,
 
which will have this economic ingredient, this development ingredient
 
as part of it. Having eaid that, I think all of us as human beings
 
have to be concerned when there's a lot of inequity. And I feel it
 
here. I don't get given any credit in this country for feeling it,
 
but I do. I worry about it. Pnd I certainly worry about it in other 
parts. 

But to try to justify aggression on the basis of "the 
haves versus the have nots" is unacceptable. And I don't think we
 
can ever permit that kind of demagogic rationalization to justify the
 
takeover of one country by another. And I, to b- honest with you on
 
that point, I had never considered Iraq a have-not country. I've
 
considered them a country that has tremendous resources that they
 
splurged on trying to buy support with Mercedes-Benzes and arming
 
themselves to the teeth so that they could bully the neighborhood.
 
Well, those days are over, and I'm damn proud that we had a part,
 
working with our partners, in putting an end to it. I say they're
 
over; they better be over, or Iraq will not have normalized relations
 
with this country. I can speak for the U.S.
 

Q No, what I mean, it's not just to give -- to help in 
development, because through development, this will have a solution 
for these problems. 

THE PRESIDENT: It would be a fantastic thing to do. No,
 
excuse me, I wasn't lecturing you on the fact that we don't need
 
development. I'm simply saying it is something that is going to have
 
to be addressed, but that we can't use -- we can't permit one
 
neighbor to take over another because he's doing it in the name of
 
have or versus have not. But I think there's a wonderful chance now
 
for economic development where one country will want to help another.
 
The United States has always been in that mode and we'll want to try
 
to help. All I'm saying is we're going to need -- we're not going to
 
pull back into some sphere of isolation as a result of all this.
 

But once again, it's with respect that I say, "Hey, we
 
need some regional answers out here. We need some Arab solutions.
 
And let us be a part of it, but not try to dictate it," is all I'm
 
saying on development. And on how we handle the inequities of wealth
 
versus nonwealth.
 

Q Mr. President, you talked about Iraq recently, and
 
you said you are not going to pay any penny for rebuilding Iraq.
 
What about if there is a new government of Iraq?
 

THE PRESIDENT: What we're willing to do is immediately
 
help in a humanitarian way. If there's a hungry child, if there'. a
 
sick family, we'll go there today; yesterday, we'll be there. We've
 
always done that. But as you look at the overall reconstruction of
 
Iraq, what they need to do is come up with a plan where they use
 
their wealth for their own reconstruction, and then be able to have a
 
good life for their people from there on. They can do it. They've
 
got enormous wealth.
 

And if they had a new government that had a broad
 
futuristic view, that contained the willingness to live at peace with
 
their neighbors; throw down these excessive arms, what they've got
 
left; keep what they need for their own internal security; guarantee
 
their neighbors they have nothing to fear from them, then of course
 
we'd be willing, in a broad sense through these international
 
agencies and others, to be helpful in terms of reconstruction.
 



But it is not the case where we are going to turn around
 
as Uncle Sucker, not Uncle Sam, but Uncle Sucker and turn around and
 
start sending t-axpayers' money that are going to rebuild the
 
arrogance that has led to this instability in the first place. And
 
I'll tell you the American people feel strongly about it. And
 
there's 265 million of us and nobody feels more strongly about it
 
than the guy sitting right here.
 

We're not inhumane, but let's see the new government
 
develop. Let's see them give the assurances to their neighbors they
 
want to live at peace. Let's see them show the concern for their own
 
people, that they should have. And that means not spending it all on
 
rifles from the Soviet Union or tanks, but it's on trying to help.
 
Turn on those oil wells, get those going again. And help their
 
people.
 

)J
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INTRODUCTION 

1990 HumAN RIGHTS RMPORT 

This report is submitted to the Congress by the Department of 
State in compliance with Sections 116(dXl) and 502B(b) of the For
eign Assistance Act of 1961, as amended.' The legislation requires
human rights reports on all countries that receive aid from the 
United States and all countries that are members of the United 
Nations. In the belief that the information wou!d be useful to the 
Congress and other readers, we have also included reports on the 
few countries which do not fall into either of these categories and 
which thus are not covered by the Congressional requirement.

Congress amended the Foreign Assistance Act with the foregoing
sections of law so as to be able to consult these reports when con
sidering assistance programs for specific foreign countries. One of 
the very important consequences-perhaps unintended-of these 
legislative provisions is that they have made human rights con
cerns an integral part of the State Department's daily reporting
and daily decisionmaking. A human rights officer in an Embassy 
overseas who wants to write a good annual human rights report on 
the country in which he or she works must carefully monitor and 
observe human rights developments throughout the year on a daily
basis. As a consequence he or she will report on such developments
whenever something of human rights significance happens in the 
country of assignment. In the past 12 years, the State Department
has become decidedly better informed on and sensitized to human 
rights violations as they occur around the globe.

A year ago in this space we posed the question whether the 
human rights gains of 1989 in Eastern Europe and other parts of 
the world would be lasting achievements, or whether there was 
danger of relapse. For most of the year 1990, the gains of 1989 were 
being largely consolidated, in spite of major problems encountered 
by the countries making difficult transitions from command to 

ISection 116(dXl) of the Foreign Assistance Act provides as follows: 
"The Secretary of State shall transmit to the Speaker of the House of Representatives and the 

Committee on Foreign Relations of the Senate, by January 31 of each year, a full and complete
report regarding * . " 

(11 the status of internatioqally recognized human rights, within the meaning of subeection(a)' " 
(A) in countries that received asmistance under this part, and 
(B) in all other foreign countries which are members of the United Nations and which are not 

otherwise the subject of a human rights report under this Act." 
Section 5021b3 of the Foreign Asaistance Act provides as follows: 
"The Secretary of State shall tiansmit to Congres as part of the presentation materials for 

security assistance programs proposed for each fiscal year, a full and complete report, prepared
with the asmtance of the Assistant Secretary of State for Human Rights and Humanitarian 
Affairs, with respect to practices regarding the obeervance of and respect for internationally rec
ognized human rights in each country proposed as a recipient of security aaistanre." 
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market economies and from totalitarian communism to democracy.Iraq's brutal invasion of Kuwait on August 2, 1990, initiated areign of terror and human rights abuses that reminded the world
of the dangers that repressive regimes can pose to regional securityand international order. 

In Europe, multiparty elections had taken place in the countrieswhich had been joined to the Soviet Union in the Warsaw Pact.Following such elections, the former German Democratic Republichad, by dec~sion of a democratically elected government, joined theFederal Republic of Germany. Freely contested elections had alsotaken lace in all of the constituent republics of Yugoslavia. Evenin har ine Albania, there was evidence of increasing popular pres-
sure for greater freedom. 

Across Eastern Europe and the Soviet Union, the process of de-mocratization was some areasin hampered by the totalitarianlegacy and by interethnic antagonisms that had been suppressedfor decades. Tne United States expressed concern about violence
against social and ethnic groups in Romania. The repressive meas-ures 	taken by the Serbian republic against ethnic Albanians were among the worst in Europe in 1990. Yet, there were also some posi-tive developments in interethnic relations in the region. Under theigRt of democratization and increasing concern for human 

ItsBulgaria was able to improve significantly the treatment ofits ethnic and religious minorities, 

In the Soviet Union in 1990, 
vast numbers of citizens continued

t6 exercise newly wonrlitical rights, including freedoms of expres-sion, assembly, and re igion. Hundreds of thousands were permit-ted to emigrate. However, reforms were unevenly implemented inthe countrtyas a whole, and many are not yet secured by law orbuttrd an independent udiceary. Toward the end of the yearand in early 1991, the centrtgovernment's moves to reassert au-thority over the republics, particularly the use of military force inLatvia and Lithuania, raised concern over the future of the recent 
reforms, with dangerous impliications for the entire country.
While Europe was struggling to consolidate its democratic gains,Ther wa sinifiantmovmen
new 	democratic awa frm aarthid n Suthacterizesferment was most clearly in evidence in Africa.There was significant movement away from apartheid in South 

Africa, and in many other sub-Saharan African countries impor-tant steps were taken toward democratic rule. Following multi-ty elections, Namibia joined the ranks of independent states inch. A government pledged to democracy and human rights suc-ceeded the regime of Benin. Laws authorizing new political parties,
which would thus 	allow for free, contested elections were enactedin Gabon, Cote D'Ivoire, Congo, and Zambia. Contested electionswere indeed held in Gabon and Cote d'Ivoire. In Cape Verde, andSao Tome and Principe, the one-party governments lost free elec-tions and have said they will honor the results. However, the inter-group rivalries that beset many parts of the continent resulted inrge-scale death and devastation. The hostilities surrounding thefall of President Doe of Uberia, clan-based or intratribal warfare inSomalia, civil strife in Ethiopia with Eritrean and Tigrean insur-gents, the civil war in Sudan, the measures taken by Mauritania 

.-	 against its black population in the south, and the violence in SouthAfrica among black groups, caused many hundreds of deaths in 

Ix 

some countries and thousands in others. The Sudanese government's failure to cooperate in food deliveries may lead to wide
spread starvatior in southern Sudan in 1991.

In the Western; Hemisphere, the election and inauguration of ademocratic government in Nicaragua left the repressive dictatorship 	of Fidel Cat'ro the only Marxist-Leninist regime in the region.After close to 17 years of military rule, a democratically electedPresident and Congress took office in Chile. A new President waselected in Haiti in a free and fair election. Democratic governmentand 	respect for human rights were further consolidated in othercountries of the hemisphere, though the struggle for democracy
continued in Suriname. In four democratic countries-Colombia, ElSalvador, Guatemala, and Peru-leftist insurgencies (in Colombiaand Peru at times in alliance with narcotraffickers) and excessive responses by government security forces have resulted in scores ofnoncombat deaths in El Salvador, hundreds in both Colombia and
Guatemala, and 3,000 to 4,000 in Peru.

Cultural patterns and political systems differ widely on the hugeAsian continent. Yet some of the developments, both positive andnegative, which could be noticed elsewhere in the world affected anumber of Asian countries as well. Two widely different countries,
Marxist-Leninist Mongolia and the traditional monarchy of Nepal,moved toward democracy in the course of the year. There is hopenow that democracy will gain a foothold in Bangladesh. In China,North Korea, Vietnam, and to a lesser extent in Laos, Cambodia,and Afghanistan, Marxism-Leninism continues to be the official political ideology. North Korea remains one of the most severely repressive regimes in the world. In seriousChina, human rightsabuses continued in 1990. As the year ended, hundreds of Chinesepeople remained imprisoned for their role in the democracy movement, while students and intellectuals who took leadership roles inthe 1989 protests were being brought to trial and sentenced to 
pison terms.

Severe and brutal repression of all forms of political dissent chaa nd brutalhreression a. fre a milita l dissent ha dthe situation in Burma. There a military government had
allowed free elections and then refused to accept the outcome, thus 
rjcigteoewemn eieo h epet eunt alarejecting the overwhelming desire of the people to return to parlia
mentary democracy. Two South Asian democracies, India and SriLanka, were beset by domestic conflict based on ethnic, religious,and political differences, leading to thousands of deaths in each ofthese countries. 

In the Occupied Territories the Palestinian intifada continues. Inboth Israel and the Occupied Territories, a total of 148 Palestinians 
and 17 israelis were killed in violence between Palestinians and Israelis, while 165 people were killed in intra-Palestinian violence.

As the human rights balance sheet for 1990 is drawn and as welook 	for further progress in 1991, one of the key questions will beposed by the Soviet Union. Will the combination of entrenched conservative forces, economic turmoil, and social upheaval bring thereform era to an end? Or alternatively, will the disparate democratic forces and proponents of the free market overcome the counterattack of the and andhardlines solidif institutionalize the
human rights progress thus far achieved? If they do, there success 
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will be felt not only in the Soviet Union but elsewhere in the world 
as well. 

Another important region to watch is sub-Saharan Africa. Will 
the initial democratic stirrings ripen into further significant politi-
cal movements? Will the region's authoritarian regimes allow free 
and fair elections to be held and then surrender power peacefully 
to the choices of the people? 

And, finally, there is the question of the aftermath of the wcrld 
community's move to halt the international outlawry perpetrated 
by Saddam Hussein. What will be the spillover effect for interna-
tional support for human rights principles? 

This year, as last, there are 168 separate reports. The guidelines 
followed in preparing the reports are explained in detail in Appen-
dix A. In Appendix B is a discussion of reporting on worker rights, 
as required by Section 505(c) of the Trade Act of 1974, as amended 
by Title V of the Trade and Tariff Act of 1984 (Generalized System 
of Preferences Renewal Act of 1984).2 

the legislation requires reports on worker rights only
Although thation ebes unde th eGdevelopin countries that have been beneficiaries under the

Generalizedystem of Preferences, in the interest of uniformity,
and to provide a ready basis for comparison, we have here appliedthe same reporting standards that we have applied to all countries 
on which we prepare reports. Appendix C contains a list of 12 
international human rights covenants and agreements and indi-
cates which countries have ratified them. Appendix D contains ex-
planatory notes on the statistical table in Appendix E, which shows 
the amounts obligated for U.S. economic and military assistance 
for fiscal year 1989. 

Definition of Human Rights 
Human rights, as defined in Section 116(a) of the Foreign Assist-

ance Act, include freedom from torture or other cruel, inhuman, or 
degrading treatment or punishment; prolonged detention without 
charges; disappearance due to abduction or clandestine detention;
and other flagrant denial of the rights to life, liberty, and the Fecu-
rity of the person. Internationally recognized worker rights, as de-
fined Section 502(a) of the Trade Act, include (A) the right of asso-
ciation; (B) the right to organize and bargain collectively; (C) prohi-
bition on the use of any form of forced or compulsory labor; (D) a 
minimum age for the employment of children; and (E) acceptable
conditions of work with respect to minimum wages, hours of work,
and occupational safety and health. 

In addition to discussing the topics specified in the legislation, 
our reports, as in previous years, cover other internationa!ly recog-
nized political andcivil rights and describe the political system of 
each country. 

In applying these interetonasally recognized standards, we seek 
to be objective. But the reports unashamedly reflect the U.S. viewthat the right of self-government is a basic litical right, that gov-
ernment is legitimate only when groundedon the onsent of the 
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governed, and that government thus grounded should not be used 
to deny life, liberty, and the pursuit of happiness. Individuals in a 
society have the inalienable right to be free from governmental vio
lations of the integrity of the person; to enjoy civil liberties such as 
freedom of expression, assembly, religion, anid movement, without 
discrimination based on race, ancestry. or sex; and to change their 
government by peaceful means. The reports also take into account 
the fact that terrorists and guerrilla groups often kill, torture, or 
maim citizens or deprive them of their liberties; such violations are 
no less reprehensible if committed by violent opponents of the gov
ernment than if committed by the government itself. 

We have found that the concept of economic, social, and cultural 
rights is often confused, sometimes willfully, by repressive govern
ments claiming that, in order to promote these "rights," they may 
deny their citizens the right to integrity of the person as well as 
political and civil rights. There exists a profound connection be
tween human rights and economic development. Experience dem
onstrates that it is individual freedom that sets the stage for eco
nomic and social development; it is repression that stifles it. Those 
who try to justify subordinating political and civil rights on the 
ground that they are concentrating on economic aspirations invariably deliver neither. That is why we consider it imperative to focusurgent attention on violations of basic political and civil rights. If 
these basic rights are not secured, experience has shown, the goals
of economic development are not reached either. This is a point
which the Soviet Union's reformers seem to have recognized. 

United States Human Rights Policy
From this premise, that basic human rights may not be abridged 

or denied, it follows that our human rights policy is concerned with 
the limitations on the powers of government that are required toprotect the integrity and dignity of the individual. Further, it is in 
our national interest to promote democratic processes in order to 
help build a world environment more favorable to respect for 
human rights and hence more conducive to stability and peace. We 
have developed, therefore, a dual policy, reactive in the sense that 
we continue to oppose specific human rights violations wherever 
they occur, but at the same time active in working over the long 
term to strengthen democracy.

In much of the world, the United States has a variety of means 
at its disposal to respond to human rights violations. We engage in 
traditional diplomacy, particularly with friendly governments,
where frank diplomatic exchanges are possible and productive.
Where we find limited opportunities for the United States to exert 
signiicant influence through bilateral relations, we resort to public
signeicnt ifouenceroug blate tion we resrt tpl
statements of our concerns, calling attention to countries where re
spect for human rights is lacking. In a number of instances, weemploy a mixture of traditional diplomacy and public affirmation 
of American interest in the issue.

The United States also employs a variety of means to encourage
greater respect for human rights over the long term. Since 1983 

National Endowment for Democracy has been carrying out programs designed to promote democratic practices abroad, involving 
the two major United States political parties, labor unions, busi
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ness groups, and many private institutions. Also, through Section 
116(e) of the Foreign Assistance Act, funds are disbursed by the 
Agency for International Development for programs designed to 
promote civil and political rights abroad. We also seek greater 
international commitment to the protection of human rights and 
respect for democracy through our efforts in the United Nations 
and other international organizations, and in the process devised 
by the Conference on Security and Cooperation in Europe. 

Preparation of these annual reports constitutes an important ele-
ment of our human rights policy. The process, since it involves con-
tinuous and well-publicized attention to human rights, has contrib-
uted to the strengthening of an international human rights agenda. 
Many countries that are strong supporters of human rights are 
taking steps of their own to engage inhuman rights reporting and 
have established offices specifically responsible for international 
human rights policy. Even among countries without strong human 
rights records, sensitivity to these reports increa~singly takes the 
form of constructive response, or at least a willingness to engage in 
a discussion of human rights policy. In calling upon the Depart-
ment of State to prepare these reports, Congress has created a 
useful instrument for advancing the cause of human rights. 

RicHARD SCHIFTER, 
Assistant Secretaryof State for 

Human Rights andHumanitarianAffai 
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El Salvador under Cristiani: U.S. Foreign Assistance Decisions 

by K. Larry Storrs 
Fore i,n kffa irs and National Defense Di vi sion 

SUMMARY 

In 1991 Congress will be considering the Administration's FY1992 request for 
$294.2 million in economic and military aid for the Cristiani government in El Salvador, 
and will be monitoring compliance with last year's congressional conditions for the 
restoration or reduction of U.S. aid. Major events influencing the decisions include: 
the FMLN guerrillas'major military offensive inNovember-December 1989; the killing 
by elements of the military of six Jesuit priests on Nov. 16, 1989; the deadlocked but 
continuing peace talks under U.N. mediation; the resurgence of guerrilla military 
activity in November-December 1990; the execution in early January 1991 of two U.S. 
military advisers after their helicopter was shot down by the guerrillas; the 
determination by President Bush, on Jan. 15, 1991, to release the withheld military aid, 
but to suspend delivery for 60 days to encourage a negotiated settlement of the conflict; 
and the upcoming legislative and municipal elections on Mar. 10, 1991. 

Alfredo Cristiani was elected in March 1989 under the banner of the rightist 
Nationalist Republican Alliance (ARENA) and was inaugurated as President on June 
1, 1989, ending nearly a decade of U.S.-supported centrist governments in which the 
Christian Democratic party was a key ally. SupporLers of the President's request argue 
that Cristiani is a moderate with widespread business and popular support who has 
been pressing for prosecution of those responsible for human rights abuses and seeking 
to achievc a negotiated settlement of the conflict through peace talks under U.N. 
auspices since April 1990 despite continuing guerrilla attacks. Critics, noting a 
continuation of human rights abuses and uncertainty about the outcome of the 
prosecution of military officers and enlisted men charged with the killing of the Jesuit 
priests, argue for strictly limiting military aid, and for withholding a significant portion 
of the aid to provide incentives for both sides to achieve a negotiated settlement. 

Last year, the major action by Congress on El Salvador was passage in October 
1990 of a foreign aid appropriation bill (H.R. 5114) subsequently signed by the 
President (P.L. 101-513) that limited FY1991 military assistance for El Salvador to $85 
million, withheld 50% of the assistance to create incentives for both sides to achieve a 
negotiated settlement, and transferred any unrestored aid to a fund for cease-fire 
monitoring and the transition to peace. (For more detail on past congressional action, 
see CRS Issue Brief 90011, El Salvador and U.S. Aid: Congressional Action in 1989
1990.) 

President Bush made a determination to release the withheld aid on Jan. 15, 1991, 
finding that the FMLN was violating two of the congressional conditions, namely that 
it was continuing to receive significant shipments of lethal arms from outside El 
Salvador, and that it was engaging in acts of violence directed at civilian targets. He 
decided, however, to suspend delivery of the released aid for 60 days to encourage a 
negotiated settlement under U.N. auspices. 
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US-Sovit. Reistions 

US Assistance to the Soviet Union 

PResident Bush 

Statement at a White House news conference, 
Washington, DC, December 12, 1990 

have just had an opportunity to 
discuss with Foreign Minister 
1Eduard] Shevardnadze a number 

of issues of US-Soviet ielations, 
including our cooper.ntion in the Gulf. 
And I'm pleased with the great 
progress that we made on START 
[strategic arms reduction talks] and 

hopeful that wc will be ready to sign a 

treaty at a summit in Moscow on 

February 11-13. 
We also talked at length about the 

Fituation in the Soviet Union and the 
response of the United States to the 
economic problems there. I asked 
Minister Shevardnadze to convey to 
President Gorbachev my desire to 
respond both to the short-term needs 
of the Soviet inion and to contribute to 
fundamental economic reform-4 we've] 
long supported perestroika and con-
tinue to [do so]. 

We discussed frankly the relation-
ship of economic change in the Soviet 
Union to the critical task of democrati-
zation. I reiterated our strong desire 

to see both political and economic 
reform continue because the) are 

ie,tricably linked. I outlined specific 

and important steps that we're willing 

to take in suport of reform. After 
coni;ulting closely with [Agriculture] 

Secretary [Clayton] Yeutter as well as 
Secretaries [Nicholas] Brady [Trea-
Bury] and Bzker [State], I told 
Minister Shevardnadze that I am 
prepared to respond to a Soviet 
request for credit guarantees for 
purchase of agmculturml commodities 
through a waiver of the Jackson-Vanik 
Amendment. 

While I've taken this step, I Still 
look forward to a passage of the Soviet 
emigration law codifying the generally 
excellent practices of the past year. 
This then will permit ue to make 
further progress toward the normaliza-
tion of the US-Soviet economic 
relationship. 

Decembor 17. lIMO 

In addition, we have proposed to 

the Soviets a special technical assist,-

ance project to help in awseing their 
food distribution problem and to 
support market reforms. I will also 
authorize ajoint public-private medical 
assistance effort to help the Soviet 
Union cope with immediate shortages 
of pharmaceuticals and basic medical 
supplies, 

In the longer term, only steps that 

the Soviet Union itself Lakes can assure 
the economic health there. Thus, to 
promote fundamental economic reform 
I will propose that the World Bank and 
the IMF [International Monetary 
Fund] work out with the Soviet Union 
a special association to give the USSR 
access to the considerable financial and 
economic expertise of those institu-
tions. 

I have asked Secretary of the 
Treasury Nick Brady, as US governor 
of both institutions, to pursue this 
proposal with them and also with our 
other allies, who I'm sure will be in 

accord. 
As I have said before, I want 

perestroika to succeed. The Soviet 

Union is facing tough times, difficult 

times. But I believe that this is a good 

reason to act now in order to help the 

Soviet Union stay the course of 
democratization and to undertake 
market reforms. The United States 
has an interest in the Soviet Union, 
able to play a role as a full and prosper-
ous member of the international 
community of states. I am hopeful that 
these initiatives will further that goal. U 

US Department of State Dispatch 

Assistance Measuies 

On December 12, following a 
meeting with Soviet Foreign
Minister Eduard Shevardnadze, 
President Bush announced several 
initiatives to address immediate 
food needs and to contribute to 
fundamental economic reform in 
the Soviet Union. 

Accodingly, the President: 

° Decided to waive the 
Jackson-Vanik Amendment to 
the Trade Act of 1974, making the 
Soviet Union eligible for export 
credil guarantees provided by the 
US Department of Agriculture. 
Export credit guarantees are 
offered for purchase of agriculural 

rcducts to promote US agricul
tural exports. 

e Announced that the US was 
prepared to send to the Soviet 
Union this month a team of 
private ard publik sector 
technical experts in food distribu
lion and marketing to identify ways 
to strengthen and support market 
forces in the USSR's food market
ing system, consider ahernatives to 
assist vulnerable populations, and 
recommend measures to improve 
availability of food to the Soviet 

people. 
e Established a mixed 

public-private medical assist

ance effort to help the Soviet 
Union deal with acule, immediate 
shortages of pharmaceutical and 
basic medical supplies. This effort 
would rely on private voluntaryorganizations, with US Govern
oents, t proven
meal support, to provide and 
distribLue medicines and medical 
supplies within the USSR. Initially, 
US firms would donate these 
medicines and medical supplies. 

o Proposed a special 
association of the Soviet Union 
with the International Monetary 
Fund (IMF) and the World Bank 
to give Moscow access to the 
economic and financial expertise in 
those institutions. A new special 
association could allow the IMF 
and World Bank to build on a 
noarly complete study of the Soviet 

economy and to advance the 
process of economic reform and 
liberalization in the Soviet Union. 
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Stephen S. Rosenfeld 

The Third World: No Longer Fought Over, but Ignored
 
A cruel paradox is overtaking the difficult 

matter of the welfare of the Thud World and 
the West's relationship to it. This was the area 
that w:s supposed to reap some sort ofeconom-
x: snd political peace dividend with the end of 
the Cold War. The standard lament was that 
East-Vest strategi: competition Yas stealing 
resources and energies that might otherwate 
have given the world's poor a hand up. Thezoatly consrvative supporters of a hard line 
were connonly assigned the liof'a share of 
wre tfth asrge t the .- s e 
rwupn :bity for this state of affairs.But here we are at the end of the CdWar. 

and few d any of the hoped-fur rewards ,,re toa fe if any the rwd ae t 
be seenflowing the Third World's way. tfitealier. 
thessy resources were bting ex en o fig t 
the Communist East, but they are now being
directed to feed, aid and rebuild the same 
countries repackaged as a politically acceptable
formerly Communist East. The peace dividend, 
such as it is,is being snagged byanunexpected
competitor. It turns out that the Cold War is not 
so much over as inanextra and expensive phase
of being institutionally lsqudated in the places
where it did the most harm 

This time, moreover, the culprits include a 
broad band of hberals, the gang you might have 
thought would be saying it's the Third World's 

turn. They are the ones whose preoccupation
with moving past nuclear and political cordron-
tation hauled them to fasten on the full demo-
cratic regentration of the East asthe guarantor
of world peace. They are right, of course, but 
what is overloolied ia that someonc else i 
paying aprice. 

It is not .ust that private charitable conitnbu-
tiona to Third World causes appear to '.ave 
.- , _peated 

Man Africansaree yiig
I

rough 
ougn ue of thir 

OUVfL 
fallen off dcmnally, even &i Westerners outdo 
thl m.elve, in shipping winter aid to the Soviet 
Union. Symboic-ally. the U.S. Peace Corps,
tr'n ,lto 1t.w:th it, is cutting hack on aid to 
ho-unir clients t the Third World and diverting
th(r,' rei,ourreu chie'ly to Eastern Europe. just
the other dAtythe U.N. Food andAgriculture 
Orgafuati in. surVeying a panoply of musery in 
sub-Saharan Africa, explicitly appealed to 
would-be e,,ora *ot to let dome3.tc economic 

constraints and concern for the problems of 
Eastern Europe divert their attention from the 
food needs of milbis of Afncanrep 

This last is serious. It istrue that the Africans 
have messed up terribly. Not without foreign 
encouragement. they have prosecuted internal 
wars they cannot afford, conducted foolish ex-
periments in imported socialist doctnen and 
stimulated "coipasaoo fatigue" with their ro-

earblr pleas for Western aid. But it 
remains that of cnare dyin ru nofaulof iiualfi-.thg g

t o fault 
They are the direct victim of others' decisions 

to where 
loal r 9t 

of an altogether different, politically a 
but Lrssurgent order, 

There is a constait srand of idealism in 
Amerca policy. It can emerge asenlightened
generosity and also as a culturally limited and 
patronizing missionary urge. It is emerging now 
u an emotional response to the fact that a large
andno doubt distressed cominumuty of European
peoples is once again politically open andavail-
able to Americans. Millions of us have family 
roots in this rediscovered terrain, andmany 
more illons feel drawn to the incredible dram 
of the making whole of the t tlantic family, 

which is what the end of the Cold War i finally
about. 

Against th.e deep cultural and persocal air
rents running through the Anerican society,
competitive calls for Americans to reach out to 
other troubled areas and peoples are bound to 
have tough going. Appeals of pity, brotherhood,
duty, interest: these are met more readily when 
they are issued in the tame cf the Americani 
maitstream. The power of ethnicity keeps sur
prising us aswe seeit revealed in new ways. AcranLdo hr ol ihmr^ 
threatens to become real. In it, these countries 
on the edge have lost even what residual benefit 
could he gained from being obtects of contention 
betwen East and West- Now they stand to befall 
a fate worse in some aspects than being fought
over-being ignored. Moscow is drawn away by 
a policy of retrenchment and by the fact of 
galloping internal disintegration. Washington o,
eninterest by virtue of having won the Cold War. 

Maybe we have rushed too fast into the 
future. It was supposed to amount to more than 
a celebration of Europe, worthy asthat is, and 
more than a deepening divide between haves 
and have-nots, unworthy as that is. A country
with a claim to leadership needs tn have a 
broader, yes., visioa. 
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In Foreign Aid, the Best Course
 
Shuns Dependence
 
By Nicholas N. Eberstadt 

In response to the revolutions of 1989, enjoyed rapid and self-sustainingthe U.S. government is about to embark material advance. ,,,on its latest initiative in "development The record of American developmentassistance": an aid program for the newly aid since its inception in 1949 suggestsfree countries of Central and Eastern that some approaches are distinctly more 0.. 7.1Europe. While the project has already likely to be beneficial to new recipientsbeen authorized by Congress and the ad- in Eastern Europe than are others. Here .ministration, its specifics remain unclear, are a few suggestions:

The size and duration of the initiative, Announce an end-date for the profor example, are undetermined. Even the 
 gram. The success of development aidsorts of policies the United States would should be signaled by its termination. t-'finance have not been spelled out. Many recipient governments have actedSuch apparent hesitation and con- as if they expected foreign taxpayers to
fusion speak to the fact that America's finance their activities not only today
foreign-aid effort is in disarray. but for generations to come. The Mar-A stunningly candid report by the U.S. shall Plan was an aid program for re-Agency for International Development, covery, not development, but its adminiwhich administers most ofAmerica's non- strators wisely announced its durationmilitary aid, said as much last year. Re- in advance. Similarly, when our aid offiviewing the programs of the 1960s, cials informed South Korea in the early
1970s, and 1980s, the report concluded 1960s that development funds would
that "all too often, dependency has won soon be phased out, the news sparkedout over development," that "only a hand- an economic boom. Scrambling to replaceful of [recipient governments] ever grad- Washington s aid, Seoul embraced anuated from dependent status," and that export-oriented strategy."radically reshaping future official assis- * Recognize andbuild upon opportunitance programs" must be "both an imme- ties in the world economy. The great(.stdiate concern and a major long-term success of American "development" efnational priority." forts is the postwar world market system,
The problem is that we have forgotten 
 which we helped create. Trillions of dolthe lessons that used to guide our policies. lars in goods and services are now tradedIn the 1950s and early 19 60s, U.S. aid internationally every year, and a vastflowed to such countries as Taiwan, Korea, pool of finance capital flows across naand Greece-places that subsequently tional boundaries in search of reward. 

1150 Seventeenth Street, N.W., WV',ashington, I).C. 200:6, 202/862 5800 
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The economic future of the countries of 
Eastern Europe will depend in large part 
on how fully they involve themselves in 
these world markets; potential benefits 
vastly exceed any imaginable aid totals 
from the West. 

But America must also kee* its domes-
tic markets open. It would be perverse to 
proffer handouts to these newLy independ-
ent states while preventing ovr consumers 
from purchasing their products. 
- Emphasize the import'nceof business 
climate. Unlike more recent programs, 
which have largely attempted to raise 
living standards through social-welfare 
services and other unsustainable trans-
fers, America's initial aid programs took 
the connection between business climate 
and development to be obvious. 

A country's business climate was said 
to be mainly conditioned by its govern-
ment's policies and practices. Rule of 
law, respect for individual rights, sound 
money, budget discipline, and a liberal 
trade orientation were only some of the 
factors seen as conducive to investor con-
fidence, economic activity, and increased 
productivity. The U.S. Chamber of Coin-
merce's recent mission to Bulgaria, which 
brought American specialists in tax law, 
commercial codes, and other b'.siness 
fundamentals to Sofia, is exactly the sort 
of technical-assistance package U.S. aid 
once excelled in providing. 
-Steer clear of the internationalfinan-

cial institutions.These agencies-such 
as the World Bank and the Internation-
al Monetary Fund-have outlived the 
problems they were created to solve. 
Helping Eastern Europe would surely 

be a good new assignment. But what 
these organizations would contribute is 
by no means obvious. For more than a 
decade, the World Bank tried financing 
"policy reform" in poor countries but re
cently announced it was abandoning the 
effort: promises of reform simply were 
not bankable. The IMF is now deeply in
volved in the Third World debt crisis but 
may actually have deepened and ex
tended that crisis through its own ac
tions. As for the new European Develop
ment Bank now being created, little can 
yet be said, but the appointment to its 
presidency of the adviser who master
minded France's disastrous experiment 
with socialism in the early 1980s would 
hardly seem auspicious. 
•Frameaidpolicies aroundbasic Ameri
canprinciples.For several decades, U.S. 
development programs have financed 
and even required practices in foreign 
countries that would be utterly unaccep
table at home. In the 1980s, for example, 
our aid sponsored a "land reform" in El 
Salvador that tied peasants to the soil as 
virtual serfs. We also helped to subsidize 
China's coercive population-control cam
paign. We should not offer aid to others 
that we ourselves would reject. 

[from the Los Angeles 7lmes, December 17, 19901 
__ro__te_____AgelesTmes,_Deember__,__990
 

Nicholas N. Eberstadt is a visiting scholar at the 
American Enterprise Institute. He is author of 
U.S. ForeignAid Policies-A Critique(Foreign 
Policy Association, 1990). 
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Post War Economic Recovery in the Persian Gulf
 

Rapporteur's Report
 
By Timothy P. Meehan
 

Thursday, March 29, 1991
 
Mumford Room
 

James Madison Memorial Building
 
The Library of Congress
 

Congressional Research Service-Joint Economic Committee
 

I. The Economic Situation Prior to the War
 
(Speaker: Yahya Sadowski, the Brookings Institution)
 

1. Problems of statistical accuracy in the Middle East
 
A. Politics supersedes economics--Inflationary and
 

deflationary measures are routinely implemented to serve the
 
regime's need at a given time. Such policies make comparisons
 
over both time and countries fraught with error.
 

B. The problem of "rich" versus "poor" Arab states--There
 
are no "rich" Arab states, all have living standards below that
 
of most Latin American countries. In addition, Jordan, a
 
quintessential "poor" Arab state, had a higher GDP per capita
 
than Iraq throughout the 1980's and its quality of life is
 
generally higher than that of Saudi Arabia. There is conflict
 
between "liquid" and "non-liquid" states; that is, between those
 
who possess capital assets and those who don't, but this conflict
 
doesn't necessarily reflect comparative wealth.
 

2. Pre-War politics
 
1
A. The 1970's anr 1980's, despite popular conception, were
 

relatively calm time periods. This was in distinct contrast to
 
the L960's, a period marked by the "Arab Cold War"--conflict
 
between radical military regimes on the one-hand, and
 
conservative monarchies on the other.
 

B. After the humiliating Arab defeat in the 1967 War, the
 
respective leaders of the blocs, President Nasser of Egypt and
 
King Faisal of Saudi Arabia, agreed to a truce in order to
 
concentrate on Israel, formalizing a private agreement among the
 
two dating from 1965. Nasser agreed to stop fanning the fires of
 
revolution in the Gulf states, while in return Wing Faisal
 
promised to help rebuild the radical regimes w~l i excess oil
 
money. So was born the "Arab Political System"--a status quo
 
system destroyed by the Gulf War, the results of which promise
 
new alignments in the Arab Cold War II.
 

(Speaker: Hani Findakly, Potomac Capital Incorporated)
 

1. Shared economic attributes
 
A. Dominance of the public sector--rivals that of the USSR.
 
B. Non-consistent monetary policies--Interest rates are set
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arbitrarily, eliminating incentives to save and causing private
 
investment to focus more on real estate than capital, while also
 
causing the flight of existing capital abroad.
 

C. Lack of an efficient economic infrastiucture--No stock
 
exchanges, investment banks, private banks, or privately-owned
 
housing or industrial corporations exist.
 

D. Lack of economic linkages between Arab states--Trade is
 
primarily with the West, and to a lesser degree with former
 
COMECON nations. The formation of any linkage in the pcst-Gulf
 
War is likely to reflect the new realignment in Arab politics.
 

II. Economic Consequences of the War
 
(Speaker: Bernard Reich, George Washington University)
 

1. Politics supersedes economics
 
A. Arab leaders are interested in economics for what
 

economics cai do for political stability. Economic stability and
 
development are important to leaaers, economic reform isn't.
 

B. Political stability is the main prerequisite for economic
 
recovery. Forcing democratization on regimes from the outside is
 
inherently de-stabilizing.
 

C. Domestic tranquility is the major goal of all Arab
 
leaders. The solution to existing regional problems ' secondary
 
so long as these don't threaten the internal legitimdcy of
 
existing regimes.
 

(Speaker: Melinda Kimble, The Department of State)
 

1. Severe regional costs of the Gulf War
 
A. $300-500 billior in rebuilding costs for Iraq and Kuwait.
 
B. GDP for the whole Arab World will decrease by 15% in 1991
 

and will be slow to recover thereafter.
 
C. Explosion in rnemployment due to the return of eypatriate
 

workers from the Gulf states to their already economically
 
depressed homeland.
 

D. Tourism losses are immeasurable, especially for Egypt
 
where tourist income accounts for almost 100% of private sector
 
revenues.
 

E. The cost of oil clean-up will be greater than $1 billion
 
in monetary terms along with incalculable environmental costs.
 

F. The human costs for Kuwait and iraq will be severe,
 
especially for Iraq where the demograohic echoes of 100,000 men
 
lost in the Gulf War, compounded witL tenis of thousands lost in
 
the eight-year war with I-an from 1980-1988, will be severe.
 

(Speaker: John Lichtblau, Petroleum Industry Research Foundation)
 

1. The loss of Kuwaiti and Iraqi oil has been more than offset by
 
voluntary increases on the part of other OPEC members, especially
 
Saudi Arabia which increased exports 5.5 million barrels a day.
 

2. OPEC (excluding Kuwait and Iraq) is now producing 23.3 million
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b/d while the estimated capacity is only 24 million b/d.
 

3. Provided sanctions were removed and civil unrest calmed, Iraq

could quickly export a large percentage of its previous output

while Kuwait will not export oil for at least the next two years.
 

4. In the long-term, oil prices should remain steady as Iraq and
 
Kuwait begin exporting again and other OPEC nations reduce their
 
current amount. In the short-term, prices also are likely to
 
remain stable unless Iraq begins to export very soon which will
 
result in a price decrease.
 

III. Costs of Reconstruction
 
(Speaker: Richard Feinberg, Overseas Development Council)
 

1. There is a need to de-militarize Middle East Studies.
 
A. Too little attention is paid to economics while energy


and interest is focused on the Arab-Israeli Conflict. Shifting

the focus to economics will lead to domestic self-criticism which
 
stimulates new and creative thinking. Likewise, capital

shortages are not necessarily bad--such situations make people

rethink their use of existing capital which leads to more
 
efficiency.
 

2. Effects of international aspects on reconstruction
 
A. International competition forces every nation to adjust


their economic policies--the issue isn't economic reform on the
 
one-hand and economic stability and development on the other. If
 
reform doesn't Lake place, neither will development. Likewise, a
 
reformed economy doesn't threaten political stability (at least
 
in the long-run); but rather, economic stagnation is the real
 
threat to political stability.
 

B. The zero-sum game with the Soviets has ended in the

Middle East. 
The United States can no longer justify a position

of anti-reform for fear of destabilizing friendly regimes and
 
losing "our man" to the Russians.
 

C. There is less money available for bilateral economic aid.

Increasingly, aid is likely to depend on the receiving country's

ability to perform well in both the economic cnd political
 
spheres.
 

3. Lessons from previous experiences

A. Prioritization of items for reconstruction is crucial.
 
B. Often, construction is what is needed rather than
 

reconstruction. 
It is usually better to construct something new
 
than to reconstruct something old.
 

C. An absorotion-capacity is needed for reconstruction.
 
This includes a functioning transportation system, valuable human
 
capital, and an industrial infrastructure.
 

D. There is a political economy of reconstruction. Economics
 
can't ignore politics anymore than politics can ignore economics.
 

E. Reconstruction is best accomplished on a multilateral
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basis. This maximizes both political legitimacy and economic
 

strength.
 

(Speaker: Fareed Mohamedi, Petroleum Finance Corporation)
 

1. Change in the Middle East will occur
 
A. Regional disintegration will intensify.
 
B. Pressures from external creditors will be complimented by
 

pressures from within for political and economic change.
 

2. Change will occur in Kuwait first
 
A. Private corporations will gain in stature and strength


while the government focuses its attention on the task of
 
rebuilding.
 

B. Eventually these corporations will challenge the
 
government on reconstruction policies. Challenging the regime on
 
an economic basis will lead to political challenges as well.
 

3. Change must also occur in Iraq
 
A. Iraq's income-generating potential has been completely


destroyed. Its oil export capacity initially will enable the
 
purchase of only basic necessities after Iraq finances its
 
outstanding debt and war reparations.
 

B. Iraq will have to agree to reparations in order to reach
 
a settlement with the Allied powers and regain control of frozen
 
Iraqi assets.
 

C. Iraq must also enter into negotiations with outstanding
 
creditors in order to receive more international financing. For
 
this to happen, Iraq will be forced to make important changes in
 
its economic infrastructure. These will then lead to political
 
changes as well.
 

(Speaker: John Steinbruner, the Brookings Institution)
 

1. Imperatives for the U.S. in the region

A. Formalized, regional security alliance, reflecting a
 

distinct move from confrontation to cooperation.
 
1) Remove ambiguity surrounding the question of who one
 
can turn to in times of trouble.
 
2) Configure the alliances forces defensively in order
 
not to frighten non-members (i.e., Israel and Iran).
 
Incentives:
 
--Better security at a lower cost
 
--Military aid from the U.S. only to alliance members
 
--Economic aid from Gulf states only to the alliance
 

B. Export-control for weapons
 
1) Make exports conditional on disclosure of their use
 
2) Requires close international cooperation
 
Implications and Applications:
 
--formalized prohibition on weapons of mass destruction
 
--disclosure and monitoring for compliance of the above
 
--arrangement for scaling arms sales
 

4
 



--disclosure of long-range conventional weapons
 
--increase for U.S. intelligence in terms of both
 
personnel and finance for monitoring purposes
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Report to the Secretal-	 ( of' the United Nations on tluman itaiian needsGeneral in 
Kuwa it L1d Iraq in tile Immcdi;ate Post--Cl'isis ]fn\, il'oInelt b, a %ijssion to the Mac
ledInv Mh..Y7;\1rtt IAht isa,ri , Undcr-Secretary-(encral for Admi 1nistrat ion and !anagemcnt, 
.llvI .20, 1991 

'a. X an tte members of Ty mission were fully'conversant with media reporte 
regarding tho situation in Iroq Lkl, of course, with the recent W301UNICEPF report 
on water, .uanitary "d health condition izn the Greater ItBaghdad area. should,
however, be said at onCe that Mot.Ns; that we hAd need or read had quite prepared 
ua for the particular form of devastation which has tow befallen the 6ountry, The
 
recent conflict haz wreugbt near-Apocalyptic results upon the economic
 
Infrastructure of what hIad boe, 
 Until Jauary 1991, a rother h4ghly urboxised end 
meeba.ded society. !;-w. most meaz of "dar-n life wup;ort heve been &-stro-oC a---_ I..,."_,. 	 has, for some tLa to Come, been relegated to a
 
pro-industrial age, but witth all the disabilities of 
Poat-Lnduotral dependency on 
a.n Intoesve U0.e of energy awd techtology. 

0. My aazdate was limited to assessing the need for urgent hunazitarian
 
adSota ca. It did mot extend 
to the hiuge task of assessing the requlrewm5et for,
recon8trVctiV3 ;raq'a destroyed Infrastructure, much leas, to devlopAenta
Pattorm. Accordingly, rny report to you, It its several t ehzcl sections, seek$
with as much exactitude aso possible to convey the sxtent of neds In t i& prLimary
 
are:: of maitarian concerne for 
 afe water and *daitaton,buic health and
 
medical support; 
for food; for shelter; and for che loisticol moanB to make such
 
support actually available. Underlylng each aa-lyuia 
 in the inexorable reality

that, a : result of war, virtually all previoualy viable sources of fuel ad power
(Apbrt from a 11jited number of mobile Vtnerators) amd mAoderz means of
cor-.Lication are nov, esseotially, defunct. The far-reaching irplicatLons of ths 
Geergy and Comtunications' vacuum as reords Urgent bumanitarian upport ore of
crucial siglficnco for te nature and effectiveness of the Intermational response. 

10. These cotditions, together with recent civil unrest in some parts of the
 
Country, me&= that the erthorities are as yet scarcely able even to measure the
 
din.=5ions of the calamity. much less respond to its consequences, because they
 
enot obtain full and occurat. data. Additionally, there L tuch 10e than the
 
Vinimtu fuel reguired to provide 'the energy 
needed for movement or transportAtion, 
Irrigation or generatOrs for power to pump water snd yewage. Tor Instance,
 
emergency medicz.l supplies can be movod to health oentres only with extreme
 
difficulty and, usually, major delay. Information regarding local needs Lu slow
 
and sparse. Nost enployee3 are si"ply uzable to come to vork, Loth the
 
autborities 
"nd the trade unions estimate that api;=valhately 90 per cent of
 
ildustriel woirkers have been reduced to Lactivity ana will 
.* deprived of Income 
as of the end of March. Government departioents have at presont only marginal

Attendance. Prior to recent *vects, Iraq was 
 importing about 70 per cent of Its 
food needs, Now, owing to the fuel shortage, the Inability to Import and the 
virtual breakdown of the distribution system, tb.. flow of food Lbrough the private
Rector has been reduced to a trichle, with costs accelerating upwards. Many food 
prices are already beyond the purchasicg reach of most Iraqi families. 
A'ricultural production Is highly mechanized, and much lend depends 
on pumped-water
Irrigation. Should the main harvest in Juue 1991 be 4erioualy affected by a lack 
of energy to drive mchines and pump whter, then " already grave situation will be 
further aggravated. As shown below, prospecto (or the 1902 harvest could, gor

combined reasons, be in at least as much jeopardy. Having regard to the nature of
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Iraq'& SOciety and economy, the :norgy vacuum L an om ipresent obstacle to the 
success Of even a short-term, Mass.iv effort to otalatelt 2ife-Bustaining conditios 
in each area of bJwazLtara= need. 

B. rood find agrieufture
 

1,' Mission members held worklng sessions with counterparts frOm the relevant
 
ministries, visited ooc/il centres where various Vulnerable eroups are cared for,
 
agricultural productiou ar&ea, a seed produetion contre, a veterinary health centre
 
and a dairy production unit, The sission noted that Iraq has beeA heavily
 
dependent on food inporta which have amounted to at least 70 per Cant of
 
consumption needo. Seed was 618o imported. Sanctiona dacided upon by the Security
 
Council had already adversely affected the Country's ability to feed £ts people. 
New measures rilating to rationing Wnd enhanced production were introduced in
 
September 1990. These were, hoverr, in turn, xogatlve y affected by the
 
hostilities which impauted upon most areas of agricultural production and 
distribution.
 

12. Food 16 currently made available to the populat.on both through government
 
allocatLon and cations, and through the market* The Kinietry of Trade's monthly
 
allocation to the population o Iteple food Items fell from 343,000 tons in
 
September 1990 to 182,000 tons, when rationing w~e introduced, and was further
 
reduced to 135,000 tons In January.1991 (3g per cent of the pre-satctions level).
 
While the mission was unable to gauge the precise quantities still hold in
 
qovernment warehouses, all evidence indicates that flout is now at a critically lOw
 
level, azd that supplios of sugar, rice, toe, vegetable oil, yowdered Milk and
 
pulses are currently et critically low levels or have beer exbusted, Distribution
 
of powdered milk, for instance, Is now reserved exclusively for sick children on 
medical prescription. 

13. L!"G;tock fnrM=- != 'W6 1.riously affected VY Ganctions because many Zvv6 
jroduct: vcre Impoi d. The sole laboratory producing veterinary vaccineg was
 
degtruyod during the it, as1et inspected by the mission. The authorities are to
 
longer able to pupport livestock Zarmers in the combat of disease, as all atockN of
 
vAcvcine Vere stated to have been destroyed In the same neguetce of LombardmvntF on
 
tlaig centre, -whichwas au FO regional project.
 

14. The country ba had & particular dependence upon foreign vegetable needs, and 
the miasion was able to inspect destroyed need warehouses. The relevant 
agicultural authorities informed the mission that all stock3 of.potatoex an! 
veestable seeda bod been exhausted. Next season's planting will be jeopardized if 
seeds are not provided before October 1991. 

15. This yearls grain harvest in June is seriously compromised for a 2u1mber of 
reasons, including failure of Irrigation/drainage (no power for pumps, lack of 
spare parts)l lock of pavticidea and fertilizers (previously imported)i end lack of 
fuel and spare part5 for the highly-mechanized and fuel-dependent harvesting 
machines. Should this harvest fail, or be far below average, as is very likely 
barring a rapid change in the situation, wide!;r;; D6LZVdLi0U GODN.It..4.: . 

real posibility. 

\ 
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16. The officnl progranme for thq support of socially dependent groups of thepopulation (the elderly, disabled, mother 
pnd children, hospital patients,Orphens, refugees, etc.) Is affected by the overall grave deficiencies Ln the goodsituation.
 

17. 
 The msison bad the opportunity to conduct Independent research relating to
c-rch: 
 A cvs1r "a living steeard:t tinBsId. Such atezords have declined
rapidly IL the h.st imonths, wbile food and fuel prices have climbed dramatically.
Price Increases in the August to January period reflected shortages of supply, but
since January there 4*8 been a further acceleration of price increases reflectingboth supply shrtoges amnd the breakdown of the transport system. Interviews withprivate wholesale food distributors revealed that their st^cks-are aear 
 vdlatk=
and they no longer bave n Organized private transport Capacity, owing to fuel
Shortages. The government-Initiated rationing System was designed to provide
families 
titb a fraction of their besic neceslties at priced comparable to thoseprovaillg before August. 
The system 8lowz families eitcr E kilograms perper::-, per month, ef flccr or 3 lo~vyg of baked bree5j 10 kiloqram per family,per month, of 1uid cooking gas: 1 har of soap per person, pcr tonth, etc,owoveor, independent surveys conducted by the mission in several diverse areas ofBaghdad showed that mny fr-rillieu cs-mcot draw their fINl ratiorg, since thedistribution coentres 
are often depleted and they have great 64fficulty In
travelling to other centres. 
The 'U-l.ityof food distributed hea-itseai
detcrlc~r to tht "1vt of caupinn h.althu p;- l Most families also reportedthat they could not Peet their needs through the private markets. Despite officialprice controls, the independent market surveys conducted by the mission shoved
hyperinflation rince August, 
The price of most basic necessities has Increased by1,000 per cent or more. For example, flour Is noV 5-6 dinaa- per kilogram (and
seemingly ntill rising): rico 
tzv risen to 6 dinars per kilor&m; sugar to 5 dinars
 per kilogram; leatils to 4 dinars per kilogram; and whole milk to 10 dinars. in
contrast to this hyperinflation, many Incomes have collapsed. xany employees
cannot draw salaries, tbe banking system has In large ceasure closed down and
IrithCrawals are limited to I00 dinars per month. 
The minimum monthly wage was
54 dinars and the average monthly salary of a civil servant was 70 dinars. In
short, most f&.ilies lack access 
to adeguate rations or the purchasing power to
 

meet normal mipimal standards.
 

18. The mission recommends that, in these circumstances of present severe hardshipand in view of the bleak prognosis, s~ztions IA o: food huld Lrozpzct Eh;g.er
iflAAY04t'v remov^A~, t~rl.uq tet the i.'rt: -of cifzlnra equ ltt ind supp!iA6. The urgent supply of basic Commodities to safeguard
vulnerable groups is strongly recomiended, amd the provision of major quantities of
t-he 
 ollowing staples for the general population milk, wheat flour, rice, sugar,
vegetable oil and tea, 
These are required to ip.t minimwLn general reguirement3
until the next harvest. Safeguardi ng the hevest means tho'prgent Importation of
ferPili2ers, pesticides, spare parts, vetertpary drugs, agrlcultural machinery andequipment, etc. The mission vas ablo to gyptify manY of thpe needs. The4Lsmppearance of vegetables from the coun';s markets also appears likely by the


*usmer, and seed importation is crucial. 

29. The toIssion observes that, without a restoration of .enerqy supplies to theagriculturpi production bnd distribution sectors, implementation of many of theabove recomiemations would be to little effect. 
Drastic International easures
 
acrosa the whole agriculturtl spectrum are moat urgent.
 



F. Qktrypthu 

37. Ybhe acount given above describeu as accurately as the mission has been able, 
usinq 422 sources, Includin vucb independent observation' to ascertain the 
situation, tlIb, within the time available end the travel limitations teferred to 
earlier, v) perceived to exist in rbgard to urqent hLmanitarlan needo In Ireq 
during tbo week of 10-17 Varcb. X, together vith all o' collvagues, am convinced 
that tbC:: r,,A 6-- %-C L. Leoani v, , to deal with 
asp cts oL thip deep crisis in the fields of egriculture "d food, water, 
smaitation and health, Yet the situation raises, In boute form, other questions. 
Foz It will Le difficult. if not impossible, tO ramody thase ioedIate hwtaniterian 
needs Wi out 4ealing with the underly n- noed fo energy, on an ejuelly urgent
r:-!.;. he need for energy means, initlie~y, wemrgency oil imports ead the rapid 
patching up of b limited refining ad electricity production capacity, with 
essentia7 supplies from other countrie., Otbherw o, food that Is imported cen.not 
be presorved and aistributed; water canzot be purified; sewage cannot ba pumped 
away "zdcleansed) cropa cannot be irrigatedl medicamente cannot be conveyed where 
they are required; teeds cannot e,en be effeetively oeseasod. It 1z 
that tl- Trt i e m n.- syccn ftee a further i .. !r or.t cateetrcpho, wbic-could 

The lonrj sunmer, with its often 45 or even 50 degree temperatures (113-122 degree& 
Fbhrenheit), in only weeks away. Time is whort. 
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Rebuild Iraq-- After Hussein Goes
 
hues to satisfy than a day. But the Shilte and Kurdishreparations claims by


By Roy P.Mo ahedeh Kuwit and others. Iraq's damaged 
 rebellions have lasted for weeks.I. oul Iut fsruture- not n N ne Washington need not be overly con.CAMBRIDGE,Man. e-bufi from
without s.ort-term loant

PwT he U.N report that the the International Monetary Fund and cerned thatan Iraqi Government in

which the Shiite majority outweighednear apocalyptic" &I-long-term kans from the World worry about the Sunnis would be dominated bylied omardmeni of Bank. These loans, neednj the sh Iran. Iraqi Shiies, with abrief excep.Iraq reduced the cour support of LhtU.S. and other industrl-
try to a "pre-tndustrial a.democracies, should come only gf-

. the iites. tion, have refused to accept anyone in 
Iran as their supreme religious lead.

age" means the U.S. ter the regime has been reformed. . P._-_
er; their preference for the leaders ofowes Iroq's people - but no( Its lead- DIPwhat standard cao the Adminls the Iraqi Shiite centers of religiousera - full.-.ale humanitarian aid Im- tratlon and Its alies Judge that the Pragmatism suggests that, short of learming held firm during Ayatollahmediately and reconstruction belp as Irp:; regoe has been reformed? Ide- democracy, a new authoritarian re Ruhollah Khomeini's lift.as"n as itI feasible ally, when Saddam Hussein has de- lime thai showed an interest In eas- Many doubt that the newly formed.Once l.ghdad accepts the striz- parted. But, realistically. that &cpar. ing repression arid Investing Iraqi 'opposition, conasting of 17 Ideologigent ) S-sponsored Security Cotul ture is far from certain. Although Le alses in development rather than cally disparate groups - Includingresolution that formally ends the war, Administration ap arently thinks he arms would merit some degree of not only Islamic inlerests and Kurdsthe degree of U.S. help for reconstruc- will be gone beore the cnd of 19, no U.S. support for renewal. but also Communists - can workLion must hinge on political reform, one really can guens when - or In Central America, while recog, together even if it forced Mr. Hus.In any case, yesterday's decuion wtth'er - he will go. ' nlng governments we considered setn ouster. There are, however,by the Security Council sanctions Suppose Mr. Hussein, from whom authoritarian and dangerous, we some grounds for optimism. Yester..oommittee to lift restrictions on food the Iraqi people will never btiy prom- openly suppotted the democratic par- day, Masoud Barzanl, who head,ahlpmentA I Ielcome Now. given the binsofdemocratic reform, remain in ticipation of opposition parties. Can Iraq's Kurdish opposition front,U.N. repxtrt's findings that "most power? In that situation, the U.S can we ask for ten In Iraq? urged other opposition leaders to jointneans of modem life support have morally avoid reconstructon assist- While the U.S. has given conflicting ' him in northern Iraq to discuss form.been destroyed or rendered tenuous," ance .nd give justt humanitarian aid. signs about Its position on the 6ivil Ilga provisional government
the U.S should immediately permit Die U.S. wants a democratic, plu-
 war In southern and northern Iraq, What's clear to the opposition Isshipments uf water-purification ,nd ralBtIc Iraq. It will not be easy, and we should let the Iraqi people know that Iraq's ethnic, iligiot4s and mesewage-treatment technology as well may be Impca ihe, to achieve this we don't want a fragmentation of gional disunity has enabled the reas electric gnerators. oaL But Itseems nearer realization their country and consequent aggran. gime to flourish. If the new coalition . The U.N. resolution now betrig de- than ever because a genuine alliance dIzemeni of Its neighbors. A condl- can hold together long enough to In.baeed is ltk.lyto require Iraq to put between the Shliltes and Kurds (and tiOnal commitment to reconstruction 'plant the beginnings of a parliamenaside P.purim of Its future oil rev- 15other Eroups) that has been form- would be such a sign. taryprocess, Its practice In power.
ligfor a year or so has begun to fnd Right after the war, WsLsiington's sharing would give the U.S. the confl.Roy P. Molihedch is profe.sosr q Is. sympathy among alienat. elements official wisdom was that nb oppoul. dence it needs to help bring Iraq backlorruc lustory a Harvord i the rulin Basth Party. Uo novement could 5mrvive more aSt least to Its prewar condition. 0 
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Sustainable development: 
principles into practice 

Robert W. Fri 

Experts argue over the ability ofsocier. known as the Brundtland Report). is less 
to meet the challenge of sustainable de- lyrical than Woody Guthrie, but isequally 

velopment. Will technology continue to instructive. It insists that we attend to the 
satisfy the wants of society without seri- economic needs of the world's people, as 
ous resource constraints, or is there a well as to the quality of their environment. 
limit to the productivity of resource use? And the report rests on the principle of 
Those who believe there is such a limit sustainable development, arguing that we 
ask if the technology behind the opti- must meet the needs of the present with
mists' faith in increasingly productive out compromising the ability of future 
resource use really exists. Perhaps a more generations to meet their own needs. 
important question is whether new prin- This is a tall order, but the Brundtland 
ciplesfor allocating scarce resources will Report takLs it on with aremarkable sense 
be put into practice. of hope. Thus the report "is not a predic

tion of ever increasing environmental 
A Woody Guthrie refrain goes, decay, poverty, and hardship in an ever 

."ain't no country extra fine more polluted world among ever de
that's just amile from the end creasing resources. We see instead theof the line." His song-"End possibility for a new era of economic 

of My Line," written in 1941-praised growth, one that must be based on policies 

the new dams that were bringing cheap that sustain and expand the environmen
electricity to the Columbia River Basin. talresource base." 
The line he mentions is, of course, a Not everyone sees it this way. For 

power line. example, Bill McKibbin, in "The End of 
Today's songs about the Columbia Nature," argues that we simply consume 

River are more likely to praise salmon too much, and lie questions "the industrial 
than power lines. Still, Guthrie reminds basis of our civilization, the need to for
us of where priorities lay, even in the ever grow in wealth and numbers, and 
United States, only two generations ago. the entire way we live." Paul and Anne 

As we now face die challenge of asharply Ehrlich focus on the population problem. 
growing and mostly poor world popula- Some of their sense of gloom comes 
tion, it is an instructive reminder, through in their observation, in The 

The 1987 report of the World Com- Population E.kplosion. that "if current 
mission on Environment and Develop- population trends continue, [they] could 
ment, Our Common Future (commonly bring us essentially to the same sort of 
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Seconom\ 
Sharing finarciri and knowledge resources with the developing world, where economicand 
environmental security are hardest to achieve, seems prudent. 

world as would be left after a nuclear war 
aid a nuclear \Ainter --just more slow l\." 
At d in "'Land. Energy, and Water: The 
Ccnstraints Govem Ideal U.S. Population 
Size,- David and Marcia Pimentel foresee 
such impress,, e reource constraint, that 
if "'the U.S. populat,.,; Aishes to continue 
its current high lesel of energy use and 
standard of is ing and properiti. then its 
ideal population should be targeted at 
40-l(KJ million people." 

This ispretis heads stuff, and makes 
it wonh asking sshether the optimism of 
the Brundtland Report is misplaced Can 
\we manage our affairs in a sustainable 
wa'ay? And if\,ecan. s,hat are the chances 
that we will? Unfortunately, the first 
question has a more promising answer 
than the second, 

The challenge is fornidable. Demog-
raphers estimate that world population 
might level out at more than ten billion 
people sometime in the twenty-first cen-
tury'. More than 90 pewcent of this growth 
will occur inde,,eloping countries, where 
the current averaiL: 1+krcapita income is 
about one-tenth of that in the memler 

countries of the Organizaion or Elo-

nomic Cooperation and Development

(OECD). For the developing world to 
achieve, say, one-third of the per capita 
income level that the developed nations 
enjoy', the world economy would have to 
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expand more than thinyfold over the next 
one hundred sears. 

Daunting as this challenge may seem, 
we have little option but to face it. If 
meeting the economic needs of the poor 
is 	not reason enough. the Brundtland 
Report stresses that environmental deg-
radation equals the absence of develop-
ment. In short. neither rich nor poor can 
have economic or environmental secu-
rits without economic development, 

Nor is it easy to conclude that a dou-
blinc of the world's population isa mis-
take requiring drastic remedy. The 
world's population is growing in large 
part because improvements in public 
health have depressed the mortality rate 
in the developing nations, ahumanitarian 
effort worthy of some praise. The problem 
now is to make the predictable lag be-
tween reduced mortality and lower fertil-
ity as brief as possible. While fertility 
control is clearly a part of the solution, 
economic development is also anecessar 
contributor to the social change that will 
persuade parents to have fewer children, 

Can technology save us? 

I-or these reasons, it seems to me the 
vision of the Brundiland Report is ines. 
capably' correct. But if we accept the need 
for economic development and the ine' j-

abilitv of some population growth. then 
we must look to technology as the chief 
engine of sustainabilit . The central i,,,ue 

. is whether technology-both hard are 
"0 and the knowledge to use it wiel,-", ill 

alloys us to manage our natural and en-
Svironmental resources sustainabl\. And 
i this issue is in dispute. 

one side stand those who believe 
that technology will continue to sattsf 
the wants of society without serious re
source constraints. These optimists
man\ of them economists--beliee in 
markets in which incipient scarcil trip

1 	 gers ant increase in the price of the affected 
resources. Reslnding to this price signal. 
technology emerges that lets us use scarce 
resources more efficientl,. 
to Hisior supports this view. Accordin, 
to the Brundtland Report. the global 

multiplied fiftyfold in the last 
hundred years, four-fifths of this grovth 
coming since 1950. Yet the prices of 

mans' natural resources have not risen 
much in real terms for decades, suggest
ing that the market has dealt %kith resource 
scarcity at acceptable costs. Moreover. 
economists have shown that markets can 
also efficiently resolve scarcities of en
virmomental resources, given the right 
price signals. 

The ahemative view. raises the possi
bility of ultimate limits. Consumption of 
material goods cannot forever increase. 
and in any' case we should prefer quality 
over quantity of consumption. From 
thermodynamics comes the idea that it 
takes an ever-increasing amount of wAork 
to put nonrenewable resources into usable 
shape-one cannot recycle the same beer 
can forever. We are ultimately left to rels 
on the sun's energy as our sole source of 
support. When this daily ration of energy 
falls below that needed to overcome the 
dissipative use of nonrenewable re
sources, economic growth ceases. 

Of course, growth "ill end someday, 
bit this conclusion is only a troubling 
curiosity if technology gives us ample 
time before the limits are reacied. It ison 
just this point that the skeptic-,* argument 

is 	the most powerlul. for thes ' simply 
insist that productivity of resource use 
cannot increase forever. Thus the opti
mists had better be prepared to show that
 
real technology exists to support their
 
assertion. And given the constraint of
 



sustainabilitv. it had better be the right 
kind of technology'. 

This is a heavy burden of proof, as the 
example of agriculture suggests. The op-
timist need only assume tbat agricultural 
productivity will grow at its historical 
rate to shos that there will be plenty' of 
food and fiber for the population of the 
next century. But present agricultural 
technology can do environmental harm 
by intioducing polluting fertilizers and 
pesticides, and by encouraging the over-
use of marginal land and v,ater resources. 
What i.,required isnot simply more of the 
same, but nes, technologies that produce 
more fod and fiber \x ithout the environ-
mental consequences of the current ones. 

The same situation-a technology that 
overcame resource constraints in the past 
but mav not do so in the future-exists in 
recard to other natural resources. Energy' 
analy sts argue that we can meet future 
energy needs and solve the pollution 
problems that energy creates, but not with 
yesterday 's technology. We need not cut 
old-gros, ih and trupical forests to have 
adequac: timb . supplies, but it will take 
an .,pproach diflerent from today's. The 
wAorld's water resources are ample to 
su,,tain a much larger population, though 
not if "se manage these resources as we 
do now. 

On balance, the techrnoltgical possi-
bilities for providing a grossing popula-
tion with at least an adequate level of 
economic well-being seem encouraging. 
Still, the optimists have yet to meet the 
test of showing that there is real technol-
ogy behind their faith in increasingly 
productive resource u' ' Surely', closing 
on this issue must be one of the chief 
tasks facing economists and technologists 
in the immediate future. 

From principles to policy 
That the available evidence isequivo-

cal leads to adifficult challenge for policy. 
We have a goal that seemi to be inescap-
able, but our ability to meet that goal is 
uncertain. Given this dilemma, what 
policies for allocating our scarce finan-
cial, natural, and environmental resources 
give us the best shot at success? 

In an age of sustainable development. 
nev, principles for allocating resources 
apply. These principles are still too 

unfocused to be called policy prescrip-
tions. Yet their weight is already begin-' 
ning to be felt, and it is not iard to see 
their major outlines, 

Above all, we must invest heavily in 
creating the new knowledge we need to 
increase the productivity of our use of 
natural and environmental resources. 
What is required is a long-term techno-
logical vision and a corresponding com-
mitment to it-an act that is both 
financially' expensive and politically' rare. 
Still, the payoffs are immense. 

Second, we should rely' on decentral- • 
ized decision making to allocate re-
sources-preferably market mechanisms. 
Markets need the right price signals to 

ptimists have yet to show 
that there is real technology 
behind their assertion of increas-
ingly productive resource use. 

work properly, and so, in the language of 
economics, externalities must be inter-
nalized in private markets. We can expect 
greater interest in getting prices right, as 
the consideration of carbon taxes to con- 
tain CO, emissions suggests. Although 
not an easy' task, getting the prices right 
is infinitely preferable to the prospect of 
global command-and-control regulation. 

Third, global interdependence means 
sharing scarce financial and knowledge 
resources. The developing world is the 
chief battleground for achieving eco-
nomic well-being and environmental 
sustainabilily, bit most of the financial 
and technological weapons exist in the 
industrialized nations. Inevitably, we 
must face the issue of transferring these 
resources from the wealthy to the poor, 
even at some expense to the former. 

Finally', we must be more risk-averse 
in deciding to use resources. Human ac-
tivity can now disturb global physical 
and ecological systems, such ;-. the cli-
mate. Until we know more about some of 
these systems, it is not unreasonable to 
suspect that they' are as likely to be frag
ile as robust. This situation enlarges the 
danger of inadvertently and irreversibly 
crippling a valuable resource. Since the 

obvious way to avoid irreversible damage 
isnot to use aresource at all, it follo,.s that 
there will be a rising level of aversion to 
risk in decisions about resource use. 

The obvious difficulty of successfully. 
applying these principles in shaping pub
lic policy would seem less formidable if 
our rcc,rd ,f managing scarce resources 
were not so dismal. Nvany nations subsi
dize agriculture at great economic and en
vironmental cost. The United States pays 
too little for energy. a fact brought home 
by' the recent tumioil in the Middle East. 
We refuse to manage water according to itLs 
tmevalue, andso sen to have too litfle of it. 

Nor are our environmental policies 
models of careful resource use. The toxic 
pollution control provisions of the Clan 
Air Aci amendments will cost S5 to S10 
billion per year to save at most a feA 
hundred cancer cases annually. It is hard 
to imagine that this expenditure could 
not be put to better use even to reduce the 
incidence of cancer in the United States. 
More globally. William Ruckelshaus 
finds "something unsettling about aworld 
where every' day twenty-five thou:.'and 
people die from easily' preventable 
waterbore diseases. And yet we con
tinue to argue in America about ever 
smaller increments of pollution abatement 
with diminishing health benefits." 

It issurely elementLr\ that. if sustain
able development means anything at all. 
it means not wasting resources. Never
theless, we seem more often than not to 
adopt policies that only' make matters 
worse-that create scarcity wvhere none 
need exist. In the glow of our devotion to 
the principle of sustainable development. 
this seems a special hypocrisy. 

That the task ishard should not weaken 
the conviction that we must seek to pro
vide adequately for the growing popula
tion of our planet. Old technology that is 
unsustainable does nothing to diminish 
the importance of developing ness tech
nology that is. And our penchant for 
making matters worse hardly means that 
we ought to ignore policies that make 
matters better. What all this does say. 
however, is that it is time to put our 
practice on a par with our principles. U 

Rohert W. Fri ispresident of and a sen
orfellow at RFF. 
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lnt er-,jerican Foundation 

Celebrating, 20 Years of Work at the Grassroots 

Daphne White 
A% hen legislation cre

:"" " _2 iating the Inter-
American Founda-

V tion was first 

.- introduced in the 
U\\ Congress, many thought the , :concept was so radical that the 
agency would never reach its first 

' ' """! %" d anniversary. But on May 3, 1990)._after two decades oi promoting grass
_ . . -roots self-help efforts in Latin Amer

ica and the Caribbean-the 
SFoundation 'returned to Capi

• ii !eth tol Hill to celebrate its twentianniversar, 
"The message has gotten 

through: People are capable, the 
J potential is there. You just have to 

give them the chance, the opportu
S.-,nit), to help themselves, and they

will supply the motivation," Con
gressman Dante Fascell told a capac
i ,crowd of 250 people gathered in 
-,the committee room of the House 

-.- Foreign Affairs Committee. 
Fascell, who in 1969 cosponsored 

the legislation authorizing the Foun
dation, was honored at this celebration with the creation of an IAF fel

n November 1971, the lowship bearing his name. The Dante 
B. Fascell Inter-American Fellowship

Inter-American Foundation mad7 will provide money for Latin Ameriits first grant to a fishing cooperative in Peru, the cans each year to disseminate in-
CooperativaPesquera Chimbote. With $68,000 from the JAE formation about successful grassroots 
the group purchased its first fishing boat, pictured here on its development efforts in the region. 
maiden voyage. Since then, the Foundation has made over tions embodied in the fellowship is 
3,000 grants to self-help organizations throughoutLatin one we have long dreamed of," Fas-
America and the Caribbean,for a total of over $300 million. cell said. "After 20 years, it is exciting 

to realize that all the ideas of the leg-In this Focus section of Grassroots Development, readers _islation, and all the efforts of the firstare invited to share in the events of the twentieth anniversary board" have been implemented and 
celebration, held last May in Washington, D.C., and to reflect - been shown to be effective, said 
withz us on the challenges and opportunitiesaheadas the Foun- Fascell.

-" 'The Foundation has been a couradation enters its third decade. geous institution, sometimes sailing 
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against the wind," noted Enrique 
Iglesias, president of the Inter-
American Development Bank (IDB) 
and the event's keynote speaker. "We 
have learned a lot with the Founda- 
tion: about the realities of poverty, 
about the abilities of the impover-
ished, and also about how to identify 
solutions." 

The IDB is now working with some 
of the same microenterprises that 
were first identified and promoted by 
the Foundation, Iglesias said. "The 
Foundation, with singular success, 
has spotlighted the potential of 
nongovernmental organizations and 
helped them do the job they need to 
do," he noted. 

The IAF recognizes that "a society 
is more than governments and insti-
tutions-it is groups of people work-
ing together in a democratic atmos-
phere," Iglesias said. In a region 
where one-third of society lives in ab-
solute poverty, the Foundation's di-
rect work with grassroots organiza-
tions is crucial, he added. 

That theme was also explored in a 
special documentary videotape pro-
duced for the occasion, featuring jour-
nalist Bill Moyers. The IAF was cre-
ated as "a new and experimental 
approach to U.S. foreign assistance," 
Moyers said in the documentary. 
"Many in the Congress had con-
cluded that much of our bilateral aid 
was not reaching the poor for whom 
it was intended." While recently cre-
ated nongovernmental organizations 
(NGOs) had started working with 
grassroots organizations in the late 
1960s, official "foreign aid programs 
often overlooked many of these 
grassroots efforts," Moyers said. 

The philosophy of the IAF is "as 
basic as Jeffersonian democracy, of-

fering an approach that respects the 
dignity and self-esteem of the poor," 
Movers concluded, 

"In its own quiet way, the Inter-
American Foundation has proven 
that an international agency can sup-
port people-centered development," 
agreed Valdemar Oliveira Neto, a 
Brazilian lawyer who works among 
the poor in the slums of Recife. The 
Foundation shares a vision with sev-
eral other multilateral agencies, "a vi-
sion in which people stand at the very 
center, not merely as beneficiaries to be 
measured or counted, but as the cre-
ators, planners, and implementers of 
theirown development process,"Neto 
said at the anniversary celebration. 

"The Foundation, ahead of the 
times, made possible small-scale ex-
periences that improved the quality of 
life in innovative ways; that pro-
moted learning at all levels; that put 
the beneficiary in the driver's seat; 
that are replicable and relevant to so-
cial policies; and that, directly or indi-
rectly, generate well-being and goods 
and services for the participating 
poor," said M6nica Jimgnez, aChilean 
social worker, university professor, 
and civic leader. The Foundation's 
work has "enriched the soil from 
which a democratic Chile now can 
grow," Jim6nez told the gathering, 

The Foundation's first president, 
William Dyal, was one of the last to 
speak on May 3. In his brief com-
ments, he emphasized that "the real 
Foundation is out there, among the 
people of Latin America and the Car-
ibbean." His last statement as presi-
dent to the IAF board of directors in 
1979, Dyal added, remains a valid 
prologue for the challenge of the 
1990s: "While some funders grapple 
with the rhetoric of basic human 

needs or the definition of who the 
poor are, the Foundation is busy 
funding the poor so they can grapple 
with the basics." 

WHY CELEBRATE? 

Deborah Szekely, the Foundation's 
outgoing president, was the impetus 
behind this twentieth anniversar), 
celebration. "Essentially, it was an 
opportunity to tell our story on Capi
tol Hill," Szekely says. 

"Our mandate is to fund, learn, and 
disseminate, and I want Congress to 
use our expertise when they are dis
cussing Latin America," she explains. 
Even though the IAF is one of the 
smallest federal agencies-with a 
staff of just over 70 people and an 
annual budget of about $30 million
it is one of the most knowledgeable 
when it comes to grassroots efforts in 
the hemisphere, Szekely notes. 

This celebration and its attendant 
publicity, she adds, informs people of 
how that expertise qualifies the IAF to 
sit at the table whenever Latin Ameri
can and Caribbean issues are dis
cussed in Congress, at think-tanks, or 
among policymakers. 

"The Foundation took awhile get
ting born, but in the future I would 
like it to take its rightful place in the 
development world," she says. 

In her remarks on Capitol Hill, 
Szekelv said: "Twenty years ago, 
Congress mandated that we be inde
pendent, above and beyond short
term foreign policy, that we be risk
takers, and that as we work we 
should learn from experiences in each 
and ever) countr' of Latin America 
and the Caribbean. That foresight en
abled this very small agency with a 
budget of one-tenth of one percent of 
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U.S. foreign assistance funds to affect 
the lives of tens of thousands of the 
underprivileged." 

After six years as president of the 
IAF, Szekely resigned in September 
1990 to start a new foundation called 
Eureka. At Eureka, Szekelv will work 
to transfer some of the lessons she 
learned in Latin America to organiza-
tions working with at-risk children in 
the United States. Eureka will focus 
on agencies serving children from the 
prenatal period through the age of 
nine. 

The new foundation will identify 
successful community-based agencies 
to serve as "partner" organizations, 
and then offer staff from other prom-
ising grassroots groups working sab-
baticals to visit these agencies and 
learn first-hand how to sharpen their 
own techniques. 

It is a learning and dissemination 
model similar to that developed at the 
IAF, Szekely says. "The Eureka Foun-
dation does not intend to create pro-
grams that require new money," she 
says. "Rather, it will transplant suc-
cessful innovative approaches from 
one existing program to another and 
in the process multiply the value of 
grants long since made." 

FASCELL FELLOWSHIPS 

To broaden its dissemination effort, 
the IAF announced a new fellowship 
program to encourage people from 
Latin America and (he Caribbean to 
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pool information about grassroots 
development, 

"The Dante Fascell Inter-American 
Fellowship is targeted at Latin Ameri-
can and Caribbean leaders who have 
distinguished themselves in the field 
of grassroots development, are skilled 
at dissemination, and want to pub-
licly promote a successful approach to 
grassroots development," explains 
Robert Sogge, IAF Director of fellow-
ships. 

Unlike the three other IAF fellow-
ship programs, this one does not 
involve university study. "This fel-
lowship deals exclusively with dis-
semination and communication, so 
people in Latin America can learn 
from each other and improve the way
they deal with problems at the grass-
roots level," Sogge notes. 

The fellowships, which will not ex-
ceed $50,000 or last longer than 12 
months, will pay for a full-time or 
part-time working sabbatical. Fellows 
may stay at their existing jobs, as long 
as they are not government employ-
ees; and the),may work on on-going
projects as long as these include dis-
semination. Fellows are not expected 
to move away from their homes dur-
ing the fellowship period. As many as 
three fellows will be named each 
year. 

Candidates may apply directly or
be nominated. Once nominated, can-
didates will be asked to submit a short 
description of proposed activities dur-
ing their fellowship period. A panel of 

Clockwise from left: Anniversary 
celebrants included U.S. Congressman 
Dante Fascell,IDB President Enrique 
Iglesias,and CONSAL member Ram9n 
Velkzquez Nazar. 

Latin American and Caribbean devel
opment specialists will review the 
final applications and recommend 
candidates for selection by the IAF. 

A wide variety of people could 
qualify for fellowships, including 
journalists, authors, artists, develop
ment practitioners, scientists, social 
scientists, and volunteers, Sogge says. 
For example, an Andean musician 
may propose a series of master classes 
and workshops to strengthen pride in 
traditional culture and inspire people 
to organize for change; or a university 
professor who has written about 
microenterprises may set up seminars 
to train small businessmen. A scien
tist might want to sponsor a regional 
conference on deforestation, or work 
with NGOs on a series of town-hall 
meetings to mobilize local communi
ties. Sogge adds, "We expect that 
whatever activity is launched during 
the fellowship will not end when the 
grant is over. We are looking for peo
ple experienced in dissemination who 
have a long-term commitment." 

Although the Fascell fellowship is
intended to stimulate dialogue within 
the Latin American and Caribbean re
gion, some of its ripple effects could 
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also include presentations at confer-
ences in North America. 

CONSAL 

The IAF is already deepening re-
gional dissemination through the ef-
forts of the Consejo de Servicios de 
Apoyo Local (CONSAL), which met 
in Washington, D.C., during the same 
week that the Foundation celebrated 
its twentieth anniversary. CONSAL 
consists of one representative from 
the In-Country Support teams in each 
of the IAF's seven regions, and works 
to advise the Foundation president 
and staff about regional develop-
ments that cut across national bound-
aries. 

One such issue resulted from the 
collapse of the International Coffee 
Agreement in 1989, which hurt small 
coffee producers in several Caribbean 
and Central American countries as 
wel! as Mexico. Partly as a result of 
CONSAL's work, the Foundation is 
now considering a proposal to sup-
port an international union of 
small coffee organizations called 
UPROCAFE. The union will spread 
infrastructure costs and act as a single 
marketing agent for the small produc-
ers, generating sufficient economies 
of scale to allow them to compete ef-
fectively with large growers. 

LOOKING TOWARD THE 
FUTURE 

Having celebrated its first 20 years, 
the Foundation is now in a time of 

transition. A new president has not 
yet been named to replace Szekely, 
and in the interim, Vice President for 
Programs Stephen Vetter has been 
appointed acting president. 

Frank Yturria has just started his 
term as the new chairman of the 
board (a profile of Yturria appears on 
page 47), and three new members 
have also joined the board in recent 
months. Board member Norton 
Stevens, an international business-
man from New York, has traveled ex-
tensively in Latin America and is es-
pecially interested in Ecuador and the 
Andean region. The two new mem-
bers from the public sector are 
Bernard Aronson, assistant secretary 
of state for inter-American affairs, 
and James Michel, assistant adminis- 
trator for Latin America and the Car-
ibbean for the U.S. Agency for Inter-
national Development. 

Five more members must be ap-
pointed by the Bush administration to 
bring the board up to full strength. 

"Although we are in a period of 
tremendous change, it is also a time of 
rebirth, renewal, rededication, and re-
commitment," says Patrick Breslin, 
IAF research coordinator and the au-
thor of several books and articles 
about the Foundation. "After 20 
years, the basic values of the Founda-
tion still make sense, but it's a ques-
tion of how you reinterpret them." 

Whereas two decades ago the IAF 
had just started working with fledg-
ling grassroots groups, this sector has 
grown in size and capability. This has 
led the Foundation into a period of 

Outgoing PresidentDeborah Szekely at reception honoring the IAF's twentieth 
anniversary:"Essentially, it was an opportunity to tell our story on CapitolHill." 
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evolution rather than revolution, 
Breslin says. "From rhetoric about 
funding people, we have shifted to 
funding networks and interchanges 
across frontiers," he adds. 

One of the challenges now facing 
the Foundation is encouraging other 
development agencies to become 
more involved with the burgeoning 
grassroots sector. "Twenty years ago 
it was a radical idea to fund grassroots 
groups, but now the World Bank is 
wondering how to fund them," 
Breslin says. The spread of democracy 
in Latin America bodes well for the 
survival and growth of grassroots 
organizations, Breslin notes, increas
ing both the opportunity and need for 
informed donor support. 

Finally, Breslin suggests that in up
coming years the Foundation might 
help link Latin Americans with their 
North American counterparts. The 
Foundation already has a develop
ment education program reaching out 
to schools in the United States, and 
linkages have been made between 
Latin American and U.S. grassroots 
organizations working on sintlar 
problems. 

"I think over the next 10 years we 
will be looking more and more for 
connections to our own countrN, 
transmitting ideas and experiences 
about how poor people help them
selves," Breslin says. 

And Edmund Benner, acting vice 
president for programs, suggests that 
the Foundation will also be linking 
microdevelopment efforts to macro 
efforts in the future. "The small 
groups we are funding are getting to
gether to speak with a louder voice, 
especially in the emerging democra
cies," Benner says. "As a result, the' 
can approach the larger funders and 
undertake larger projects as a group. 
Together they can also attempt to in
fluence public policy." 

"The world of grassroots organiza
tions is much more sophisticated than 
it was 20 years ago," Breslin con-

But as public social services 
shrink and national economies con
tinue to founder, the task of improv
ing the lives of the poor has also be
come more complex. The work of the 
Foundation still has far to go. 

WHITE is a Washington, 

D.C.-based journalist who writes on 
development and consen'ation issues. 
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THE NINETIES 
government consumption in orderThe beneTheben fis.o.poic...01s o policy rermInvestnts
frastrueture needed to supportn
economic growth.An 1DB study shows light at the end of the tunnel In addition, the study devotes 
particular attention to the areas ofby Ronan Le Berre and Lutz Kiltan count, external financing and trade, foreign investment, and thedebt. Our second scenario, in aThroughout Latin America, return of flight capital.coun- similar fashion, examines the ef- It seems reasonable to assumetries are in the process of jettison- fects of a reversal of these reforms that if world trade were to grow ating half a century of economic early in the decade. 5 percent in the 1990s, exportspolicies. Gone is the conviction For both scenai-Jos the external from Latin America could expandthat economic growth must be environment is the same. The at the same rate. Most of theachieved through import substitu- world economy is assumed to slow growth in exports would cometion and by giving the state a at the beginning of the decade as a from nontraditional goods, whichdominant economic role. Today, result of higher oil prices and a are expected to respond quickly togovernments are opening up their soft landing of the U.S. economy. the new economic climate byeconomies to the winds of interna- Beginning in 1992, accelerathig reaching an annual rate of 6 pertional competition and handing growth in the United States and an cent.over a much larger share of eco- end to the Gulf crisis would stihnu-nomic decision making to the pri-

It should be noted, however,late economic activity in the indus- that trade liberalization could be avate sector. trial nations to an annual rate of 3 perilous course in the short run.As the reform process unfolds, percent. World trade would expand Pent-up demand could cause imone of the most frequently asked at 5 percent per year for the rest of ports to increase faster than outquestions in Latin America Is the decade. put. A careful management of tariffwhether the future benefits of the policies would be needed in somepolicy changes will indeed out- i countries in order to prevent tooweigh their present costs in the The reformprocess couldform of unemployment, income 
rapid a surge in imports. 

A critical condition for long-termlosses and cutbacks in social ser- still be underminedby sustained growth is a country'svices. Especially in countries technicalfailureand a ability to finance the current acwhere economic policy changes are possible lack ofdomestic count deficit associated with anmore recent-such as Mexico, economic growth target withVenezuela, Argentina, Brazil, and supportorpolitical higher foreign investment, the re-Peru -the reform process could determinatiorn turn of flight capital or foreign borstill be undermined by technical ............... 
 ....... I_...
rowing. In the reform scenario, forfailure and a possible lack of do- eign investment and the return ofmestic support or political deter- flight capital would provide moreminaton. Therefore, the question n 1thar,
of the potential benefits of the re- Continuing the reforms 

75 percent of the external fi
nancing required in the 1990s.forms over the next decade is a 

critical one. These sources of financing wereAlthough the specific components negligible or negative in the 1980s.To provide at least a preliminary of economic policy reforms must Today, in contrast, many Latinanswer, we constructed two "what- vary from country to country, in American governments have acif scenarios (not prqjections). Our all cases their aim is to achieve cepted the need for foreign investfirst scenario assumes the conti- successful macroeconomic man- ment. For instance, some counnuity of policy reforms through the agement. Hence, the reform sce- tries are currently fostering foreign1990s. It analyzes the impact of nario presumes moderate inflation, investment through largethe growth pattern associated with a realistic exchange rate and prlvatization programs. In addithe reform effort on the current ac- sound public finances. tion, the recent increases in rates 
Consumntion is assumed to of return, a more predictable busigrow slower than GDP in this sce- ness environment, and the liftingRonan Le Berre and Lutz Kilian are 

economists with the IDB's Eco-
nadio to allow an increase in the of restrictions make possible andomestic savings ratio. Govern- unprecedented growth of foreignnornic and Social Development De- ment fixed investment would grow Investment. From 1992 on, foreignpartment. at a somewhat higher rate than investment is assumed to grow at 
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The extent of economic expansion will ultimately be
 
determined by the countries' resolve to pursue the
 
difficult path of reforrm.
 

between 5 and 10 percent in real 
terms. However, with 1. 1 percent 
the share of foreign direct invest-
ment in GDP would still be low at 
the end of the decade. 

More attractive investment op-
portunities would also encourage a 
return of Latin American flight 
capital, estimated in 1989 at $155 
billion. Yet, the scenario is conser-
vative in estimating that only the 
real income from flight capital 
would return to the region. Such 
flows would reach a maximum of 
0.5 percent of Latin American GDP 
at the end of the decade. 

Results. The study demonstrates 
that under these conditions GDP 
growth rates of between 3.9 and 
5.2 percent are financially sustain-
able for Argentina. Brazil, Colom-
bia. Chile, Mexico, and Venezuela, 
provided that some additional net 
borrowing is channeled to the re-
gion. For the seven major Latin 
American countries, the stock of 
debt, at $365 billion in 1989. 
would stabilize at inder $380 bil-
lion at the end of the century, even 
without additional debt reduction. 
The ratio of debt to export earn-
ings would improve from 313 per-
cent in 1989 to 128 percent in the 
year 2000. 

The study also shows that the 
current account deficit of the 
seven largest Latin American 
countries would stabilize at 
around 1.4 percent of GDP after 
an initial increase in 1992 and 
1993. The increase owes in part to 
the decline of oil prices, and in 
part to the opening of the econo-
mies of Argentin~a, Brazil, Peru and 
Venezuela to imports. 

The smaller countries of the re-
gion would find themselves in a 
less favorable situation. Most 
would be unable to sustain even a 
modest growth of 3 percent a year.
Although the debt-export ratio for 
the group would fall significantly,
its stock of debt would still rise 
from $56 billion in 1989 to $84 
billion in 2000. 

The small countries on average 
would run a large current account 
deficit. As foreign investment is 
low in most of hese countries and 
unlikely to increase rapidly, the 
deficit would translate into a sub-
stantial and persistent need to 
borrow. 

,

GDPgrowth ratesof 

between 3.9 and 5.2 

percentarefinancially

sustainablefor 


Argentina,Brazil,
Colombia, Chile, Mexico,
and Venezuela. 

These results are derived from 
purposefully conservative assump-
tions. For instance, the amount of 
foreign investment and return of 
flight capital could actually be 
greater than assumed. Also, the 
scenario does not consider the 
positive effects of a possible free-
trade agreement between the 
United States. Mexico and 
Canada. Nor does it include the 
possible benefits of United States 
President George Bush's -Enter-
prise for the Americas" initiative to 
create a free-trade area from 
Alaska to Tierra del Fuego. Finally, 
the exercise does not consider the 
possible effects of future debt re-
ductions. 

Scenario 2:**

Senrio 2: 

Reversing the reforms 


In the second scenario, economic 
policy reforms are reversed early in 
the decade in five of the seven ma-
jor countries and in most of the 
smaller ones. Only Chile and Co-
lombia are assumed to be rela-
Lively immune to this slippage. As 
the experience of the last decade 
has abundantly demonstrated, 
such economic policies would 

bring about deteriorated public fi
nances, overvalued real exchange 
rates, and high inflation. 

Government consumption and 
investment growth rates would be 
as low as 1.8 and 2.2 percent, re
spectively. Consumption would 
grow at about the same rate as 
GDP, leaving the share of domestic 
savings in GDP unchanged. 

Export growth in this scenario 
would be 2.7 percent per year. 
Foreign investment would stop 
growing in real terms after 1991. 
At the same time, domestic capital 
would leave the country to take 
advantage of better investment op
portunities abroad. 

Results. In this scenario, the
 
countries' GDP growth rate would
 
drop to 2.3 percent starting in 
1993. There would be no increases 
In per capita income. While the 
current account deficit generated 
by lower economic growth would 
be smaller than in the case of con
tinuous policy reforms, the re
duced deficit would be more than 
offset by the drop in foreign invest
ment and renewed capital flight. 
As a result, the stock of debt 
would stand at $470 billion at the 
end of the decade, slightly higher 
than in the other scenario, in spite 
of much lower growth. 

This is not, however, the worst 
case scenario. For instance, the 
scenario's 2.3 percent average 
GDP growth rate is still better than 
the 1.1 percent recorded for Latin 
America during the eighties. 

Thus, after the dismal decade of 
the 1980s, Latin America's future 
looks encou, aging. The adjust
ments already made, the determi
nation to implement reforms ex
hibited by most governments, and 
prospects for attracting capital 
from abroad, all point to the possi
bility of a brighter picture for the 
1990s. But the extent of the eco
nemic expansion will ultimately be 
determined by the countries' re
solve to pursue the difficult path of 
reform. 
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Buy-in Updates
Studies Find that Releasing Price Controls
Could Help the Rural Poor inHonduras 

Research an agricultural price controls is part of a
series of studies that APAP II is conducting in an effort 
to help advise the new administration of Honduran 
President Callejas as it develops a domestic plan of
action. The research is being done for USAID/Teguci-
galpa under the direction of Agricultural Officer BobWilson. 


Price controls 
on goods whose domestic prices are 
near international prires should be released to improve
the economic well-being of the rural population, 
according to the study conducted by George McCand-less, University of Chicago, and Evan Tanner, Universi-
ty of Miami. 

The price controls have reduced fluctuations in prices,
protecting consumers and producers from international 
shocks. However, this smoothing of price paths also pre-
vented the domestic market from allocating the costs
induced by weather shocks between corsumers andproducers. Instead, producers had to bear the costs of
these fluctuations, 

The controls have resulted in a long-term decline inthe price of wheat flour, which has in turn driven down
the prices of corn, rice, and beans. The concessionary
rates received from seller countries, especially from the
U.S. through the PL 480 program, have aided the Gov-
emiment in maintaining the price controls. 

However, the controls have not substantially reduced
the cost of the agricultural goods consumed by the poor-
est Hondurans-those who live in rural areas-and they
have had a very negative effect on their wages. The
declining prices have reduced production of both corn
and rice, substantially reducing implicit wages in both 
industries. 

Vol. 2 W I NTE R 

In addition, the Government has encountered difficul
ties in maintaining nominal price controls in the face of
increases in domestic inflation as well as in international 
prices for agricultural goods. The early 1990 devaluation
of the Honduran lempira exacerbates the task of main
taining controls. 

The report concludes that while the controlled prices
could be raised, with the increases passed along to con
sumers, this method causes urban residents to blame the
Government, and especially the price control office, for 
the resulting economic pinch.

For goods whose domestic prices are near world 
prices, releasing the controls should result in only mod
est consumer price increases, yet should still eventually
bring about higher prices for producers. For example,
raising the price of wheat and reducing wheat imports
should result in increased production of the traditional 
grains and more income for the Honduran farmer. It isunlikely that releasing price controls will cause a
decline in the domestic price of any of the goods,
according to the report.

A follow-on study on the Honduran price control
 
system reenforced the primary study, finding that the
 
poorest Hondurans are subsidizing those who are rdla
tively better off, especially with respect to price con
trols on agricultural goods. Releasing the prices for
these goods, or at the very least raising them, should

substantially improve the welfare of the rural popula
tion and reduce thc flow of migrants into the cities. 
Allowing unrestricted imports of many controlled
items might be better han continuing price controls. 
While it is not necessary to import much, the possibili
ty of free imports reduces the oligopoly rents that pro
ducers can extract. 0 
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Africa 
In Africa, the Rumblings of Democracy and a Window of Hope 

No more than a year ago, the world was ready to In Sub-Saharan Africa: From Crisis to Sustainuble
write Africa off the international political agenda. The Growth, the bank made the case for economic growthcontinent was (as it seemingly always has been) eco- in Africa and explained why free market economicnomically bankrupt, and there appeared little promise reform would be essential to saving the continent fromfor a turnaround. Gross domestic products were perpetual economic malaise. Still, the publication.
down; foreign investment was down: starvation and important as it was, appeared on the scene as a virtual
disease, from Sudan to Mozambique, were common- epitaph for Africa, whose -poor performance duringplace: and African leaders-with only a few excep- the past ten years," It reported, "has been reflected intions-were demonstrating little interest in taking the weak growth in the productive sectors, poor exportassertive steps necessary to correct the situation, performance, mounting debt, deteriorating social 

With global atten~tion focused on the liberation of conditions, environmental degradation, and the in-
Eastern Europe, the up-and-down reform program in creasing decay ofrIstitutional capacity." 
the Soviet Union, and later the showdown in the Just how poor is Africa? The World Bank spelledPersian Gulf, Africa was finding itvirtually impossible It out: In 1987, Africa's 450 million people had a totalto draw the attention of Western policy makers, and gross domestic product (GDP) of approximately $135their frustration was evident In many arenas. At a billion, about the same as that of Belgium and its 10conference on the Persian Gulf war and Its ramifica- million people. One quarter of sub-Saharan Africa'stions for Africa last month in Harare, Zimbabwe, for population-more than 100 million people-faceinstance, Zimbabwean political science professor HR. chronic food Insecurity. Population growth rates in Af-Patel. representing the viewpoints of many Africans rica (about three percent) are now outpacing thesensing an increased international isolation, lamented continent's GDP growth. These numbers are the factsthat "for many years, events in Africa were given great behind the sad African stories Westerners hear aboutanimus by the East-West struggle.... Now we are on most: starving, crying children., mass famine, and
the margins of the world debate as never before." illiteracy-all on a continent without hope.
 

The conference was just the latest expression of Many factors are at the root oftheAfrican crisisalienation by African leaders and intellectuals, who, lack ofeconomic infrastrur te, socialist -oriented eco
sensing their economic weakness in the global econ- nomic planning, pervasive
omy and their diminished geopolitical relevance with corruption, political Insta
thereductloninEast-Westtenslons, nowfaceinterna_ bIllity, the lingering effects Inside ..
tional political disenchantment. Looking at Africa one of colonialism, and others.
 
year ago, the economic and political trends indicated But perhaps no fa( tor has Sandinista Legacy

that the 
continent was likely to slip further Into been more debilitating to Plagues Nicaragua ....3international irrelevance--catching the attention of the continent than Its post
only those who sought to minimize its suffering, colonial authoritarian po- Developing 

Sensing this disturbing trend, the World Bank litical structure,statist which has Economies Brief..5enabled economic 
last year sought to read the riot act to African leaders. 



policies to continue despite widespread
 
indigenous opposition to them. Politi
cal unaccountability in Africa has
 
pennitted economic unaccountability,
 
which, in turn, has been at the root of
 
Africa's poverty.
 

But now a glimmer of hope is 
emerging in Africa. Throughout the 
continent, many governments are be
ginning to reject one-party and mili
tary rule, while others are facing rest
less, demanding populations that are 
calling for political liberty in their re
spective countries. There Is no guar
antee that the democratic opposition
movenents forming InAfrica, or even / 
those governments now promising 
democratic change, will succeed In 
bringing an end to autocracy on the M Persistently Authoritarian 
African continent. After all, Africa 
possesses virtually no democratic Pressure to democratize 
structures, and it remains unclear 
how many ofAfrica's largely non-demo- Implementing Changes 
cratic institutions-the military, the 
civil service, arid others-will respond 
to the mounting demands for democ- 7Now emocratc 
ratization. Furthermore. the conti
nent suffers from deeply-rooted ethnic 0Siuation intransition or• otherwise amlbiguous
rivalries, which could complicate de
mocratization efforts. 

Yet, some nations in Africa are
 
likely to move quickly into the demo
cratic camp. These include: Benin,

Nigeria (the African continent's most populous na-
tion), and Tunisia, which now are building democratic 
infrastructure and scheduling elections. Stilothers-
Algeria. BurkinaFaso, Cameroon, Congo, lvoryCoast,
Gabon, Guinea, Guinea-Bissau, Mozambique. Niger, 
Sierra Leone, South Africa and Uganda-are consider-

rig, or beginning to implement, changes toward a 
democratic political structure. And many other Afri
can riations-Angola, CentralAfrican Republic, Chad, 
Ghana, Kenya, Madagascar, Mali, Morocco, Rwanda,Swaziland, Tanzania, Togo, Zaire, Zambia and Zim-
bazilad, Tananith fa resrgo, aintZamba adem-
babwe-areinitiative 
ratize or have begun making some steps in this direc-
tion. 

The importance of greater levels of democracy in 
Africa is not merely that political liberty will likely
entail an improvement inAfrica's abominable human 
arid political rights record, but that it also is likely to 
lead to economic accountability. In Africa. the stallst 
economic policies pursued by many Alrican auto-
crats-price controls on agricultural produce, state-
owned farming, industry, and manufacturing, lack of 
private property rights, and others-are vastly un-
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popular. So when a democratically elected African 
government is forced to defend these policies, it is 
likely to find extensive opposition, which likely will 
lead the government to abandon these ill-advised 
policies. This could be the first step toward genuine 
development in Africa. 

As prospects for democratization heighten, there 
exist signs that various American Istittutions are
preparing to respond to these rumblings for demcc
r ay. t o r e nd o t ernatinal D o mentracyr. The U.S. Agency. for International Development 

(AID), for instance, Is considering launching a majordesigned to support democratization n 
riat Demer AI ra aport ntitled 
rica. Last December,AID released a report entitled
 
"The Democracy Initiative," which calls on AID to play 
a far more assertive role in encouraging democratiza
lion in the regions in which it operates, Including 
Africa. However. it rernainslobeseenwhetherAIDwill 
adopt the report's recommendations, which include: 
1)strengthening democratic institutions by providing
expanded AID support for "effective electoral bodies, 
informed legislatures and independent juidiciares, as 
well as broader civic associations": 2) Integrating 
democracy into AID programs by making "the promo



tion of democratic institutions and processes" a stra-
tegic goal: 3) considering progress toward democrati-
zation as a factor In the allocation of AID funds: and 
4) establlshinga-rapidresponsemechanism,"through 
which AID would be granted legislative authority to 
respond quickly in providing assistance to new democ-
racies. 

Echoing the arguments of many African analysts 
in the West, the AID report contends that "there is 
growing evidence that open societieswhich value indi-
vidual rights, respect the rule of law and have open and 
accountable governments provide better opportunl-
ties for sustained economic development than do 
closed systems which stifle Individual initiative. 
Democracy, therefore, is an economic development 
issue, as well as a political one." 

In addition to AID, the Washington-based Na-
tional Endowment for Democracy (NED) also is taking 
a greater interest in Africa. This year's budget for 
democracy-building programs in Africa is $750,000, 
up from around $300,000 in 1990. Last November, 
NED sponsored a conference in Dakar, Senegal on 
'The Consolidation of Pluralis!ic Democracy," which 
centered on the challenges and opportunities for 
democratic gains in Africa. The conference drew over 
100 participants from 18 African nations, Europe,
Canada, and the United States. 

The prospect for a greater commitment to democ-
rati7ation in Africa by AID and NED increase the 
likelihood that democracy will gain further ground in 
Africa. But they also raise the question of where 
democratization will stand on the list of priorities of 
American policy toward the continent. Last year, 
Washington sent $1.06 billion in foreign economic aid, 
and an estimated $38.73 million In military aid to 
Africa. Some members of Congress. led by Dan 
Burton, the Indiana Republican who serves as the 
ranking minority member of the House Africa Sub-

committee, want to see U.S. aid to Africa tied to the 
respective countries' progress toward democratiza
tion. Thissortofpollcy, fimplemented,islikelvtodra
matically increase the pressure on African autocrats 
to open their political systems. 

Regardless of what policies are eventually pur
sued, the prospects for democrat ic, free market change 

in Africa, combined with the possibility that Washing
ton may support such change. already is altering the 
attitudes of many Africans who are becoming less 
inhibited in expressing their support for economic and 
political freedom. 

When the prime minister of once-socialist 
Mozambique, Mario Machungo. was asked recently
what advice he would give black SouthAfrican political 
leader Nelson Mandela, Machungo replied: "Do not 
try to impose central planning or socialism. We have 
learned from bitter experience that they do not work." 
And in Nigeria, the Washington Post reported last 
month, a gathering of council members in Lagos al
ready seems to be getting the message about democ
racy. "Tomake Idemocracyl work," political educator 
ElizabethAtlomoreportedlytold thegroup in Decem
ber, "we must finally have good government. That is 
the only way. We must have government of the 
people.. " 

Before she could finish, in:the crowd joined 
". by the people, for the people." 

'That's exactly right," Aiomo said, clapping her 
hands in delight. In Africa, the seemingly most hope
le,most autocratic region of the world, a glimmer of 
hope-politicalliberty-isgainingconverts. Butwhere 
the movement goes from here could depend largely on 
the West's response. 

Forfurther informationon democracy in Africa, see "A 
Dose ofDemocracy."Developing World Monitor, Volume 1, 
No.1, May 1990,pp. 1.2. [DWM 
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Introduction
 

The African Capacity Building Initiative (ACBl) is 
aimed at building and strengthening local capaci-
ties in policy analysis and development manage-
ment in Sub-Saharan Africa. The African Devel-
opment Bank, the United Nations Development 
Prograrrue, and the World Bank are the lead co-
sponsors of the ACBI. The Initiative represents a 
broad partnership between Sub-Saharan African 
countries and the internation.I donor commu-
nity. 

The ACBI is a framework that will evolve as it is 
implemented. It adcresses the major partiea 
working in this field-principally, African gov-
ernments, and donor organiza tions- -and proposes 
a new partnership between them to build, over the 
long tern, a critical mass of professional African 
policy analysts and Economic managers and to 
ensure the more effective use oi those already 
trained. The ultimate objctive is substantially 
ionproved indigenous analysis and management 
of Africa's economic and development processes. 

The ACBI recognizes the shortage of a wide 
range of development management skills in Sub-
Saharan Africa. The need for capacity building is 
very broad indeed. In light of the current economic 
crisis facing the region, however, the ACBI focuses 
on policy analysis and development manage-
ment-because these skills are cYcial and affect 
all other development issues. The scope of the 
Initiative is thus clcarlY defined and relatively 
modest, but its impact should be deep and wide-
spread. 

Essential goals of the ACBJ are to build profes-
sional policy analysis and development manage-
mentskillsand institutionsin Africa and toenhance 
utilization of already existing resources; to create 
a forum for ful) and active African participation in 
the design and implementation of capacity-

building programs; to improve donor coordina
tion and helpdevelopgreater focus, prioritization, 
and rationalization in the development of eco
nomicpolicyresearchandmanagementcapacity
leading to substantial cost savings as well as im
proved programs; and to mobilize financial and 
technical resources for increased investment in 
human capital and institutions in Africa on a 
consistent and long-term basis. These features are 
too often lacking in current approaches to capac
ity building in policy analysis and development 
management in Africa. 

The ACBI'saction program includes new inter
veritions and strengthens effectiveongoing actions. 
There will be a focus on six principal components: 
•The rehabilitation and improvement of se

lected national institutions-already exi! ting 
departments of economics or public adrninistra
tion in universities or colleges, or research and 
management institutes 

a The building or strengtheningofa small num
berof regional institutions forpolicyanalyisand 
development management; these regional centers 
would be principally training institutions in policy 
analysis and development management skilUs, and 
sources of policy analysis and advice. 

* The strengthening or creation of goveniment 
policy units in the Office of the President, Minis
tries of Finance, Planning and Central Banks 

e The provision of fellowships to support se
lected African individuals in their research and 
training needs 

* Theexpansion of in-service trainingand work 
experiences for African professionals 

* The strengthening of local consulting firms, 
professional associations, and other nonofficial 
organizations. 

The mutually reinforcing linkages among these 



components will be emphasized, including the 
anticipated positive impact on both the public 
and private sectors. It is alo recognized that 
the proposed ACBI action program will need to 
be carefully phased over a long period and 
rigorously evaluated. The intention is to start 
out gradually and build upon experience, 

In order to implement the action program, 
new mechanisms will be needed tohelpcoordi-
nate interventions and mobilize resources. 
Three major mechanisms are proposed through 
which the ACBI will function: 

a An ACB Fund to support actions to build 
capacity in policy analysis and development 
management in Sub-Saharan Africa. The Fund, 
comprised of contributions from donors, will 
also be used to support an ACBI administrative 
structure (described below). Financing from 
the Fund will be on a grant basis. The Fund is 
a central component of the Initiative and will 
allow the ACBI to provide direct continuity of 
financial supportforcapacity-buildingactions. 
An amount of US$100 million is proposed to 
support the ACB Fund over the first four-year 
period. 

o Cofinancing is another mechanism 
whereby donors may join some of their current 
capacity-buildingresourceswith financing from 
the ACB Fund, and direct those resources to 
support a specific capacity-building program 
or institution. 

* Associated programs are a third rnecha-
nism whereby donors can design and imple-
ment their own capacity-building actions, but 
inform and liaise with the ACBI in order to 
enhance coordination. By associating their pro- 
grams with the ACBI,donorswillhelptocreate 
a central networking and information-sharing 
center from which they and African recipients 
will benefit. 

These various mechanisms for implementa-
tion will provide a flexible environment for 
capacity building in policy analysis and devel-
opment management in Africa. 

To coordinate ACBI actions, and to manage 
the ACB Fund, it is proposed that a new institu-
tion, the African Capacity Building Founda-
tion (ACB Foundation), be established, with a 
small administrative structure as follows: 

e ABoard of Governorsconsistingof donors 
and African contributors to the ACB Fund. 

9 An Executive Board of Directors consisting of 
African and non-African experts in the field of policy 
analysis and develonment management. The Ex
ecutive Board will approve the ACB Foundation's 
work program and be custodian of the ACB Fund. 

e A small Secretariat, consisting of talented and 
experienced professionals, and an Executive Secre
tary (appoi,,.d by the Board of Executive Directors) 
to operate !,.eACB Foundation's work program. 
The Secretariat will be responsible for identifying 
programs, monitoring and evaluating operations 
and committing the ACB Fund resourc,:3 under 
mandate of the Executive Board. The ACB Foun
dation Secretariat will also play the principal coor
dinating roleamong donors and African institutions. 
TheSecretariat is to beocated in Harare, Zimbabwe. 

These administrative arrangements will provide 
for the requisite technical and financal oversight of 
the ACBI and ensure the strong participation of 
Africans in the program. 

The ACBI should be viewed as a pilot program in 
its initial, four-year phase. It will be rigorously 
monitored and evaluated and its continuation and 
level of support will be contingent upon its proven 
effectiveness. It should be emphasized, however, 
that capacity building in Africa is a long-term ob
jective. 

The opportunity for a concerted international ef
fort to build African capacity in policy analysis and 
development management now exists. Donors rec
ognize the need for improvement in their approach 
in this area. African governments, many of them 
already engaged in economic reform efforts, are also 
increasingly cognizant of the urgent need for inter
nal capacity to analyze an,-' manage their economic 
programs. 

On April 26, 1990, the World Bank's Board of 
Executive Directors approved Bank participation in 
and strong support for the ACBI. The Bank's Board 
approved a contnbiticn of up to 15 percent of an 
anticipated total ACB Fund of US$100 million. The 
Board also urged other donors to contribute as soon 
as possible. To this end, the World Bank convened a 
meeting of donors in Paris in June 1990 to formalize 
donor support and financial commitments for the 
ACBI, and to exchange views on the ACBI's proposed 
program components and implementation arrange
ments. Donors expressed strong support for the 
objectives (,(the ACBI and indicated willingness to 
contribute to the ACB Fund. The ACBI will begin 
operation in 1991. 

2 



Public Refrrnce Bureau 

Fertility Drops in Some Countries of
 
Sub-Saharan A1rica 

For the first timr, national fertility 
declines are being documented in 
Botswana, Kenya, and Zimbabwe-three 
countries of sub-Saharan Africa. High 
fertility combined with declining mor-
tality had produced levels of popula-
tion grovth in the region that were 
among the highest ever recorded. 
Population policies and family plan. 
ning programs in sub-Saharan Africa 
have tended to lag behind other re-
gions due to low levels of socioeco-
nomic development, traditional values 
that favor large families, poor service 
delivery infrastructure, and lack of in-
formation upon which to base popula-
tion policies 

Currently, women in sub-Saharan 
Africa have an average of 6.4 children. 
Only an estimated 10 percent of couples 
use contraception, 

Yet, recent surveys in African coun-
tries indicate a high potential demand 
for family planning. Substantial nurn-
bers of women not currently using
contraception want no more children 
or want to space births. A 1989 Kenya 

4 Population Today 

survey found that 26 percent of cur
rently married women interviewed 
wanted to wait at least two years be. 
fore their nexi birth, and an additional 
49 percent wanted no more children. 
Yet, only 27 percent of all married 
women were using any contraception. 

The use of contraceptives is rising 
in the three countries surveyed. Be
tween 1984 and 1988-1989, contra
ceptive prevalence (modern plus tra
ditional methods) rose from 16 to 33 
percent in Botswana, 17 to 27 percent 
in Kenya, and 38 to 43 percent in Zim. 
babwe. Lifetime births per woman 
dropped from 6.5 to 5.0 in Botswana, 
from 7.7 to 6.7 in Kenya, and from 6.7 
to 5.3 in Zimbabwe. 

During the 1980s, many sub-Saharan 
African countries began developing 
comprehensive national population 
policies and expanding family plan. 
ning programs. 

-Virginia H. Poole 
Virginia H. Poole is a social science 

analyst in the United States Agency for 
International Development. 

March 1991 
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Looking in a Marxist Mirror
 
By LOUIS 0. KELSO 


end PATRICIA HETTER KELSO 


Now that the Marxist-Leninist 
economies have failed in practice,
the Soviet Union, Poland, Hungary,C zecho s lovakia a n d th e o ther East
ern European natins are resigning
themselves to the Western-style 
market economy as the only viable 
altemnative. 

To Marxian-molded sen.3ibilifles,
of course, this decision h. the eco-
nomic equivalent of re-enthroning 
the czars. The West, however, sees it 
as the ultimate confirmation of a 
system that the Marxist- L/.ninistsvowed to destroy - and for the bet- 
ter;iart of this century, did their 
best to destroy. Magnanimous as 
usual in victory, our side is dispatch. 
ing cadres of well-meaning free 
market missionaries - bankers, 
economists, accountants, lawyers,
marketers. stockbrokers, communi- erced redistribution. In economiesators and other presuably indLs- like the United States, where redal-

pensable professional talents - to 
fill the ideologre-' and institutional 
void before anarchy rushes in. Presi-
dent Bush has even proposed that 
theUnited States formalize this re-
demptive missio- by oranizing task 
forces to tutor the fallen Marxists in 
free market theory and discipline, 

But the Western market econo-my thevWsern may eemo-
my,however enviable itmay seem 

to thosestillmired invarying stages
of pre-industrial poverty or post-in-
dustrial socialist poverty, more 
closely resembles in several funda-mental respects the ship the social-

mspente ltsr he hip th e soc al 
ists are trying to jump rather than 
the one they are sightirg to board,
Private property is as indispensable 
to the free market as it is to politi.
cal liberty. 

Although ideologically committed 
to the institution of prlate proper-
ty,Western industrial economies,like their socialist counterparts, rely 
on ever higher levels of income re-
distribution to stave off market col-

lapse The world regards the United 
States, for example, as capitalism-* 
flagship But more than hall of fed-
eral. state and local taxes - collect-
ed from those who produce higher
Incomes (mostly through their capi-
tal) - are redistributed in the form 
of welfare payme!nts, open or dis-
gulsed, to those who earn low in-
comes or none. 

In other words, the communist 
principle of distribution, "to each ac-
cording to his need," is also an oper-
ational expedient of the Western-
style free market. Ownership of cap-
ital, private in theory and on paper' 
is, in fact, socialized through co-

iribution depends heavily on taxa. 

citizens of Western industrial de-
mocracies. including the United 
States. Theoretically everyone mayown capital, in reality, ownership is 
concentrated at the pinnacle. 

Both the sialized economy and.''
B t h c a z d e o o y a d 
the Western market economy pro-
duce a high standard of living only
for their respective elites - no-
menklatura there, plutocracy here. 

In both economies, poverty Is en-
demic, ineradicable and sp diing. remain curiously oblivious to the 

fin, ever larger deficits make p balance. A successful market econo-

The U.S. budget deficit is itself an 
Important measure of the economy's
failure to operate on current ac-

count. The free market i a. input-
outtake system. Itslogicis simply 
double-entry bookkeeping. Produc-
tive input on oe side deliver In-
come outtake on the other, with the 

oinvisiblehanmain the private 
property mechanism that competi-
Lively evaluates individually ownedcapital and labor, keeping produc-

tive input and distributive outtake in 

the shortfall between income and 
expenditures, 

Both market and socialist econo-
mies have exploited the Cold War 
"communist threat' - to justify 
their massive redistributive spend-
ing.

BBecause 
Both the socialist
and theWest-


ern fre market models are domi-
nated by monopolies. Both are com-
mitted to the same economic goal,
I.e, full employment,ed po ut pr eainztonwith its social 
en d p roduc t, p role tarian iza tion . 
What is a proletarian, after all, but 
an individual who owns no capital
and thus is doomed to total econom-
Ic dependence on labor or welfare? 
That description covers most of the 

my has no permanent deficits, either 
budget or trade. 

Why, then, does the U.S. economy 
have perpetual and ever-rising
budget deficits? Because the govern
ment must borrow money to support 
redistribution. Why redistribution? 

a majority of the people, as 
producers, cannot, through their la
bor alone, even when wages and salaries are coercively and progres
arively ae ernen noe 

nIvebylated,to buy the goodsernandenoughservicesincome 
marily produced by capital th at th

pr-
ey 

do notown.
 

In other words, people are not 
personally equipped by ownership
with enough productive power to en

joy the fruits of the Industrial Revo
lution even at its iresent stage. As 
technological change progresses, thegulf between production and mar
ket-supported consumption (as dis
tineuished from consumption supt g s e r m c n u p i n s p
 
ported by government
redistribution) can only grow wider. 

The moral of this story is that the 
West only partially comprenends the 
market economy as Adam Smithfirst identified and analyzed it. We 

impact of the Industrial Revolution, 
now well into its third century, on 
Mr. Smith's free market rules and 

logi Thus, Western free market tu
torials can only in the long run 
teach the Soviet Union and Eastern 
Europe to imitate a system that 
cannot operate without socialist
style redistribution and Keynesian
style deficits. As the Frerch say. 
"The more things change, the morethey rem.jomnthesame.' 

Louis 0.Kelso and Patricia Hetter 
Kelso are the founders of the Kelso 
Institute for the .- udy of EconomicSystem an economics research in
stitute
based in San Francisco. 



Indonesia: Strategy for a Sustained
 
Reduction in Poverty
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Summary and Conclusions
 

(i) Only some twenty years ago. Indonesia was one of the poorest
countries in the world. 
In 1967, Indonesia's GNP per capita was US$50,
roughly half that of India, Bangladesh and Nigeria. 
Poverty was widespread
throughout the country; 
the earliest estimates of poverty indicated that in
1970, 60% of the population or 70 million Indonesians were living in absolute
poverty. 
Beginning in the late 1960s, the Government adopted a development
strategy, which has been pursued through successive five-year plans, with a
commitment to broad-based economic growth, particularly rural development.
This was also an appropriate strategy for poverty reduction, as 
the bulk of
Indonesia's population and its poor resided in rural areas.
 

(ii) The Government's development efforts were 
focused primarily on
agriculture (especially rice), education, and transport infrastructure. 
The
emphasis was on increasing incomes and employment through the productive use
of Indonesia's labor and natural resources; there was little reliance on
direct transfer programs, consumer subsidies 
or public employment. Many of
these programs and policies established in the early 1970s continued to
contribute to the economy's growth and poverty reduction through the late
1980s. 
 As a result of these efforts, dramatic gains in poverty reduction were
achieved beginning in 1978, primarily due to the performance of the rice
sector. 
The percentage of the population below the official poveity line
declined from 40% in 1976 to 22% 
in 1984. Although the incidence of poverty
was still high in 1984 with about 35 million people in absolute poverty, this
was nearly 20 million fewer people than in 1976. 
 Income inequality also
declined moderately during this period. 
This impressive performance in
poverty reduction during the late 1970s and early 1980s provided an important
backdrop to trends in poverty during the adjustment period (1983-88).
 

Trends in the Incidence of Poverty during the Adjustment Period
 

(iii) Beginning in 1983, sharp drops in the price of oil and
associated changes in the international economy drastically altered the
economic environment. While Indonesia is generally credited with having
implemented a successful macroeconomic adjustment program, there have been
 concerns about the social costs of the adjustment effort.
 

(iv) During 1984-87, per capita incomes, as recorded by the National
Socioeconomic Survey (SUSENAS) increased by about. 16%. 
 Rural areas
experienced a faster rate of growth than urban areas, indicating that the
benefits of economic growth during this period favored rural areas. 
However,
mean incomes in 1987 in urban areas remained substantially higher than in
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rural areas. Income inequality also continued to decline during the
 
adjustment period, with the expenditure shares of the lowest income groups
 
increasing.
 

(v) Measuring the incidence of poverty and its trend is 
more
 
difficult, as the choice of a "poverty line" inevitably involves a number of
 
assumptions. According to the Official Poverty line, which is based on
 
2,100 calories and an allowance for essential nonfood expenditures, there was
 
a decline in the incidence of poverty over these three years, from 22% in 1984
 
to about 17% in 1987, implying an absolute decline in the number of poor

Indonesians from about 35 million in 1984 to about 30 million in 1987. 
 Other
 
estimates of the incidence of poverty, including alternative estimates
 
prepared for this report, also indicate a significant decline over this
 
period. This trend in poverty is also supported by an analysis of food
 
expenditures and caloric intake levels. 
Mean caloric intake levels increased
 
by about 6% during this period. Moreover, the proportion of Indonesia's
 
population who could be considered malnourished declined.
 

(vi) As noted above, a significant number of Indonesians have moved
 
out of absolute poverty in the last decade. This is particularly impressive

given the difficult economic situation which Indonesia has faced since 1983.
 
However, many Indonesians, the "near poor", have incomes only marginally above
 
the absolute poverty line. These individuals remain extremely vulnerable to
 
changes in their economic circumstances and the Government's strategy for
 
poverty reduction needs to be designed to improve their welfare, as well as
 
those at or below the poverty line.
 

(vii) The decline in the incidence of poverty observed in aggregate
 
for Indonesia varied across regions and according to the principal source of
 
household income. Dramatic declines in the prevalence of poverty were
 
realized in rural Java. 
The eastern areas of Indonesia also experienced

declines in aggregate, but the incidence of poverty remains high in these
 
areas. 'oreover, the incidence of poverty declined across all sectors of the
 
economy, as measured by the principal source of household income. By 1987,
 
two broad conclusions about the distribution of the incidence of poverty were
 
apparent: (i) geographically, poverty has become more concentrated in
 
specific locations in Java, and in the eastern areas of Indonesia; and
 
(ii) sectorally, poverty is concentrated in agriculture, as the vast majority

of all poor households identify agriculture as their principal source of
 
income.
 

Factors underlying the Reduction in Poverty during the Adjustment Period
 

(viii) The Government's success in reducing poverty during the
 
adjustment period is attributable to the conditions prevailing prior to the
 
external shocks, and the nature and speed of the Government's policy response
 
to these external shocks. One important precondition was Indonesia's low
 
expenditure inequality, which permitted large reductions in the incidence of
 
poverty to be generated from modest growth in per capita consumption. A
 
second precondition was the Government's past development strategy, which had
 
established a strong rural economy especially on Java, and put into place 
an
 
extensive network of social and physical infrastructure. The benefits from
 
these programs and policies provided an impetus to income growth and
 
employment during the adjustment period.
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(ix) The Government's response to the external shocks was also a key

element in the reduction of poverty achieved during this period. 
By

undertaking both prompt macroeconomic adjustment measures and comprehensive

structural reforms, the Government was able to 
achieve significant progress in
 
economic adjustment, while maintaining positive growth rates throughout the

period. At the same 
time, the evidence is that poverty declined. This was
 
possible because the adjustment program contained elements which were geared

towards sustaining progress on poverty reduction. Two elements were
 
particularly important. 
 First, the pace-and pattern of economic growth was
 
sufficiently robust to allow improvements in real earnings for most workers in

lower income groups. In the agricultural sector, the adjustment burden was
 
lessened by the exchange rate depreciations which largely offset lower
 
agricultural export prices, agricultural pricing policies, and some
 
diversification away from rice towards more profitable nonrice crops. 
 In the
 
manufacturing and service sectors, the combination of trade and industrial
 
deregulation and real exchange rate adjustments led to 
a surge in non-oil
 
exports and a rapid recovery in manufacturing growth and investment, 
as well
 
as an increase in real wages and employment levels. Second, the Government's
 
management of the public expenditure program ameliorated the effects on the
 
poor 	of the expeidicure reductions. 
 The overall strategy was to cut public

investment and preserve public consumption, allowing the productive use of
 
much of the infrastructure created during the 1970s and early 1980s.
 
Furthermore in reducing development expenditures, expenditures in "poverty
related" sectors--agriculture, human resource development and transfers to
 
lower-level governments--were protected relative to public expenditures of
 
less 	benefit to the poor, notably in industry and mining.
 

The Nature of the Poverty Problem
 

(x) Despite the progress made in the past two decades, poverty
 
reduction remains a Government priority for several reasons:
 

(a) 	the number of poor remains high. There are about 30 million
 
Indonesians still living in absolute poverty and a large portion

of the population, the "near poor", have incomes only slightly
 
above the poverty line;
 

(b) 	the regional variance in the incidence of poverty is also high.

Large proportions of the population are 
still poor in a number
 
of areas, particularly in the eastern areas of Indonesia;
 

(c) 	Indonesia still 
lags behind other Asian countries in a number of
 
social indicators, such as life expectancy, infant mortality and
 
nutritional status;
 

(d) labor force growth will be high during the 1990s, with about
 
2.4 million people p.a. expected to enter the labor market
 
during the decade.
 

Designing a program to achieve further poverty reduction and more balanced
 
regional development will be a key challenge to the Government during the
 
1990s. 
 Moreover, the changed nature of the poverty problem necessitates some
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changes in the Government's approach to poverty reduction, as recognized in
 
REPELITA V, in order to reach those groups and areas of the country which have
 
benefitted relatively less in the past.
 

(xi) One important aspect of the changed nature of the poverty

problem is the shift in the spatial incidence of poverty. An analysis of the
 
regional incidence of poverty in Indonesia and its trend indicates two
 
important characteristics. 
 First, income gains during the 1980s in Indonesia
 
have not been evenly distributed across 
the provinces, with corresponding

variations in the reduction of poverty. 
Moreover, the incidence of poverty

remains high in the e'-teri part of Indonesia. Second, the bulk of the poor,

about 66%, still reside on Java. 
However, unlike the situation in the 1970s

where poverty was widespread in Java, it is now concentrated in specific areas
 
that could be more effectively reached by existing Government programs.
 

A Strategy for a Sustained Reduction in Poverty
 

(xii) The first thrust of a poverty-reduction strategy is sustained
 
economic growth. Economies with sustained economic growth and increased
 
efficiency of resource use have generally experienced significant reductions
 
in poverty. Indonesia's own experienc= demonstrates that growth and poverty

reduction are largely complementary. Further reductions in poverty,

therefore, require a continuation of the Government's macroeconomic policies

designed to maintain a high rate of economic growth as 
well as sectoral
 
policies aimed at improving private sector profitability. This entails
 
implementation of the Government's program of deregulation of trade,

industrial and agricultural policies, and efforts to strengthen support

services, especially in finance and transport.
 

(xiii) While these general macro-policies will help sustain the
 
economic growth necessary for poverty reduction, the benefits of economic
 
growth may accrue only slowly to certain groups of the poor or certain
 
disadvantaged areas of the country. 
This is demonstrated by the regional

variations in growth and hence, poverty reduction which has occurred in
 
Indonesia during the 1980s. 
 As the Government recognizes in REPELITA V,

macroeconomic policies, therefore, need to be supplemented by additional
 
measures in order to reach disadvantaged groups and areas more effectively.
 

(xiv) 
 In this regard, several measures could be considered by the
 
Government. 
 First, providing the poor and underemployed with greater access
 
to Indonesia's available land resources and improved agricultural technology
 
can make an important contribution. In the Outer Islands, there is a
 
substantial amount of underutilized and degraded land that could potentially

be made available. 
Much of this land is suitable only for activities such as
 
tree crops, which :equire 
a relatively high degree of infrastructure and
 
inputs, including appropriate financing. 
Second, Central Government transfers
 
to local governments are another vehicle to stimulate income-generating

activities and employment particularly in poorer areas. 
 The INPRES program is
 
a potentially important instrument in this regard, and there may be scope for
 
targeting these expenditures more effectively to poorer areas. 
 In the 1990/91

budget, the Government made important steps in this direction through

modifications in the allocation criteria for the General INPRES. 
 Third,

increasing the effectiveness of small-scale credit schemes 
to raise incomes
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and employment in agriculture, micro-enterprises, and the informal sector can

also make a contribution to poverty reduction. 
The many existing programs

need to be rationalized, with an emphasis on improving the access of the poor

to these schemes rather than on providing "subsidized" credit. The KUPEDES
 
program administered by Bank Rakyat Indone3ia could serve as a model in this
 
regard. Finally, as the Government recognizes in REPELITA V, measures 
to
 
target human resource development towards the poor are needed. 
This would
 
have both an investment effect, in the form of augmenting the human capital of

the poor leading to increased productivity and incomes, and a consumption

effect, by improving present welfare. 
This is true for the social services
-health, education and nutrition--as well as other basic services--water
 
supply, sanitation and related infrastructure--which directly affect living

conditions and hence health status.
 

(xv) In REPELITA V, the Government recognized the magnitude of the
 
poverty problem in Indonesia and the need to mount an 
intensified effort to

reduce poverty. 
First, the Government reiterated its commitrent to a process

of growth and structural change with an emphasis on developing an efficicnt
 
manufacturing sector, supporting the agriculture sector and providing the
 
infrastructure necessary for sustaining a rapid rate of economic growth.

Second, in order to address more directly the needs of the poor, the
 
Government is undertaking a number of poverty-related programs during the
 
REPELITA V period, some are new programs being initiated and others are
 
existing programs which are being strengthened. The Government will:
 
(i) promote the even distribution of social and basic services; 
(ii)provide

water to lower-income groups in water-stressed urban slum areas and in rural
 
areas; and (iii) stimulate development in poorer areas through a series of
 
integrated area development projects. These programs constitute an 
important

effort at poverty alleviation for the REPELITA V period. The success of these
 
initiatives will depend upon the Government's ability to identify the needs of
the poor, particularly in agriculture and in the social and basic services,

and target the programs towards these needs. 
 In addition, the development of
 
an appropriate institutional setting for coordinating and complementing these
 
programs will also assist in achieving the Government's objectives.
 

Sustaining Agriculture's Role in Poverty Reduction
 

(xvi) 
 The agriculturc sector has made a major contribution to
 
Indonesia's economic development ad the reduction in poverty. 
Agriculture

remains central to the Government's growth and poverty reduction strategy.

This is because poverty is still heavily concentrated in agriculture, with
 
about three quarters of all poor households in Indonesia deriving their
 
principal source of income from agriculture. Achieving further reductions in
 
the incidence of poverty in rural areas, however, will be more difficult

because rice is unlikely to provide the same impetus to economic growth and
 
employment generation as in the past.
 

(xvii) During REPELITA V, the Government, therefore, is making a

concerted effort to foster new sources of growth in nonrice food crops,

smallholder treecrops and nonfood farm activities, especially in the Outer

Islands and to strengthen the poverty content of existing agricultural
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programs. 
The first thrust of a poverty reduction strategy in agriculture is
 
to maintain a high rate of agriculture growth and thus alleviate poverty

directly through raising the productivity and hence, incomes of small farmers,
 
as well as 
producing affordable food for domestic consumers. Achieving this
 
goal will entail a progressive deregulation of area and production controls to
 
permit farmers greater latitude in choosing their crop patterns in response 
to
 
market signals; encouraging more private sector participation in agricultural

production, processing and marketing; and, improving the economic and
 
financial efficiency of sector operations. This growth strategy will benefit
 
the poor, since the greatest potential for growth is locked up among the least
 
productive and poorest smallholders who cultivate secondary crops and
 
treecrops.
 

(xviii) 
 The second thrust of a povezty reduction strategy in agriculture

is to ensure that mainline agricultural programs reach the poor more
 
effectively. Currently, many agricultural programs are still primarily

focussed on irrigated rice farmers and treecrop farmers 
in Government
sponsored schemes. Building a more deliberate focus on other crops and poor

farmers in agricultural support services and commodity development programs

will make an important contribution to further reductions in poverty. 
As
 
demonstrated in Indonesia during the 1970s and 1980s, the most important

contribution that the Government 
can make is to offer small farmers a mix of
 
technology through research and extension, financing through rural credit, and
 
infrastructure particularly irrigation, to expand their productivity and
 
incomes. Broadening these Government programs into nonrice food crops and
 
nonfood farm activities is, therefore, 
a key challenge for the Government
 
during REPELITA V. Similarly in treecrop development, past programs bave
 
benefitted only a small proportion of existing estate crop producers. To
 
unlock the potential of the mass of unassisted smallholders, there is a need
 
to develop, test and disseminate technical packages that can be applied on a
 
larger scale. Another important priority of the Government is fishing

families, as they probably constitute the poorest segment of Indonesian
 
society 
 A strategy to reach these fishermen would increase their efficiency

through better boats, fishing gear and supporting services in areas where fish
 
are plentiful, but in other areas aquaculture and other area development
 
initiatives would be a more appropriate strategy.
 

(xix) Despite the scope for improving agricultural growth and the
 
poverty focus of existing agricultural programs, some of the poorest
 
households will still not be reached, due 
to their lack of capital

(particularly land), illiteracy, or geographical isolation. 
The Government
 
has therefore recognized the need to supplement ongoing subsectoral programs

with special programs specifically targeted at the poor. There are two basic
 
approaches. The Government is 
targeting areas through an area development

approach. In this regard, Government efforts to ensure the sustainability of
 
these programs through strengthening the implementation capacity of local
 
governments and developing techniques that can be replicated through regular

sectoral programs will be important. The Government is also targeting poverty
 
groups through an ongoing pilot project supported by FAO/UNDP, Income
 
Generating Project for Small Farmers (P4K). 
 The P4K has much to offer as an
 
instrument for reaching the poor, and therefore, merits support.
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Improving Social and Basic Services for the Poor
 

(xx) 
 Improving access to and the consumption of basic services
(education, health, family planning and water supply and sanitation) is 
a
necessary condition for the Government's poverty reduction programs 
to be
successful in the long run. 
 These interventions address the most 
severe
consequences of being poor. 
 But they also constitute investments in human
capital which provide the basis for long-term poverty reduction.
 

(xxi) Education plays an important role in reducing poverty over the
long term, by providing the poor with the skills necessary to raise their
productivity and incomes. 
 Primary education or its equivalent are critical
for this, as 
shown by the high social 
rates of return to primary school
education in Indonesia. In the 
past decade, the Government has made a
concerted effort to improve the availability of education. 
This program has
succeeded in providing access 
to primary schooling to virtually all Indonesian
children of primary school age. 
 This expansion of primary schooling is one of
the most successful cases of large-scale school system expansion on record.
 

(xxii) 
 The nearly complete ioverage of primary schooling leaves little
room for differentials in enrollment by income class. 
 Equalizing educational
opportunities at primary level is, therefore, principally an 
issue of
equalizing the quality of education. 
Income-related quality differentials
still remain in both prinary and secondary education. One indicator is
primary school repetition rates, which vary across provinces. 
The differences
in quality arise from differences in the capacity of individual communities 
to
supplement limited budgetary resources. 
 Thus, those communities or
individuals that cannot afford to pay higher fees face 
a lower quality of
education because their schools do not have the complemetary inputs necessary
to improve education quality. The problem is that the allocation of Central
Government funds for primary education does not currently compensate for the
inability of poor areas 
to mobilize local resources.
 

(xxiii) The Government has stated its commitment to raising the quality
of basic education under REPELITA V. 
Two policy measures would help improve
the access of the poor to 
the full benefits of education. First, while
primary school enrollment is virtually complete, there 
is evidence that
inability to pay the costs of schooling increases primary school drop-out
rates among the poor and is 
a deterrent to school attendance among the poor at
higher levels of schooling. The Government might consider providing financial
support 
to the poor for this purpose. Second, there is scope 
to improve the
quality of primary and secondary education provided to poor children and in
poor areas. The most important needs are 
for adequate financing of essential
supplies such as textbooks, teacher's manuals and chalk together with
improving teacher quality through in-service training. Some reorientation of
budgetary priorities within the education sector would therefore be
appropriate. In particular, increasing budgetary outlays for improving the
quality of primary education, while restraining the growth of public
expenditures and increasing cost recovery for higher education, would improve
the efficiency and equity of the system. 
In addition, it will be essential to
develop a proper mechanism for directing larger subsidies 
to primary schools
 
in poor communities.
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(xxiv) Non-formal education (NFE) also has a role to play in poverty
 
reduction. First, there is a close association between illiteracy and
 
poverty. About one third of the poor are lliterate and almost 50% of the
 
poor above the age of 29 are illiterate. Second, since the rapid expansion in
 
primary school enrollments occurred only in the early 1980s, many older
 
Indonesians have not had the opportunity to acquire the basic education skills
 
needed to participate actively in the labor market. The Government has a
 
number of programs designed to teach basic literacy and numeracy, raise
 
community awareness, and support local income generating activities. The
 
options to improve NFE during the REPELITA V period include: (a) expanding
 
the resources available to these NFE programs; (b) increasing the number of
 
extension workers, as well as improve their 
training in the income generating
 
aspects of NFE programs; and (c) targeting NFE activities to those areas where
 
poverty is the highest.
 

(xxv) Indonesia's record of mortality reduction has been solid and
 
impressive. A key indicator is infant mortality, which has been roughly
 
halved in the past two decades. However, the poor have benefited less from
 
the progress in mortality reduction than the nonpoor. In addition, the sick
 
poor use 
fewer modern curative health services than the nonpoor. Most of this
 
difference in outpatient visits is due to the higher use of high-quality
 
providers (doctors and hospitals) among the nonpoor. Hospital admission rates
 
for the nonpoor average three times those of the poor. Moreover, overall
 
these rates are extremely low in Indonesia, even for the nonpoor, compared to
 
levels prevailing in other countries.
 

(xxvi) The low level of utilization of health services by the poor in
 
Indonesia indicates a need to improve access by enhancing both the quality and
 
quantity of available services. High priority needs to be given to raising
 
recurrent expenditure on operations and maintenance inputs necessary to
 
provide adequate service through fixed facilities and to improve the
 
logistical support to preventive health facilities in t.._ villages (POSYANDU).
 
Key components of the effort to raise quality include: fedistribution of
 
specialist doctors from tertiary to lower level hospitals; increasing the
 
supply of medical and paramedical staff to understaffed health centers;
 
increasing the supply of health center drugs, which presently cover about
 
three-quarters of annual requirements; and increasing the operational budget
 
of health centers to ensure sufficient funds for travel in support of POSYANDU
 
activities. On the investment side, priority could bp given to increasing the
 
supply of community health centers and subcenters in order to reduce travel
 
time in poorer areas with more dispersed populations. Important steps were
 
taken in this direction in the 1990/91 Budget; ensuring the implementation of
 
these plans and adequate funding for operations and maintenance to new
 
facilities will be important to the success of the effort.
 

(xxvi) Malnutrition increases the susceptibility to disease; it also
 
affects school attendance and performance among children and labor
 
productivity among adults. During the last decade, the incidence of
 
malnutrition has declined ttiroughout Indonesia, although it still remains high
 
in some areas. The Government's nutrition program, which is now administered
 
primarily through the POSYANDU, has two basic components: (i) a monthly
 
weighing program; and (ii) IEC (information, education, and communication)
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activities. 
During REPELITA V, the Government is committed to enhancing the

effectiveness of its nutrition program. 
The most important improvement in the

nutrition program would be the introduction of more effective supplemental

feeding for children who suffer from severe malnutrition. Also, the

Government's program could be better targeted by concentrating available
 
resources and staff support on those 
areas where the 
incidence of malnutrition

is high. Ensuring adequate logistical support from the health center network

in these areas would make 
an important contribution to strengthening the
 
program.
 

(xxviii) 
 Improved water supply and sanitation in rural areas can have

wide-ranging health, economic, social and environmental benefits. The
 
greatest effect on health from the provision of rural water supply and

sanitation (RWSS) is likely to come from improved sanitation facilities and an

increase in water quantity. Furthermore, the benefits of RWSS can be
especially important for women and children, as 
they play a major role in

c.zrying water. RWSS service levels are 
low in Indonesia, with available
 
coverage favoring water supply over sanitation and the nonpoor over the poor.
The Government has committed itself to making an intensified effort in

REPELITA V to increase substantially the coverage of RWSS. Options to
 
increase coverage include: (a) a clear definition of institutional
 
responsibilities and an effective coordinating mechanism; (b) the use 
of lowcost appropriate technology; (c) the use of a cost recovery mechanism to

provide funds for the operations and maintenance of these systems with the
capital cost provided through the INPRES program; and (d) the use of
 
community-based groups in implementation to encourage local acceptance,
provide education about health benefits, and help overcome the financial and
 
staffing constraints of the Government.
 

(xxix) 
 Progress has been made in improving access to safe drinking
water in urban areas but disparities remain in the access between poor and
 
nonpoor households. The situation for the poor is becoming critical,

especially in the larger cities and the role of standpipes or a viable

alternative has become increasingly important. Recognizing this, the

Government has recently embarked on a major initiative to 
improve the access

of the urban poor to water at affordable prices, involving a dramatic increase

in the number of standpipes and deregulating the sale of water in Jakarta.

Consolidating these initiatives into a long term solution to the water needs
of the poor requires a further increase in the number of pub]ic standpipes, a
strengthening of procedures for their operations and maintenance, and changes

in the financing mechanism for the public standpipes program.
 

(xxx) 
 Human waste disposal is generally unsanitary in Indonesian
 
cities. 
 This can have adverse effects upon human health, especially in

crowded and congested urban areas. 
 As with water, there is a disparity
between the poor and the nonpoor, with almost one 
third of poor households
 
indicating that they do not use formal sanitation facilities. Despite the
need for and availability of appropriate technology, public expenditures 
on

sanitation have lagged. The Government plans to give greater priority to the
improvement of urban sanitation during REPELITA V. 
The focus will need to be
 on providing more and better toilets for poor households with on-site

disposal. 
 This could include the adoption of appropriate technologies on a

larger scale, clarification of institutional roles, formulation of a list of
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priority areas within cities, and greater involvement of the community. 
It is
also important to 
improve the knowledge of poor urban residents about the

benefits of sanitary disposal of human waste.
 

(xxxi) The Kampung Improvement Prograiq _(KIP) is a nationwide program

for upgrading urban villages, particularly ii.lower-income communities and is,
therefore an important mechanism for improving basic services for the urban
 
poor. It provides a range of infrastructure at minimal standards including

local roads, footpaths, drainage, water supply, public sanitation facilities

and solid waste collection. 
 In the past, this program has successfully

focused on badly serviced areas 
in a number cf cities. Recognizing its

potential to address the needs 
of lower incoire groups, the Government is

increasing its expenditures on the KIP progrtu during REPELITA V. 
The

effectiveness of expenditures in this area 
cculd be raised by more fully

addressing community priorities, which is 
likely to result in more funding

being allocated to sanitaticn, solid waste oi 
water supply where the needs of

the poor are the greatest. 
 In order to impro'e the performance of these
 
components, it will also be important to make complementary improvements to

primary systems outside the kampung and to pr)vide adequate funding for
 
operations and maintenance.
 

(xxxii) 
 Since the formation of the Nati mnal Urban Development

Corporation (PERUMNAS) to produce low cost housing and a home ownership

financing program through the State Savings aild Housing Bank (BTN) in 1974,
Government housing programs have evolved from a relatively marginal activity

to an important part of the housing market. 
 During the REPELITA V period, the
Government is undertaking efforts to 
target Givernment housing expenditures

and in particular, subsidies more effectively 
to the poor. Several factors

will be important to this effort. 
 First, con:ideration could be given to
 
expanding the range of housing products to make them more 
affordable and

accessible to lower-income groups. Second, Government financing of low
cost/low-income rental housing also would assist the poor. 
Third, while

significant steps have been taken to 
lower inlerest rate subsidies, the
 
subsidies are not well targeted to 
the poor aid need to be eliminated. To
reach the poor, Government efforts could be directed towards the KIP program,
which could be better targeted on low-income households. Finally, changes in

the regulatory environment affecting the housing sector, such as 
improving

land administration and adopting appropriate cdesign and construction
 
standards, would also serve 
to help the poor.
 

Developing an Institutional Framework for Pove.rty Reduction
 

(x'iii) Given that the 
causes and.consecuences of poverty are multi
dimensional, antipoverty programs 
are by natule intersectoral. Formulating

and implementing these programs necessarily entails the active involvement of
 
many individual ministries, Government agencies, local-level governments, and
community groups. International experience indicates that coordination is
 
among the most difficult of government functions. Therefore, minimizing the

need for intersectoral coordination during implementation will be an important

factor in the success of antipoverty programs. Ex-ante planning for this

should be 
an explicit objective of the Government in order to minimize
 
difficulties in the execution of its poverty programs. 
In this regard, the
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Government could establish a focal point in BAPPENAS to undertake these
 
functions. Also in the line agencies, incorporating poverty reduction
 
explicitly into a number of sectoral programs would help to 
ensure that
 
mainline programs reach the poor more effectively. Finally in lower-level
 
governments, there is a need to raise 
awareness of the Government's overall
 
poverty-reduction strategy and in many cases strengthen planning and
 
implementation capacity.
 

(xxxiv) This report has also identified a number of areas where
 
community group could play a larger role in the design and implementation of
 
poverty programs. Currently, there are a wide variety of community

organizations in Indonesia: community self-help organizations; agencies that
 
promote commu.ity self-help groups; religious, university, service and
 
professional associations; and semigovernmentri organizations. These
 
organizations have already made important contributions to national
 
development, which could serve 
as models for future collaboration with the
 
Government in antipoverty programs. In family planning, private agencies have
 
played a significant innovative rol. Semigovernmental and social
 
organizations have also made important contributions in improving health; most
 
notab)y, the POSYANDU network relies almost exclusively on the Family Welfare
 
Movement (PKK) at the village level. In irrigation, water users'
 
associations, supported by the Ministry of Public Works, are beginning to play
 
a larger role in maintaining and improving small-scale irrigation systems.
 

(xxxv) The Government has begun to recognize the importance of
 
involving community groups more actively in its development programs. Both
 
the Guidelines for State Policy (GBHN) and REPELITA V stress the need for more
 
community participation. The Government could consider several initiatives
 
during the REPELITA V period to foster community participation in the design
 
and delivery of its poverty reduction programs: (i) allowing these
 
organizations more scope for initiative is important first step;
an 

(ii) continuing Government efforts to strengthen the Village Community
 
Resilience Committee (LKMD) and PKK and make 
them more participatory; and
 
(iii) expanding the use of community groups as consultants for training ane.
 
assistance in community development, which will also help to educate
 
Government officials about these groups and their potential usefulness. In
 
the 1990/91 Budget, the Government took steps to strengthen village-level
 
groups and foster more community participation.
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UNICEF Study
 
Finds Improving Conditions
 

For World's Children
 
Fewer children will die preventable deaths during the 1990s
 
according to The State of the World's Children report. The
 
annual data released by the United Nations Children's Fund
 
(UNICEF) on December 20, 1990 noted that during this
 
decade more children will be immunized and fewer will die
 
before the age of 5 years, thus improving their chances for
 
survival.
 

In 1981 only 15 percent of the children in the developing
 
world were immunized. Today 80 percent of the chihren
 
receive the necessary shots. Likewise, in the area of i.fant
 
mortality, tremendous progress has been made. As we eater
 
the new decade, a majority of countries in the developing
 
world have been successful in lowering their infant mortAlity
 
rate to 140 per thousand, a level at which experience shows parents have confidence that
 

their children will survive and they begin to linit the size of their families. 

The report which was released simultaneously forn Berlin, Germany and Nairobi, 
Kenya also focused on the outcome of the histor.c World Summit on Children held 
September 29-30 and attended by 71 heads of state. Referring to this meeting, 
UNICEF's executive director, James P. Grant ,jrged world leaders to honor the 
commitments made at the Summit to save and improve the lives of as many as 50 
million children during the 1990s. "There co.,ild be no better measure of that 
conumitment," states the report, "than progress towards the goals which a majority 
of the world's political leaders -- from both industrialized and developing worlds 
-- have already considered and endorsed." 

The world leaders that attended the Summit gathering adopted more than 20 
specific new goals for the year 2000. These include a one-third reduction in child 
deaths, a halving of child malnutrition, primary schooling for at least 80 percent of 
the poor world's children and a halving of the maternal mortality rate in developing 
countries. The heads of state also agreed to strive for universal observance of the 
Convention on the Rights of the Child which to daie has been ratified by 67 
countries and signed by 134. The Staic of the World's Children report includes the 
full texts of the Summit Declaration and Plan of Action and the Convention on the 
Rights of the Child. 

"In sum," said Grant, "a great promise has been made to the children of the 1990s. 
Whether that promise will be kept is a question which will be answered not by the 
declarations of a day but by the deeds of a decade." 

Copies of the report are available by writing to the US Committee for UNICEF, 
100 Maryland Avenue, NE, Box 36, Washington, DC 20002. 
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PRESS BRIEFING NOTICE: 
 Editor and contributing author Shafiqul Islam, Senior Fellowfor International Finance at the Council on Foreign Relations, contributing author MasanichiHanabusa, Consul-General of Japan in New York and Stcplh -Quik,Exec,,tve Dire.tor ofthe Joint-Econonmc Cmm'ttee will discuss Yen for Development: Japanesef oreign Aid andthe PoliticsoltBurden.Sharing on Tuesday, March 19, 1991 at 9:30 am at the National PressClub, National Press Building, 13th Floor, Zenger Room, 14 & F Streets, NW, Washington,D.C. Books will be available at 'hat time. If you wish to attend, please contact the PublicAffairs Office at (212) 7"44-Wa'o by March 14. 

NEW STUDY SEES FOREIGN AID AS

AREA FOR U.S.-JAPAN COOPERATION
 

New York, NY, March 1, 1991 - Japan's hesitant response to the Allied efforts in the
Persian Gulf has reinforced the long-held perception that Japan is a selfish superpower that 
prospers 	under U.S. protection while shirking its international responsibilities. For some 
years now, Japan has been trying to reshape its global role and image by reducing the gap
between its international commitments and economic capacity. One area where it has made 
the greatest strides in this effort is Third World development. 

Japan has replaced the U.S. as the world's largest provider of official development
assistance 	(ODA). It is now the top donor in 30 countries; it allocates 70 percent of its aid to
low-income countries (whereas Washington allocates less than 50 percent to those countries);
it gives more aid, mostly untied, to Sub-Saharan Africa than the United States does; and it
gives more money to environment-related projects than any other donor. For a country that 
was repaying its own World Bank debts until July 1990, this is an astounding feat. 

To examine Japan's expanding role in development cooperation and its implications for
Japan's global position and U.S.-Japan relations, the Council on Foreign Relations organized 
a study group and invited distinguished Japanese and American aid and foreign policy experts
to participate. The final outcome of that endeavor is a new Council study, Yen for Develop
ment: JapaneseForeignAid and the PoliticsofBurden-Sharing (Council on Foreign Rela
tions Press, March 1991). The study, edited by Shafiqul Islam, Senior Fellow for Interna
tional Finance at the Council on Foreign Relations, examines the myths and misinterpretations 

(more) 

58 EAST 68TH STREET, NEW YORK, NY 10021 0 TEL. (212) 734-0400 
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Yen for Development 

that cloud the policy debate on Japan's aid program, reviews the role of the Japanese 
private sector in the Third World, and explores ways Japan can further strengthen and 

broaden its leadership role in development ,.ooperation. One central conclusion of this 
volume is that while Japan's expanding commitment to the developing countries is 
enabling it to gradually assume greater global responsibility, it does not represent an 
answer to the burden-sharing issue as it is currently defined. 

While Yen forDevelopment points out that the global economics of development 

assistance do not fit well with the bilateral politics of burden-sharing, it identifies foreign 
aid as a potential area for U.S.-Japan cooperation and makes a number of concrete policy 

recommendations including: 

The policy debate on development assistance should focus more on the development 

needs of the recipients and less on the donor's narrow commercial interest. The 
discussion also should move away from ain excessive reliance on a simplistic 
quantitative indicator such as the ODA/GNT ratio and qualitative indicators such as 
the share of basic human needs outlays in total aid to evaluate donor performance; 
instead there should be greater emphasis on the central issue of what makes 

development aid more effective in promoting self-sustaining development. 

The U.S. Congress should abandon its efforts for pressuring Japan to expand its 

development assistance program to address the question of burden-sharing. As no 
feasible expansion of development assistance can resolve this issue, such efforts 
will only create greater bilateral tension. Indeed, the concept of global partnership 

may be a better guide to U.S. foreign policy in today's multipolar post-Cold War 
World than the concept of burden-sharing. 

* With a rapidly changing world, both Japan and the United States need to review and 

reform their foreign aid policies and programs. For Japan, the challenge is not to 
offer more money. It needs to allocate significant resources in developing human 
capital in order to strengthen its inadequate aid administrative capacity and assume 
a greater leadership role. For the United States, foreign aid policy should be re
oriented toward promoting development and away from fostering aid dependencies 
through "security charity" and "farm and arms assistance" programs. 

(more) 



Page Three
 
Yen for Development
 

The United States must learn to share responsibility, rights and influence in interna
tional financial and development institutions with other major nations, notably 
Japan. The tendency to hold on to political power while prodding Japan to 
shoulder more of the financial burden erodes the credibility of American leader
ship, weakens the effectiveness of these organizations and hinders the emergence 
of a new world order conducive to promoting global peace and prosperity. 

At a time when trade and investment frictions strain the bilateral relationship, 
development aid presents an opportunity for U.S.-Japan cooperation. Fruitful 
collaboration, however, will be possible only if the United States uoes not attempt to 
put "American minds to work with Japanese money," and both nations make a serious 
commitment to aid cooperation. Yen for Development: JapaneseForeignAid & the 
Politicsof Burden-Sharingis a timely and thought-provoking study that sheds new light 
on Japan's evolving global role dnd its implications for U.S. foreign policy. 

The Council on Foreign Relations, established in 1921, is a nonpartisan and non
profit membership organization dedicated to promoting improved understanding of U.S. 
foreign policy and international affairs through the free exchange of ideas. 
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A Report to tihe Senat/llouse Coiiuiiittees on tile Budget
The l conoiu ic and IBu(,eo't )tit look Fi.skcal 'ears 1992-1996A 
Congress of tile Uited States 
JIJ uary' 199.1. 

SUMMARY 

The downturn in the economy and rdcord outlays required to resolve 
failed banks and savings and loans will push the federal deficit near 
$300 billion in 1991. Not included in this estimate, but sure to add ta 
it, are the costs of Operation Desert Storm. After 1991, as these factors 
begin to fade and as the savings from last year's budget agreement 
grow, the budgetary picture should brighten. By 1995, assuming that 
the new legal limits on discretionary spending are maintained, the 
Congressional Budget Office (CBO) projects that the total federal defi
cit will fall below $100 billion for the first time in 15 years and below 1 
percent of gross national product (GNP) for the first time in 20 years. 

CBO's budget projections assume that the U.S. economy is now in 
a brief recession, which will continue into the spring. After that, the 
prospects for a solid recovery with low inflation are good. Real GNP is 
projected to be flat in 1991 (on a year-over-year basis) and to grow by 
about 3 percent a year in 1992 through 1996. 

THE BUDGET OUTLOOK 

The Omnibus Budget Reconciliation Act of 1990, enacted late last 
year, included a record of nearly $500 billion in deficit reduction mea
sures over the 1991-1995 period. The Budget Enforcement Act (Title 
XIII of the reconciliation act) established dollar limits on discretionary 
spending, a pay-as-you-go provision for most mandatory spending and 
revenues, and procedures to enforce these requirements. Although the 
Budget Enforcement Act does not contain fixed deficit targets, as were 
previously set in law, the spending cuts and tax increases contained in 
the reconciliation act should set the deficit on a downward trend after 
1991. 
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Deficit Projections for 1991-1996 

The budget baseline has traditionally been used to show what would
happen if current budgetary policies were continued without change.
For tax revenues and entitlement spending, the baseline generally as
sumes that laws now on the statute books will continue. For defense,
international, and domestic discretionary spending, the projections are
based on the most recent appropriations, increased only to keep pace
with inflation. Under baseline assumptions, the deficit in 1992 would
be the same as in 1991--$298 billion, or about 5 percent of GNP.
projected baseline deficit drops to $128 

The 
billion in 1995 but turns up

slightly in 1996, when $14 billion in spending reductions and tax 
increases are scheduled to expire (see Summary Table 1). 

SUMMARY TABLE 1. CBO DEFICIT PROJECTIONS 

(By fiscal year) 

1990 1991 1992 1993 1994 1995 1696 

In Billions of Dollars
 
Ba9cline Total Deficit 
 220 298 298 239 211 128 135 

Assuming Discretionary
 
Spending Limits'
Total deficit 220 298 284 215 160 57 56 

Deficit excluding
deposit insurance 162 194 186 167 135 103 99On-budget deficitb 277 360 354 294 258 170 185 

As a Percentage of GNP 
Baszline Total Deficit 4.1 5.3 5.0 3.7 3.1 1.8 1.8 

Assuming Discretionary 
Spending Limits& 

Total deficit 4.1 5.3 4.7 3.4 2.4 0.8 0.7 
Deficit excludingdeposit insurance 3.0 3.5On-budget deficitb 1.1 

3.1 2.6 2.0 1.4 1.36.4 5.9 4.6 3.8 2.3 2.4 

SOURCE: Congressional Budget Office. 
a. The discretionamy spending limits apply only through 1995. The 1996 figures are extrapolations. 

b. Social Security and the Postal Service are outside the budget. 

\7X
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The baseline no longer represents current budgetary policy,
however, because the dollar limits for discretionary appropriations are 
below the levels assumed in the baseline. Adhering to these limits will
require holding discretionary outlays below baseline levels by an 
estimated $13 billion in 1992, $22 billion in 1993, $46 billion in 1994,
and $62 billion in 1995. Although the statutory caps do not extend be
yond 1995, sticking to the caps through 1995 will also produce discre
tionary savings in 1996, as well as interest savings in all years. As
suming that discretionary spending is held to the caps, the deficit
would be $284 billion in 1992, $57 billion in 1995, and $56 billion in 
1996. By 1995, the deficit would fall to 1.8 percent of GNP in the
baseline and 0.8 percent of GNP if the discretionary spending caps are 
effective. 

While the total deficit measure discussed above has been the ex
clusive focus of attention in the past, two other defirit measures are 
now likely to be considered as well. The first is the deficit excluding
deposit insurance spending--the best simple measure of the govern
ment's effect on the economy. In both 1991 and 1992, about $100 bil
lion in federal spending will be required to close or subsidize the sale of 
insolvent savings and loan institutions and banks whose deposits have 
been insured by the federal government. By 1995 and 1996, however,
the federal government's proceeds from selling the assets of failed 
institutions will cause deposit insurance spending to turn negative.
These large year-to-year swings in deposit insurance spending do not 
represent changes in the federal government's effect on the economy
and have little impact on interest rates. Excluding deposit insurance,
the federal deficit is projected to rise from $162 billion in 1990 to $194 
billion in 1991 and to decline slowly thereafter, as shown in the Sum
mary Figure. In relation to the size of the economy, the deficit ex
cluding deposit insurance declines from 3.5 percent of GNP in 1991 to 
1.3 percent of GNP in 1996. 

The second deficit measure that will receive attention is the on
budget deficit, which excludes the receipts and outlays of the Postal 
Serv.ce and the two Social Security trust funds. Assuming adherence 
to the discretionary caps, this on-budget deficit would be $360 billion 
in 1991, $354 billion in 1992, and $185 billion in 1996. From the 
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standpoint of economic policy, however, the on-budget deficit is not 
meaningful. 

Changes in the Outlook Since July 

While the long-term budget picture has improved since CBO's budget 
report last July, the short-term outlook has worsened considerably.
The deficit reduction measures contained in the 1990 reconciliation act
will be overshadowed for several years by a worsening of the economic 
outlook, higher deposit insurance spending, and other factors. As in
dicated in Summary Table 2, CBO estimates that the policies in the 
1990 budget agreement will reduce the deficit by $33 billion in 1991,
$69 billion in 1992, and $160 billion 	in 1995, compared with CBO's 

Summary Figure. Billions of Dollars
 
Deficit Projections
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0100 Excluding 
_ ~Deposit
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SOURCE: 	 Congressional 0 L . . . ]
Budget Office. 1990 1992 1994 

NOTE: The projections include Social Security and the Postal Servicewhich are off-budget. 
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July baseline. Over the 1991-1995 period, the package saves an esti
mated $482 billion--$264 billion from spending cuts, $158 billion from 
tax increases, and $59 billion in resulting savings on debt service. 

For the next several years, however, changes in economic assump
tions and other factors overwhelm the policy changes. CBO's new eco
nomic assumptions have increased the projected deficit by $50 billion 
in 1991, $63 billion in 1992, and $79 billion in 1995. These figures re
flect both the current recession, which is temporary, and what appears 
to be a reduction in the economy's potenial rate of growth. 

SUMMARY TABLE 2. 	 CHANGES IN C30 DEFICIT PROJECTIONS 
SINCE JULY (By fiscal year, in billions of dollars) 

Cumulative 

1991 1992 1993 1994 1995 
Five-Year 
Changes 

July Baseline 232 238 196 145 138 n.a. 

Changes 
Policy changes

Revenues -18 -33 -32 -37 -39 -158 
Entitlements and other 

mandatory spending -9 -12 .16 -19 -19 -75 
Enact-d appropriations -6 -6 -9 -12 -13 -46 
Required reductions in 

discretionary spending n.a. -13 -22 .46 .62 -144 
Debt service savings 1 -4 -10 '17 .27 -.59 

Subtotal -33 .69 -89 -131 -160 -482 

Economic assumptions 50 63 63 70 79 n.a. 

Technical reestimates 
Deposit insurance 23 20 7 32 -44 n.a. 
Other 26 30 36 42 43 n.a. 

Subtotal 49 50 43 74 -1 n.a. 

Credit reform 0 2 3 2 a n.a. 

Total Changes 66 46 19 15 -81 n.a. 

Current Estimate Assuming 
Discretionary Spending Limita 298 284 215 160 57 n.a. 

SOURCE: Congressional Budget Office. 

NOTES: The projections include Social Security and the Postal Service, which are off-budget. 

,.a. = not applicable. 

a. Less than $500 million. 
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Changes in CBO's technical estimating assumptions have in
creased the projected deficits by an average of more than $50 billion 
per year in 1991 through 1994, but hav. reduced the deficit slightly in 
1995. This pattern minors the changes in deposit insurance estimates, 
which average $20 billion higher in 1991 through 1994, but are $44 
billion lower in 1995. In addition to upping the estimated short-run 
costs of the thrift bailout, CBO has substantially increased estimated 
spending in 1991 to deal with insolvent banks. CBO also projects 
faster growth in spending for Medicare and Medicaid. Other technical 
reestimates affect a wide variety of revenue sources and spending pro
grams and add significantly to the costs of debt service. 

THE 	ECONOMIC OUTLOOK 

CBO believes that the U.S. economy has slipped into its ninth reces
sion of the postwar period. Although the economic outlook is extra
ordinarily uncertain, this recession will probably be milder than the 
average downturn and will end by midyear. Several ftctors contribute 
to the likelihood of a relatively short recession: 

o 	 Inventories are relatively low compared with sales, and re
ductions in orders are therefore less likely than in previous 
recessions. 

o 	 Real exports are expected to remain strong as a result of the 
dollar's decline and a healthy growth in foreign demand. 

o 	 The war in the Persian Gulf is not likely to generate large 
disruptions in oil supplies. 

0 	 Inflation is lower than at the onset of earlier recessions, 
thereby permitting a further easing of monetary policy. 

Forecast for 1991 and 1992 

CBO's economic forecast incorporates a decline in economic activity in 
the fourth quarter of 1990 and the first quarter of 1991. Between the 
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fourth quarters of 1990 and 1991, real GNP is projected to grow by 
about 1 percent (see Summary Table 3). Because the recession will 
expand the gap between actual production and the economy's capacity, 

SUMMARY TABLE 3. 	 COMPARISON OF CBO AND BLUE CHIP
 
SHORT-RUN ECONOMIC FORECASTS
 

Estimated 	 Forecast 
1990 1991 	 1992
 

Fourth Quarter to Fourth Quarter 
(Percentage change) 

Real GNP 
CBO 0.2 1.3 3.4
Blue Chip 0.2 0.9 2.8 

Implicit GNP Deflator 
CBO 4.4 4.1 3.6
Blue Chip 	 4.5 4.0 3.6 

Consumer Price Index (CPI-U)a
CBO 6.1 4.0 3.5 
Blue Chip 	 6.2 4.1 4.0 

Calendar-Year Averages 
(Percent) 

Civilian Unemployment Rate 
CBO 5.5 6.8 6.4
Blue Chip 5.5 6.5 6.3 

Three-Month Treasury Bill Rate 
CBO 7.5 6.6 7.0 
Blue Chip 7.5 6.3 6.5 

Ten-Year Treasury Note Rate 
CBO 	 8.6 7.9 7.7 
Blue Chip 8.6 7.8 8.0 

SOURCES: 	 Congreasional Budget Office; Eggert Economic Enterprines, Inc., Blue Chip Economic 
Indicators (January 10, 1991); Department of Commerce, Bureau of Economic Analysis;
Department of Labor, Bureau of Labor Statistics. 

a. CPI-U is the consumer price index for all urban consumers. 

b 	 Blue Chip does not project a10-year note rate. The values shown here are based on the Blue Chip
projection of the Aaa bond rate, adjusted by CBO to reflect the estimated spread between Aaa bonds 
and 10-year Treasury notes. 
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higher growth will mark the recovery, as the economy catches up to its 
potential. For 1992, the growth rate is expected to rise to about 31 
percent. 

The pain of a recession, however, will produce the traditional bene
fits of reduced inflation and lower long-term interest rates. The in
flation rale is likely to remain between 3 percent and 4 percent on a 
sustained basis--significantly lower than it was during most of the 
1980s. The interest rate on 10-year Treasury notes, which averaged
8.6 percent in 1990, is expected to fall to 7.9 percent in 1991 and re
main low. Short-term interest rates should remain relatively low in 
the near term as the Federal Reserve continues to relax monetary poli
cy, but will rebound as the economy recovers. 

Projections for 1993-1996 

CBO does not try to forecast short-term fluctuations in the economy 
more than two years into the future. Instead, for the 1993-1996 period, 
CBO makes projections based on trends in variables such as labor 
supply, productivity, and saving rates. CBO projects that potential 
GNP will grow on average by about 2 percent a year. This projection,
which is slightly lower than CBO's estimates of last summer, reflects 
the July revisions to the national income accounts, which suggest that 
productivity has been growing more slowly in recent years than earlier 
reports had indicated. The projection of potential output also takes 
account of the expected slowing in the growth of the labor force, as well 
as the increase in the capital stock that will stem from reductions in 
the federal deficit. Real GNP is projected to grow at an average rate of 
2.8 percent over the 1993-1996 period to close the gap between actual 
and potential GNP opened up by the recession (see Summary Table 4). 

CBO's long-run projections of interest rates are set by reference to 
the historical pattern of interest rates and increases in national 
wealth. The reduction in the federal deficit will increase saving and 
capital formation, but increased European capital demands will offset 
the resulting downward pressure on interest rates. As a result, CBO 
projects real short-term interest rates in the mid-1990s of about 2 
percent, and real long-term rates about 1J percentage points higher. 
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SUMMARY TABLE 4. 	 MEDIUM-TERM ECONOMIC PROJECTIONS FOR
CALENDAR YEARS 1993 THROUGH 1996 

Estimated Forecast Proiected 
1990 1991 1993 1995
1992 1994 1996
 

Nominal GNP
 
(Billions of dollars) 5,467 6,107 6,919
5,700 6,505 7,358 7,824 

Nominal GNP 
(Percentage change) 5 1 7.1 6.44.3 6.5 6.3 6.3 

Real GNP
 
(Percentage change) 0.9 3.3
0.0 2.9 2.8 2.7 2.7 

Implicit GNP Deflator 
(Percentage change) 4.2 4.3 3.7 3.5 3.5 3.5 3.5
 
Fixed-Weighted GNP Price
 
Index (Percentage change) 
 4.6 4.6 3.8 3.8 3.8 3.8 3.8 

CPI-U (Percentage change) 5.4 4.9 3.5 3.6 3.6 3.6 3.6 

Unemployment Rate 
(Percent) 	 5.5 6.8 6.4 6.2 6.0 5.8 5.6 

Three-Month Treasury
Bill Rate (Percent) 7.5 6.6 7.0 6.7 6.3 5.9 5.7 

Ten-Year Treasury Note 
Rate (Percent) 8.6 7.9 7.7 7.6 7.4 7.3 7.2 

SOURCE: Congressional Budget Office. 

NOTE: CPI-U is the consumer price index for all urban consumers. 

CONCLUSION 

CBO's economic forecast is slightly more optimistic than the current 
Blue Chip average, as Summary Table 3 shows. The 50 or indiso
vidual forecasts that make up the average, however, dre more widely
dispersed than normal, reflecting the unusual uncertainty prevailing
today. Military and political analysts cannot foretell the course of the 
war or the shape of the postwar Middle East. Similarly, economists are
notoriously poor at predicting the path of the economy near turning 

7. 
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points in the business cycle. In addition, there is a good deal of un
certainty about whether banks and other financial institutions are in a 
position to extend sufficient credit to the rest of the U.S. economy. 

Fortunately, the Budget Enforcement Act has partly insulated the 
budget process from these unpredictable factors. It adjusts the deficit 
targets for economic and technical changes and no longer promises to 
balance the budget by a certain date. It exempts deposit insurance 
spending from the requirement that increases in mandatory spending
be offset by other spending cuts or tax increases. And it exempts emer
gency spending--such as the cost of operations in the Persian Gulf-
from the discretionary spending limits and pay-as-you-go require
ments. If fiscal policy is kept on its current course, the deficit should 
shrink significantly in a few years, even if it suffers further reverses in 
the meantime. 



THE WHITE HOUSE
 

Office of the Press Secre:ary
 

For Immediate Release February 22, 1991
 

The President today transmitted to the Congress a request

for supplemental defense appropriations in support of Operation
 
Desert Shield/Desert Storm.
 

The requested supplemental is for the estimated incremental
 
costs of Operation Desert Shield/Storm for the period

October 1, 1990 through Marcii 31,_1991. It is comprised of two
 
basic elements:
 

(1) Working Capital: $15 billion in budget authority to
 
establish and fund the Desert Shield Working Canital Xccount.
 

This account would be funded initially by resources from
 
the United States Government. Its funds would be available
 
for transfer by the Secretary of Defense, with the approval

of the Office of Management and Budget, in order to
 
maintain continuity of payment for the incremental costs of
 
Operation Desert Shield/Storm.
 

The Working Capital Account would be replenished by foreign

contributions as funds become available from the Defense
 
Cooperation Account. Any balance in the Working Capital

Account available after payment of all Desert Shield/Storm
 
incremental costs would revert to the Treasury.
 

NOTE: This $15 billion request is approximately equal to
 
the (net) Desert Shield "placeholder" already included in
 
the President's Budget and in the associated deficit
 
estimates.
 

(2) Foreign Contributions: Authority to transfer funds from
 
the Defense Cooperation Account, the purpose of which is to
 
hold current and anticipated foreign contributions.
 

Such transfers would be made by the Secretary of Defense,

with the approval of the Office of Management and Budget,
 
to reimburse defense appropriation accounts depleted by the
 
incremental costs of Operation Desert Shield/Storm.
 

NOTE: The Defense Cooperation Account currently holds
 
$11.2 billion in foreign cash contributions received.
 
Additional foreign contributions committed to Operation

Desert Shield/Desert Storm, but not yet received, total
 
$38.6 billion.
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Background
 

The Omnibus Reconciliation Act of 1990 provided that:
 

"The costs for Operation Desert Shield are to be
treated as emergency funding requirements not subject
to the defense spending limits. 
. . . Emergency
Desert Shield costs mean those incremental costsassociated with the increase in operations in the
Middle East and do not include costs that would be
experienced by the Department of Defense as part of
its normal operations absent Operation Desert
 
Shield."
 

In applying %he Desert Shield "incremental cost" standard,
estimates have been developed for the following categories -with incremental costs 
as noted:
 

o (S billion)For the period October 1, 1990 
-
December 31, 1990 
(i.e., the
 
first quarter of FY'91 

prior to combat), incremental
 
costs already incurred (NOTE:

Total incremental costs for the
 
period August 2, 1990 
-

December 31, 
1990 are $11.1 billion,

for which $2 billion has already

been appropriated in an FY'90

supplemental.) 
. . .
 0.100 
 9.1
 

o 
 For the period January 1, 1991 
-

March 31, 
1991, incremental costs
 
of reserve call-up, imminent
 
danger pay, transportation, fuel,

in-country costs, and support for
 
over S-0,000 personnel (i.e., the
 
"base" incremental costs for the
 
second quarter pf FY'91 

excluding the costs of combat,

which began in this quarter) . . . 0.137 12.3 

o Additional costs of combat,

which commenced on January 16,
 
1991; which can vary widely

day-to-day depending on tactics,
 
enemy conduct, weather, etc.;

and which cannot be definitively

estimated with respect to the

future . . . 0.150-1.650 
 N.A.
 

MORE
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(billions) 
o Specifically-identified 

near-term investment requirements 
necessary: (a) to move back 
toward previously-planned
inventory levels for selected 
munitions and expendables; and 
(b) to accelerate acquisition of 
combat support equipment and 
weapons systems modifications . . . N.A. 6.4 

o Incremental in-theater costs 
during orderly post-combat 
phasedown . . . N.A. 7.0 

o Return of personnel and 
equipment, as appropriate 
(including return of ready 
reserve fleet to non-deployed 
status and payment for reservist 
accrued leave) . . . N.A. 5.2 

NOTE: Supporting detail for these estimates is being provided

directly to the Appropriations Committees and will be discussed
 
in Hearings that commence on February 26. The Administration
 
has indicated that it is willing to provide relevant cost (and

foreign contribution) data to the Congress routinely during

Operation Desert Shield/Storm.
 

Transfers from the Working Capital and Defense Cooperation

Accounts would be to accounts associated with each of the
 
foregoing categories, in the approximate order of their
 
presentation abovc.
 

The incremental costs for the period October 1, 1990 -

March 31, 1991 (plus redeployment and return) total nearly

$40 billion p~us the incremental cgsts of combat, which cannot be
 
definitively estimated at this Doint.
 

Total foreign commitments through March 31, 1991 total
 
$53.5 billion, including in-kind contributions. (See attached
 
tables.) If foreign commitments are fully honored, and if
 
hostilities end by March 31, the $15 billion Working Capital
 
account should be sufficient to cover the U.S. share of
 
increnental costs. If these conditions are not met, however, it
 
may be necessary to seek additional foreign contributions and
 
U.S. appropriations.
 

Attachments: Tables r& foreign contributions.
 



TABLE 1 

DESERT SHIELD: CY 1990 AND 1991 FOREIGN COMMITMENTS TO THE U.S. 11 
(Millions of Dollars) 

Commitments Receipts Future 
1990 1991 Total Cash 2/ In-kind Total Receipts 

GCC STATES 6,845 2900 .5,845 8,827 1,716 14 25,31 
SAUDI ARABIA 
KUWAIT 

3,339 
2,506 

13.500 
13.500 

16.839 
16.006 

4.457 
3.500 

1.566 
10 

6.023 
3.510 

10,816 
12,496 

UAE 1,000 2,000 31 3.000 870 140 1.010 1.990 

GERMANY 1.072 5.500 6,572 2,432 531 2.963 3,6C? 
JAPAN 1.740 4/ 9.000 5/ 10,740 866 457 1.323 9.417 

KOREA 80 61 305 385 50 21 71 314 

OTHERS 33 3 3 

TOTAL 9.740 43.805 53.545 12,175 2.28 14.903 38.642 

11 Data compiled by OMB. Sources of data: Commitments -- Defense, Stata, Treasury; 
Cash received--Treasury: Receipts and value of in-kind assistance -- Defens, 

21 $1 billion has been released from the Defense Cooperation Account to Defense in accordance with the FY '91 
Appropriations Act. 

3/ An additional amount above the $2 billion is under discussion.
 
4/ Japan pledged $20 million to other coalition forces for total contributions of $2 billion.
 
5! Under consideration by Diet.
 
61 Korea pledged $15 million to other coalition forces for total contributions of $95 million.
 



TABLE 2 

DESERT SHIELD: CY 1990 FOREIGN COMMITMENTS TO THE U.S. 11 
(Millions of Dollars) 

Receipts Future 
Commitments Cash 2/ In-kind Total Recelpis 

GCC STATES 6.845 4177 971 5,148 1.697 
SAUDI ARABIA 3.339 807 854 1.661 1,678 3/
KUWAIT 2,506 2,500 6 2.506 
UAE 	 1.000 870 111 981 19 31 

GERMANY 1,072 	 272 531 803 269 41 
JAPAN 	 1,740 866 1.32351 	 457 417 41 

KOREA 	 80 6/ 50 21 71 9 41 

OTHERS 	 3 3 3 

TOTAL 9,740 	 5.365 1.983 7,348 2.392 
IU.S. Share of CY 1990Incremental Costs 1.354 

STotalCY 1990 

Incremental Costs 11,0941 	 I 
11 	 Data compiled by OMB. Souhces of data: Commitments for August - December 31 - Defense, State. Treasury; 

Cash received-Treasury; Receipts and value of In-kind assistance - Defense; Total cost for August -
December 31 -- Defense. 

2/ $1 billion has been released from the Defense Cooperation Account to Defense In accordance with the FY '91 
Appropriations Act. 

3/ Cash reimbursement from Saudi Arabia and UAE awaiting bill from Defense. Saudi reinmbursement Includes 
enroute transportation through December for lhe second deployment and In-theater 
expenses for food, building materials, fuel, and support.

4/ In-kind assistance from Germany, Japan. and Korea. Orders made and receipt of goods expected soon. 
51 Japan pledged $260 million to other coalition forces for total contributions of $2 billion. 
61 Korea pledged $15 million to other coalition forces for total contributions of $95 million. 



TABLE 3 

DESERT SHIELD MILITARY ASSISTANCE
 
CY 1991 (JAN 1 - MAR 31) COMMITMENTS
 

(Millions of Dollars) 

Commit- Receipts Future 
ments Cash In-kind Total Receipts 

GCC STATES 297000 44650 745 5 23.60
SAUDI ARABIA 13,500 3.650 712 4,362 9,138
KUWAIT 13,500 1.000 4 1.004 12.496 
UAE 2,000 11 29 29 1.971 

GERMANY 5.500 2.160 2,160 3.340 
JAPAN 9,000 2/ 9.000 
KOREA 305 
 305
 

OTHERS
 

TOTAL 43,805 6.810 745 7.555 36,250 

1/ An additional amount above the $2 billion is under discussion. 
2/ Under consideration by Diet. 



A CONSIDERED OPINION
 

Back to Budget Basics
 

by George L. Perry
 

It is time to put aside the debate 
over the budget deficit that has pre-

occupied Congress and the administra-
tion for so long. There is only 9o much 
time and energy available to expend on 
economic and social legislation. The 
consensus needed to legislate in our 
political system can take only a limited 
amount of strain, and fighting over 
how to reduce deficits has tested that 
limit. Even though we are not headed 
for the budget surplus that many 
economists would like, the deficit is
under adequate control for now, and 

other important economic and social 
matters demand thc attention of legis-
lators./ 

The idea that deficits are under con-
trol d serves a little explaining. After 
all, this year's deficit will be a record 
$300-plus billion. But the current 
deficit is not the issue. It will be large 
both because economic activity is 
weakening, automatically cutting rev-
enues and raising transfer payments, 
and because this year's deficit reduc-
tion agreement contained only small 
budget savings at the start. Steadily de-
clining deficits in subsequent years 
lead to a projected surplus by 1995. 

Although this longer-run path is 
what matters, it is fair to ask why any-
one should believe it will happen. Past 
deficit projections under Gramm-Rud-
man-Hollings have never been met or 
even approached. But those projec-
tions specified only a wish list of 
deficits, with no spending or tax pro-
grams to achieve them. The new 
agreement specifies realistic and en-
forceable expenditure ceilings. Within 
broad expenditure categories, spend-
ing more on some program requires ei-
ther spending less on another or 
adding new revenue. This leaves room 
for budget mischief, but not too much. 

The official deficit projections still 
make unduly favorable economic as-

/
/ 


ital gains. There are plenty of argu
- ments to be made on all sides of the 

capital gains issue. But what cannot be 
disputed is that a capital gains prefer
ence will open a new tax shelter indus

!. ,_2, try that was largely closed by the 1986 
tax reform. If tax shelters again be
come important to private decisions, a 
lot of investment funds will go not 
where they are most productive but 
where they are most sheltered from 

. taxes. Such misdirection of funds 

. 
/ 

.,of 

would undo many billions of dollars
deficit reduction in its effect on 

. . growth and productivity. 
Even more important, reopening 

the budget deficit would push other 
* important issues off the political agen

.. da. We need to find was to contain 
the price and total cost of health care to 

sumptions and include a surplus after slow consumer price inflation and the 
1993 for the thrift bailout. After adjust- growing demands of medical care on 
ing for these, the projected 1995 deficit the federal budget. At the same time, 
at high employment is 1 percent to 1 ., we should look hard for ways to re
percent of GNP. That may not be opti-
mal fiscal policy. But it is a high-em-
ployment deficit only slightly larger 
than in the 1960s and 1970s, and well 
below the average of the 1980s. 

Reopening the deficit debate would 
run a serious risk of being counterpro-
ductive if Democrats and Republicans 
started horsetrading over tax changes. 
You do not have to believe in the sup-
ply-side tooth fairy to prefer a tax sys-
tem with a broader base, lower rates, 
and no loopholes to its opposite. Yet 
any attempt by the Democrats to raise 
more income tax revenues from upper 
income groups will renew the Repub-
licans' drive to cut the tax rate on cap-

George L. Perry is a seniorfellow in the 
Brookings Economic Studies piogram. 
lie directs the Brookings Panel ot; Fco-
nomic Activity with William C. 
Brainard. 

duce the risk for the 30-odd million 
Americans now without medical in
surance. The financial crisis of the 
thrift industry is extending to other 
financial insitutions that made bad 
real estate loans. The government 
needs to review its place in insuring 
and regulating such institutions as it 
considers overhaul of the banking sys
tem. Eastern Europe and the Soviet 
Union need our help in moving to 
democratic market economies. At 
home the problems of crime, drugs, 
and homelessness and the needs for 
better education and infrastructure all 
vie for our lawmakers' attention. 

Some ot these issues will cost addi
tional money, others may save. But all 
deserve more attention than they' have 
been getting during the past several 
years of unending budget crises. 
Congress and the administration can 
now afford to put the budget deficit is
sue aside, and they should. Z 
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Ernest F. Hollingp 

The Great Budget Hoax
 
In his State of the Union address. canm Meanwhe, no ame is suppoced

Pr-sade1ntBush sng hounnnAs to notice certo ta or that the decit ha
fals budt a rd, caiming that it akroketed toward $400 6o The 
firaly put the federal gavrnment on a actual deficit c contue to grow un-

pay-as-you-go plan and cut the growth oi decked ineach and every ya of thisdebt by neaily $500bim. Of course, agreement. but as kog a we hive 
this islust a restatement of the grandest our -proposed avigs " te we get to
of Washington inside hoaxes: the idea gve our-lves the good-vernmie
that the 1990 budget deal saved Uncle aw 
Sam's budget mtmL Who sys 535 men It is no coincidence thaitthe budget 
and woren, plus one preule, can't deal peodes for" only the most negi-
keep a &y bie secrgible "proposedWel I hereby bruk the bPnan avig in the frsttr, years ($0 in 1991, $13 billion in 
code of sience on the 1990 budge't 1992 and $22 billion in 1993); after all,
agreement. That agreement is a he and the budgets for these three years must 
a fraud. The truth isthat lst fLJ'sde" all be pased before the 1992 election. 
has catapulted the United Staten -,o a The great bulk of the painful .ps 
new era of hyper-def:i ts. The budgets,,i TledFeb. 4 by theOOfio Mu avgs-a whopping $108 bdionagement and Budget a owledges that worth-is put off until fiscal years 1994 
we will add $378.6 billon to the national and osdy a fou ele19e, bves 
debt in 1991, plus another $343 illion cuts of that itsgtutude Will ever bein 1992; rpect these numbers to be made, 

revised haply upward asrecssi 
 Aiother very fat assWtlption of the 
yat bite deem. five-year budget agreement is that fiscal 

To quote a general demcribmg lis years 1994 to 1996 will beinefit from a
batlefield retrea, the 1990 budget pea $110 illion * &L bonanzaas the gov-
is 'an attackm the oppoare decton"It ewmest wlls cf its massive inventory
didn't solve our fiscal problem, but tdid of S&L assets The trouble is that 
sove our political proble-m by whatever S&L assets remaunruttg unsold by
Gramn-Rdma-HIIn. G-R-H ws 1994 will be sticty What the bankers 
momance because it required us to meet call "npeforrnun-a great .amba-
ambitous deficit-eduction targets each laya of cats, dogs and while elephants 
year, eventually reaching a balanced that are essentially unsalable. We'll be 
budget. That is now gone. In ipace, kkt to get l0 cents on the dodlar forthe 1990 deal talks only about adueving these turkeys.

proposed savings" in discretionay aic- Finally, even by the pronscuous 
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tandars c pat budget son SWsmmits, the $500 mllo a day, but no one
19ON agreement really put the rouge on blinks at the fact that we now pay S0
old Rosy Scenrim. You get the drft by million daily aninteresot ots, 365 days a 
looklng at two of the agreement' o year.
nil (since revied) enomcx assump- Is there no end to tue u'resporsild
bons for 1992. GNP growth torming ky? We obviously need major new txes,
ahead at an average rate of 3.8 percent but so great is the anti-tax orthodoxy in
atiually from 1992 to 1995, and-my both parties that my colleagues view me
personal favote--interest rates drop- an some kind of kamikaze koo for 
pang steadly to 4.2 percent in 1995. propos ng a natioal value-added tax 

For all the sophisticated monkey. The president now likes to talk about
shia s of the budget deal, one thing that the states as "laboratories" for innovacan't be fatessed is the bottom-lie in- tive probem soving. I agree and note 
aase in the national debt. The agree- that no fewer than 32 states are dealing
ment raises the legal debt lim"t from last honestly wtth their recession-induced 
sunmer's level oi$3.1 billio up to $4.1 budget deficits this year by rasig tax
bilion, an uierease that l be p-st as. 

enough-you guessed it--toget us past Many insist that the deficit can beNovember 1992. In other words, what eliminated simply by cutting out bu
tha present clls a "pay.as-you,-o reaucracy and fat. ut even d you wipe
plan" will run up the national debt by out the entire nonrefense apparatus ofanother $1 trillo by late 1992. the federal government (including the 

Of cour e, the cost of all this debt and FBI, student loans, EPA, air traffic con
deceit shows up most directly inescalat- troters, Congress, the ju(:diry and all
 
mtg interest payments. Gross interest on executive-branch separtments except

the national debt in lscal year 1991 will the Peatagon) you would have cut only

total $292 billion-bigger than the en- $212 you'd still face
ilhon; a deficit. 
tire defense budget. And to finance approacing $190 billon.
record budget deficits this year and Last fall's budget deal will accompsh
next, interest costs will jump m annual its pltial objective d getting Repbi
i crements of $30 billion or more. Sixty cans and Democrats through the 1992 

cents out of every dollar in personal election. But as a blueprint for genuine
income taxes now goes strictly to pay deficit reduction, this plan is a sham. 
gross intereston the debt (in 1980, it 
was 30 cents of every dollar). Ameri.- The writer is a Democratic senator 
cans were shocked by a war that cost from South Carolina. 



IiNryA11YCOM 
By Robert J.Samuelson 

Why Soaking the Rich Won't Work
 
Behind all the talk 
about "tax fairness" lies 
the eternal lure of the 
free lunch. 

n America, there's remarkably lit-
tie resentment of the rich. Most of 
us would like to be rich, but fevk of 
us view it as life's main goal. A re-
cent Gallup poll asked whether 

people envied the rich. An astonishing 
82 percent said no. The same poll 
queried whether the rich are happier, 
and only II percent said yes. The polit-
ical appeal of soaking the rich-now 
brandished by Democrats as "tax fair-
ness"-flies elsewhere. 

It's the lure of the free lunch. Ameri-
cans want more government, but they 
don't want to pay higher taxes. The 

people near the top of the income lad-
der see themselves as merely comfort-
able, not fabulously wealthy. Accord-

ing to the Congressional Budget 
Office. the richest 2 to 4 percent of 
families have an average pretax in-
come of $126,000; after Federal taxes, 
that's $93.900. The wealthiest 5 to 10 
percent of families have a pretax in-
come of $82.000 and an after-tax in-
come of $61,0(). And finally, the rich-
est II to 20 percent of families average 
$64,000 pretax and $4S,(KX) after tax. 
State and local taxes would probably 
take another 9 to 13 percent of income, 
Let's now soak the superrch and see 
what it would buy. 

In 1990. the richest I xrcent had av-
erage pretax incomes of $550.000. 
Their collective income amounts to 
$550 billion, or about 13 percent of 

U.S. families* total income ($4.25 tril
lion). They will pay about $150 billion 
in Federal taxes. That's about 15 per

cent of total taxes. Okay, we'll increase 
their taxes 30 percent. They'll pay 35 
percent of their income-instead of to
day's 27 percent-to Uncle Sam. This 
is well beyond any recent proposals. In 
the budget battle, Democrats urged a 
10 percent income tax surcharge on 
millionaires. A 30 percent tax increase 
might raise $45,billion. But now con
sider the demands for new spending: 

The Pepper Commission on health 
care has proposed insuring the 32 mil
lion uninsured Americans under 65 
and providing long-term care for the 
elderly. The annual cost is variously 
estimated between $55 billion and $67 
billion. 

We spend 7 percent of our gross na

contradiction lies at the core of our 
politics. Just about the loudest message 
from last year's election was that gov
emors (Republicans and Democrats) 
who supported higher taxes suffered 
politically. Soaking the rich is seen as a 
way to conquer the contradiction. 
We'll just make the wicked wealthy 
pay. 

Everyone imagines a swarm of filthy 
rich shrewdly avoiding taxes. It's a mi
rage. Tncre are many tax evaders, but 
most of te 'rich pay. On average, the 
wealthiest 1percent of Americans pay 
27 percent of their income as Federal 
taxes-and probably about half that in 
state and local taxes. You can argue 
about whether this is enough, but in
creasing their taxes sharply wouldn't 
provide money to meet all the demands 
for more health care, better schools, re
built highways, and improved social 
services. 

If Americans want more govern
ment, people who consider themselves 
middle class will have to pay. Even ; 

RORFI, RT J. SAMUtI.'%ON is acotunnist for . '.." 

' . ___ _ ____News ee, and The Washi,-gion Post. 
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tional product on education. To raise 
that to 8 percent (a 14 percent increase)
would cost about $55 billion annually. 

We spend 2.5 percent of our gross 
national product on highways, bridges, 
airports, mass transit, sewage. and wa
ter systems. Raising that by 0.25 per-
cent of GNP (a 10 percent increase)
would cost $14 billion. 

Spending all the $45 billion on the 
poorest fift', of Americans wou'd al
low us to raise their incomes nearly 30 
percent (to almost $10,000) or t.ovide 
an equivalent increase in government 
services (job training, housing, and so 
forth). 

The list is hardly exhaustivc. It ex
cludes -many areas where higher 
spending is routinely advocated: child 
care, police, and the environment. And 
enacting a $45 billion tax increase on 
the superrich might be politically im
possible. There'd be ferocioii- obi.c
tions that hitting them so hard s,uld 
hurt private investment ant charities. 

A big tax increase mi.ht also raise 
less than expected, because the super
rich are getting poorer. The superrici 
get half their income from investments 
and capital gains. Collapsing real es-
tate values and the dropping stock 
market have taken their toll. Forbes 
magazine c'nnually lists the 400 richest 
Americans. In 1990, the wealth re-
quired to make the list declined for the 
first time, from $275 million to $260 
million. Donald Trump dropped off the 
list entirely. The number of billionaires 
(66) was five fewer than in 1989. 

But forget these problems. Suppose 

we get another $45 billion from the su-

perrich. Even this princely sum 

wouldn't end our political stalemate. 

At most, it would provide scattershot 

spending increases for many programs 

or a big infusion for one. Today's stale-

mate is that most Americans think 

government asks too much and pro-
vides too little. Disenchanted, they 
won't surrender any progrotns (which 
are already inadequate) or pay more 
taxes (which might be wasted), 

No one wants to ask basic questions. 
Is government really performing bad-
ly? Or are people's expectations unre-
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Even if we get another 

$45 billion from the 

superrich, we still won't 

be able to pay for 

the programs we want.
 

alistic? Are there radical ways to im
prove government's perforinance, to 
get more bang for our buck? If govern
ment should do more of some things, 
should it do less of others? Should we 
redefine individuals' and govern
ment's responsibilities? Democrats 
and Republicans alike sidestep these 
issues. 

Each party strives to convince the 
public that it stands for something that 
it dc!sn't. Republican-, pretend they 
want to cut taxes without saying which 
programs would be cut. Democrats 
preach social justice and "investing in 
the future" without advocating the tax
es necessary to pay for their favored 
programs. And naturally, each party 
works hard to disguise its dishonesty. 

Soaking the rich-a.k.a. "tax fair
ness"-is the Democrat,' latest diver
sion. It implies (falsely) that we can 
have bigger government without steep
er taxes. The rich will pay. Indeed, 
their taxes will probably rise. But they 
will never pay enough to cure today's 
discontent with government. There's 
no free lunch. N 



B U D G E T
 

No Fiscal Peace
 
Last years budget deal 

assures that President 
Bush and Congress 

wont be f ng over 
the size of the deficit. 

But both sides are 
gearing up for targete

skirmishes on high-
profile issues, 

BY LAWRENCE J.HAAS 


orecasts that last year's big budget
deal would bring near-term peace 
on the fiscal front now look as pre-
mature as the reports of Mark 

Twain'ms death once were. 
This time, President Bush and Con-

gress aren't likely to fight over the size of 
he budget deficit. If the five-ear budget 

deal, encompassing nearly $5X)billion in 
spending and tax changes, did anything, 
it essentially removed the deficit as 
Washington's overriding fiscal issue. 

No\, even if the deficit skrockets-
whether because a slo economy cuts 
into tax receipts, the Persian Gulf war 
sends military expenditures through the 
roof or something unforeseen occurs-
the nation's leaders don't have to re-
spond. Through avariety of loopholes 
and legal adjustments, last year's budget 
deal holds the parties harmless in such 
contingencies. 

Indeed, it was this element of the deal, 
arrived at after a half-year of White 
House-congressional negotiations, that 
led to predictions of a year or so of fiscal 
peace. If the two branches, and the two 
political parties, didn't have the deficit to 
fight over, then surely they could agree 
on a 1992 fiscal plan-a budge' resolu-
tion, the 13 appropriations bills and 
other implementing legislation-without 
the agonizing fights of recent years. (See 
this issue, p. 316.) 

Not so fast. Now, even with the partici-
pants agreeing not to use the economic 
recession as an excuse to scrap the bud-
get deal-the Senate voted overwhelm-
ingly against doing so in late January, and 
the House isn't even expected to consider 
the question-they're gearing up for a 
series of targeted skirmishes on high-pro-
file issues. 

High on the list for likely combat are 
Bush's propxosals to cut the tax rate on 
capital gains, save $25 billion inmedicare 
by 1996 through such steps as forcing 
high-income reipients to pay more for 
physicians' services, redirect other subsi-
dies away from the more-well-to-do and 
scrap 238 domestic programs and 3.591 
projects. (For a de.%cpnion of key provi-
sionts of the Bush budget, see pp. 333-34.) 

On the other hand. the framework of 
last year's budget deal may leave enough 
room for the White House and Congress 
to agree on all or paris of major changes 
in fiscal policy, such as Bush's proposal to 
turn $15 billion in federal aid programs 
back to the states. (See this issue, p. 337.)

As a sign of what's coming. consider 
what House Majority Leader Richard A. 
Gephardt of Missouri, a possible candi
date for the 1992 Democratic presiden
tial nomination, said about Bush's bud
get proposals. 

"In one stroke, the President asks for 
the largest deficit in history, an enormous 
tax cut for the wealthy, huge cuts in medi
care and in opportunities for the children 
of working families to go to college," 
Gephardt said. "I do not believe this bud
get will make America stronger economi
cally next year than it is this year." 

In fact, the $280.9 billion deficit that 
Bush project' for fiscal 19 2would be the 
second-largest. exceeded only by the ex
pected $318.1 billioi deficit for fiscal 
1991, which began on Oct. 1.(See table, p. 
332.) In any case, these are the deficits 
that all sides essentially agreed to when 
they drafted last year's five-year budget 
deal. Gephardt chaired those White 
House-congressional talks and helped 
sell the deal to Congress. 

GOING UP OR DOWA? 
At first blush, the budget deal and the 

projections of hige deficits through at 
least 1993 are sti.anigely juxtaposed. The 
deal, after all, was supposed to reduce 
the deficit, not boost it. But a close look 
reveals why this juxtaposition is not so 
,trange. 

For one thing, as Office of Manage
ment and budget (OMB) director Rich
ard G. Darman noted, a huge slice of 
these near-term deficits is rooted in tem
poral events: principally, the recession 
and the costs of rescuing troubled savings 
and loan institutions, and, to a lesser ex
tent, the costs of the Gulf war. 

Just as important, the deal was, to a 
great extent, based on tax increases and 
spending savings that are being phased in 
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BUSH'S FISCAL 1992 BUDGET PLAN AT AGLANCE
 
(in billions, by fiscal year) 

1991 1992 1993 
Total spending $1,409.6 $1,445.9 $1,454.2 

Discretionary 526.3 532.1 536.9 
Defense 307.8 300.4 293.3 
International 18.7 19.6 20.4 
Domestic 199.8 212.0 223.2 

Mandatory 686.2 707.5 705.3 
Interest 197.0 206.3 212.0 

Total revenue 1,091.4 1,165.0 1,252.7 
Deficit (surplus) 31.1 280.9 201.5 

Deficit, excluding social security 378.6 343.3 274.9 
Deficit, excluding deposit insurance 206.6 192.8 157.3 
Deficit, excluding social security 267.1 255.2 230.7 

and deposit insurance 

SOURCE: Office of Management and Budget 

rather than being made effective imme-
diately. Thus, some of the biggest savings 
will come in the foorth and fifth years of 
the deal, mirroring the sharp drop that 
the deficit is expected to take. 

Although the White House and Con-
gress have, in the past, conspired more 
than once to pretend that down the road, 
the deficit was going to fall even though 
everyone kne%, otherwise, there's more 
reason to trust OMB's latest projection 
of sliding deficits, 

For one thing. most of the projected 
savings were written into law as part of 
last year's budget reconciliation bill. For 
another, OMB isn't using the same level 
of optimism in itseconomic projections 
that it did in mAe past. 

But if the deficit doesn't incite a full-
scale budget brouhaha. -ther items on 
Gephardt's list of complaits might. 

The level of fighting over a capfal 
gains tax cut is likely to turn on Bush's 
enthusiasm for the measure. Although 
Bush, in his Jan. 29 State of the Union 
message, proclaimed his heartfelt sup-
port for a capital gains cut, the evidence 
is that he has included it in his budget 
more as a sop to right-wing Republicans 
than as a serious measure that he intends 
to push this year. 

Bush and other Republicans were 
stung last year when the Democrats, 
pushing the "fairness" issue, complained 
that the GOP was willing to raise taxes on 
the middle class to cut the deficit but 
insisted at the same time on giving the 
wealthy a tax cut on their investments, 

INESCAPABLE CONTROVERSY 
Whether or not a capital gains fight 

erupts, Bush's medicare proposals surely 
will be controversial. Senate Finance 
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Committee chairman Lloyd Bentsen, D-
Texas, whose panel oversees medicare, 
has said that the proposals violate last 
year's budget deal, which included about 
$40 billion in deficit cutting medicare 
savings. Bentsen and others say they be-
lieved that those cutbacks would be the 
last for some time. At a Feb. 4 news con- 
ference, Senate Budget Committee 
chairman Jim Sasser, D-Tenn., cited 
Bentsen's assessment when asked for his 
own. 

And consider what Rep. Dan Rosten-
kowski, D-1ll., whose Ways and Means 
Committee also oversees medicare, had 
to say about the proposals: "We're not 
about to ask senior citizenm and medicare 
providers to bear the brunt of deficit re-
duction responsibility. Those issues were 
supposedly settled in last year's budget 
agreement. In any event, when all is said 
and done, beneficiaries won't be paying 
any more than they now do for medicare 
services." House Budget Committee 
chairman Leon E. Panetta, D-Calif., 
agreed, calling the proposed medicare 
cutbacks "an exercise in frustration." 

Also controversial, if to a lesser exient, 
are Bush's ideas about scaling back other 
benefit programs for the well-to-do. 

For instance, Bush would deny farm 
deficiency payments to those whose non-
farm income exceeds $125,0(0, redirect 
higher education Pell grants more to the 
needy, give smaller school lunch subsi-
dies to children of the nonpoor and re-
structure veterans' programs so that they 
no longer discriminate against families of 
low-ranking military officers, 

Democrats may have expected a re-
spite from fights over entitlements-
benefits that automatically go to recipi-
ents according to age, income and other 
criteria. If, under the budget deal, Con-

1994 1995 1996 
$1,427.1 $1,470.3 $1,540.8 

538.0 542.7 554.2 
287.6 289.2 293.8 

21.5 21.8 22.0 
228.9 231.7 238.5 
673.5 713.8 775.6 
215.5 213.8 211.0 

1,365.3 1,467.3 1,56(0.7 
61.8 2.9 (19.9) 

151.1 106.8 101.9 
99.9 45.3 10.0 

189.2 149.1 131.8 

gress no longer must achieve a specific 
deficit target, why should it mess with 
these politically popular programs 

But Bush, to find money for some pro
posed entitlement increases, was re
quired by the budget pact to propose re
ductions in spending on other entitle
ments. That agreement forces Congress 
to offset the costs of new entitlement 
spending or tax reductions. 

Potentially as controversial are some 
of Bush's ideas for domestic discretion
ary spending. Here, too, some Demo
cratic criticism of Bush seems misplaced. 
The President, complying with last year's 
budget deal, set spending for domestic, 
defense and international aid programs 
at agreed-upon levels. Proposals by some 
Democrats to shift defense funds to do
mestic programs would violate a key part 
of the deal. (For a report on tihl Penta
gon's budget plans, see thLs issue, p. 326.) 

That domestic programs must com
pete with each other for funds pleases the 
White House. At a briefing, Darman 
cited as an advantage of last year's bud
get deal that "we can ...have a com
petition of ideas." 

It's a competition to which Democrats 
don't look forward. "We're reduced to 
cannibalizing the budget, sacrificing one 
program to another, abar-doning one 
needed investment so we can ,fford the 
next," Sasser said. 

Among other things, Bush wants 
higher spending for science, space and 
energy ventures; Democrats sug st 
they'd shift those funds to beef up some 
human services programs. That conflict 
could mean trouble for the Appropria
tions Committees that draft the 13 
spending bills, each requiring the Presi
dent's signature, that are needed to keep 
the government running. 



TAX AND SPENDING HIGHLIGHTS OF BUSH'S BUDGET
 
ere are highlights of President Bush's tax and spending 
proposals for fiscal 1992. 

For spending programs, proposed I.vels for fiscal 
1992 are compared with actual levels for the current year. 
The exception is for medicare: its over-all spending is ex-
pected to rise, but proposed controls are intended to limit 
that rise and save $2.9 billion. 

For all spending programs, figures are for budget author-
it), not outlays. Budget authority is money that can be spent 
in current or future years; outlays are amounts actually to be 
spent in aparticular year The single exception in the follov.-
ing list of proposals isfor medicare, where proposed savings 
are in outlays. 

For Laxproposals. the signs (+) and ( - ) identify whether 
the proposals are expected to raise or lower revenues, 

ANTIDRUG EFFORTS 
THIS YEAR $1U.S billion 
NEXT YEAR $11.7 billion 

SPENDING 

Although Bush's proposals represent a healthy 11 per ce,-t 
increase over 1991. the real story here is how federal spend-
ing has skyrocketed over a longer time framc. Antidrug 
spending was just $1.5 billion in 1981, and stood at onl, $6.4 
billion as late as 1989. But news stories about the doig 
problem, leading to heightened public concern, prompted 
Bush and Congress to pour billions more into antidrug ef
forts. For 1992, program highlights include a $627 million 
increase in criminal justice activities, a$221 mi!lion boast for 
international and interdiction programs and more funds for 
prevention, treatment and research efforts. 

CAPITAL GAIN',1 
THIS YEAR N.A. 

NEXT YEAR +$3.0 billion 


In a move that could set off another round of partisan war-
fare, Bush has once again proposed to cut the tax rate on 
capital gains. When the proposal, designed to encourage 
long-term investment, is fully phased in in 1993, assets held 
for more than three years would qualify for a 30 per cent 
exclusion from taxes; those held more than two years could 
get a 20 per cent exclusion; those held at least ayear could 
get 10 per cent. For instance, a t'yer in the 28 per cent 
income bracket with a capital gai. qualifying for a 30 per 
cent exclusion would pay taxes of 19.6 per cent on the gain. 
With the question of how much revenue a capital gains tax 
cut would produce still controversial, Bush proposes that 
Congress, the executive branch and the Federal Reserve 
Board look into the subject, with Fed chairman Alan 
Greenspan to head the study. Because most of the financial 
benefits from a capital gains tax cut would flow to the 
wealthy, the proposal is likely to reignite Democratic com-
plaints about its fairness. Bush counters that the tax cut, ty 
spurring economic growth, would produce benefits for every 
income class. 

ErNuI 

FAMILY SAVINGS ACCOUNTS 

TIlS YEAR Na.
 
WI YEAR -$0.3 billion
 

In another holdover from last year's budget, Bush proposed 
these accounts to encourage Americans to enhance their 
personal savings. The U.S. rate of personal savings, which 
helps determine the amount of capital in the economv avail
able foi investment, dropped in the 1980s. Mans' main
stream economists argue that a low savings rate will cut into 
future economic growth. Under Bush's plan. individuals 
would be permitted to contribute up to $2,5(XI per year to 
the special accounts, with the number of accounts limited to 
two per family. The tax benefits would be "back-loaded": 
Although contributions would not be deductible, individuals 
would not pay taxes on the earnings for as long as the money 
remained in the accounts. Nor would they pay taxes on 
withdrawals, if the money remained in the accounts for at 
least se,-n years. Withdrawals within three vears would be 
subject to a 10 per cent excise tax in addition to regular 
income taxes. Withdrawals after three years but before 
seven years would be subject only to regular income taxes. 
To ensure that these accounts are middle-class benefits, 
eligibiliry would be limited to individuals earning up to 
S0,() a war and families earning up to $120,(M). 

HEAD START 
T 

THIS YEAR S!.95 billion 
L NEXT YEAR $2.05 billion 

Bush, who campaigned on a promise to extend this hugely 
popular preschool program for disadvantaged children to all
eligible children, proposes to move further in that direction. 
Under his prox)sal. Head Start would provide 58 per cent of 
eligible 4-year-olds with its menu of developmental, nutri
tional, immunization and other services. This isjust one of 
numerous Bush proposals to increase spending on early
intervention programs, which supposedly save several dol
lars in crime, health and other social costs down the road for 
every $1 invested. Also targeted for increases are the supple
mental feeding program ior the Women, Infants and Chil
dren program; child immunization grants; and compensa
tory education services for disacantaged children. 

HIGHER EDUCATION 

THIS YIAR $11.97 billion 
NEXT YEAR $13.64 billion 

SPENDING 

Bush proposes to reshape the Pell grant and Guaranteed 
Studeni Loan piograms. Bush proposes a $401 million in
crease in Pell grants to $5.8 billion, by boosting the maxi
mum grant co $3,7(X), an increase of $1,.3(x). Average awards 
would go up by $415. to $1,909. Other changes would direct 
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the grants more to lower-income students. Currently, the 
grants can meet up to 60 per cent of college costs, regardless 
of family income. The President wants the grants to cover up 
to 79 per cent of college costs, minus expected family con-
tributions, for students with family incomes below S10,000, 
but only 30 per cent of the costs for those with family in-
comes above $30,000. Bush also proposes various changes in 
the student loan program to reduce federal risks, stabilize 
lending agencies, improve the collection of defaulted loans 
and make other improvements, 

INTERNATIONAL AFFAIRS 
THIS YEAR $19.79 billion 

SPENDING NEXT YEAR $3S.68 billion 

Consistent with last year's budget agreement, Bush proposes 
an international aid budget that calls for asizable increase in 
developmental and humanitarian assistance and a modest 
cut in security assistance programs. More specifically, the 
President would increase Agency for International Develop-
ment spenJding to $2.7 billion (from $2.3 billion) and multi-
lateral development bank contributions to $1.5 billion (from 
$1.3 billion). Included in Bush's program is his "Enterprise 
for the Americas Initiative," under which Latin American 
nations can write down their international debt if they adopt 
economic reforms. The increase in over-all spending for 
international aid is inflated by aonetime $12.2 billion line of 
credit deposited by the United States with the International 
Monetary Fund.j 

SPENDING 
MEDICARE CONTROLS 

N.J.

THIS YEAR 

NEXT YEAR -$2.9 billion 

In a proposal certain to spur a heated debate, Bush calls for 
scaling back certain medicare payments and moving the pro-
gram further in the direction of means-testing. Certain pay-
ments to teaching hospitals, home health agencies, skilled 
nursing facilities and other institutions would be cut back. 
Other changes would affect hospital outpatient depart-
ments, ambulatory surgery centers and physician offices. In 
the means-testing initiative, Bush wants individuals with ad
justed gross incomes of more than $125,(1X) and couples
with incomes abve $150,(XX to pay higher premiums for 
physicians' service's. The elderly noA contribute about 2.5 per 
cent of the costs, but Bush wants to boost that to 75 per cent 
for the well-to-do. The changes would cost these beneficia-
ries $95 a month, according to the budget. 

NAIIONAL HIGHWAY SYSTEM 

THIS YEAR N.A 

NEXT YEAR +$7.7 billion 
SPENDING 

As part of his national transportation policy, Bush proposes 
creation of a national highway system of roads "with the 
greatest significance for interstate travel and commerce." 
Included would be 150,(XXt miles of highways, including the 
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43,000-mile interstate system and other "nationally impor
tant highways." With the interstate highway system essen
tially completed, the new system would focus federal re
sources on "rehabilitation and improvement." Bush's 
transportation proposals are sure to spark amajor debate in 
Congress, which must reauthorize highway aid programs by 
the end of 1991. Other major proposals include an urL'an
rural program under which states could spend federal funds 
on "any project currently on the federal-aid urban, primary 
and secondary highway systems." 

RVNERESEARCH TAX BENEFITS 
THIS YEAR NA. 

NEXT YEAR -$0.8 billion 

Bush proposes to extend two popular tax breaks. A 20 per 
cent tax credit for certain incremental research and experi
mentation spending, scheduled to expire on Dec. 31, Aould 
be made permanent. Bush proposed the same thing last 
year, but budgetary constraints prompted White House ne
gotiators, in last year's budget summit, to settle for a one
year extension. Bush also proposes a one-year exlension on 
the so-cailed research and experimentation allocation rules, 
which instruct companies with foreign operations on how, to 
divide their research and experimentation expenses, for tax 
purposes, between their domestic and foreign np,-rations. 

SUPERCONDU.TING SUPERCOLLIDER 

THIS YEAR $0.24 billion 
NEXT YEAR $0.53 billion 

This proposed $291 million increase is intended to spur
research and development efforts on a project that, Bush 
says, "holds the potential for new breakthroughs in science, 
technology and education." When completed, the atom 
smasher, expected to cost $8.2 billion by 1999 (to-third: of 
it from federal funds), would provide "a collision energy 20 
times greater thL1n the current capal.,lit,," the budget says. A 
special laboratory is being built in Ellis County, Texas, that 
will employ abc;it 2,5!(K sientists, engineers and technicians 
and play host to 5(00 visiting scientists. 

TENANT OWNERSHIP 

THIS YEAR $0.29 billiob 
NEYT YEAR $2.15 billion 

SPENDING 

These financing figures are, in a sense, deceptively high. 
Because housing programs take a long time to develop, 
Bush estimates that only $142 million would be spent next 
year. The programs, part of last year's National Affordable 
Housing Act, are intended to "help low-income families 
become home owners with a stake in their communities." 
An example the Administration touts is the Kenilworth-
Parkside housing project in Washington, D.C., Ahich Bush 
describes as a "vibrant example" of how a troubled project 
can be transformed into a "viable, dynamic residential com
munity." 



Rx for America:

Export-Led Growth
 

by C. Fred Bergsten 

he American economy has experienced exceediagly slow growth since earl), 

1989. For almost two years, it has expanded at annual rates of less than 1.75 
percent in every quarter. The current recession 's the culmination of that 

slowdown. The recession need not be prolonged, however, if American com
panies take a leaf from the book of other countries and - with sharply increased 

support from their government - shift to 
export-led growth. Whatever the outcome in 
the Gulf, export-led growth may be the only 
feasible strategy for the US in the early 1990s 
when neither fiscal nor monetari tools will be 
able to reinvigorate the economy. 

Fortunatel', there is no world recession. 
Most of Asia and Continental Europe continue 
to expand and thus pro'ide growing markets 
for American products. Moreover, the ex-
change rate of the dollar is low enough to ren
der industry in the United States price-compet-
itive in most world markets, and to enable it to 
restore domestic market share against imports 
in a number of sectors. The internal slowdown 
should push US companies to look abroad to 
boost sales and profits. 

After six years of consistently rapid growth, 
a pause in the US economy is natural. There 
are two unique characteristics of the present 
turndown, however. One is very bad news: the 
unavailability of either of the usual policy tools, 
fiscal or monetar ', to restart the economy. New 
fiscal stimulus is obviously out of the question 
in light of the massive budget deficit. That 
deficit will rise further for a year or two as 

lower tax pa.ynents and higher welfare spend
ing result from the economic turndown, but 
fiscal policy is quite properly moving in a 
contractionarv direction as a result of the 
recent deal between the Administration and 
Congress. 

Export-led growth may be the 
only feasible strategy for the US in 

the /990s, when neither fiscal nor 
monetary tools will be available. 

Hope for a quick recovery thus centers on 
lower interest rates. The budget deal will pro
duce such a result over time and rates have 
already come down a bit. However, there are 
three reasons why monetary policy is unlikely 
to deliver much economic stimulus in the near 
term. 

First, the underlying rate of "core inflation" 
remains uncomfortably high and has contin
ued to rise until quite recently. Second, a sub
stantial drop in interest rates could trigger a 
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products, photographic and Can the world economy
optical equipment, comput- accept such improvement in 
ers, and scientific instru- \ ' the US trade balance? Fromments. There have been i, ' 1987 through 1990, theimpressive gains in such I,. American share of world
surprise" sectors as furni- I e rt s of f red

• . , exports of manufactured 
ture, textile yarn, apparel, \ cts rose by about 0.6 
auto parts, musical instru- percentage points annuallyments and minivans as well Iand its share of worldas in traditional sources of imports of manufactures 
su'ength such as aircraft and ',. Idropped by about I percentchemicals, 

age point annually. (Most of 
How much might fi r the improvement must cometrade expansion contribute? from trade in manufactured

Could a trade boom prevent goods.) Tie other industrial
America from sinking into a countries not only survived
prolonged slump? What ® . the shift but experienced awould it take? A sustained b pickup in their economies as
trade boom could readily they shifted to domestic-led
contribute about $50 billion 

...L.....%. expansion. Three more yearsannually in i.al economic of similar recovery of Amergrowth for the 'next three ican market share - curnu
years, boosting total output - lating to 1.5-2 percent.ge
by about 1.25 percentage c--,points per year on the exportpoints per year. This would. . and import sides takenprovide half or more of the together - would accommo
maximum real ggwtij of date the suggested tradebetween 2 and 2.5 percent per year that is gains. Such a trade burst would still leaveattainable for the United States without added America's share of world markets for manufac
inflation, given the anticipated future profile of 
 tured exports a percentage point or so below
 
our labor force and productvity. 
 the 1980-81 Ivel.

Is such trade improvement feasible in The key to suci a outcome is whether firms
domestic terms? The -'iswf-r is "yes." The US producing in the United States, including those
 economy generated trade gains of this dimen-
 headquartered abroad, will be sufficiently agile
sion in 1979-80 and 1988. It has in fact enperi- to achieve such 
a shift. The macroeconomic

enceM trade swings of this magnitude, both pos- environment will certainly be propitious for
itive and negative, about half the time over 
the export-led growth: the stagnation of domestic
past decade. The posited improvement over the 
 demand should push the firms toward foreignnext three years would produce a cumulative markets, continued growth abroad should pullnet trade contribution of about 6 percent to them in that direction as well, and the competireal GNP from 1987 through 1993, offsetting tive exchange rate for the dollar facilicates a
the similar deterioration that occurred from trade focus.
1981 through 1986. Such trade improvement in American firms did achieve export-ledreal terms would probably eliminate the US growth in 1979-80. Unfortunately, the soarirycurrent account deficit in current dollars  dollar and governmental indifference to tradeand thus halt the buildup of America's foreign in the first half of the 1980s snuffed out muchdebt. of this new trz 'Ic focus. The data for the past 
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four years, as noted above, suggest that an 
export orientation isbeing restored. 

But 85 percent of all American exports are 
still accounted for by only 15 percent of 
American companies. Half the firms that do 
export are active in only one market. Only 20 
percent of the exporters - three percent of US 
industry - sell in more than five countries 
abroad. American business will simply ha,- to 
intensify its global efforts during a period when 
foreign competitors are selling aggressive'.',. In 
particular, the1 will need to seek maximum 
expansion in market share by taking advan..ge 
of the lower dollar rather than raising prices. 

The US r'overnmen, and other key countries 
can help. First, the United States must take the 
lead among the G-7 nations to ensure that the 
dollar does not rebound in the short run and 
prematurely undermine American price corr-
petitiveness. Indeed, a modest further decline 
in the dollar islikely in view of continuing high-
er growth, profit opportunities and interest 
rates abroad. Such a decline should be en- 
dorsed by the G-7 as long as it occurs in an 
orderly manner. 

Second, m~any US firms are reluctant to 
invest in export capacity due to fears that the 
dollar might soar again and become uncompet-
itive by the time their new plants conic on 
stream. Aence the G-7 should elaborate the 
"reference ranges" installed at the Louvre in 
1987 to create a credibie system of target zones 
that will produce a predictable, sustained level 
for the dollar and other currencies. There must 
be a clear US commitment to avoid a repeat of 
the 1981-85 neglet i of the dollar which was a 
disaster for American trade. To support such 
commitments, the United States must fully 
implement the new budget deal, and perhaps 
launch a second major attack on the deficit 
within the next year, to sustain lower levels for 
interest rates and the dollar; the large surplus 
countries, notably Japan and Germany, will 
have to maintain rapid dom-stic-led growth 
through the adjustment period. 

On the domestic front, the US government 
should sharply increase the size and scope of 
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the Export-Import Bank and substantially 
expand other export-promotion programs. 
Eximbank support is critical, especially for 
medium-sized and smaller US firms, as private 
banks have largely withdrawn from export 
finance. Yet the Bank literally ran out of funds 
in mid-1988 and its program is wholly inade
quate now. A ten-fold expansion in Exim's 
direct lending in the late 1970s contributed 
substantially to the export-led growth of that 
period, and similar increases are called for now. 
Such a shift would be greatly facilitated by the 
Administration's proposed budget reforms, 
which would count only the modest subsidy ele
ment of Exim loans against current expendi
t'.-res, and could be enhanced still further by 
placing Exim and related programs in a new 
"export promotion" function in the budget 
rather than continuing to group them with 
unrelated foreign aid activities. 

In addition, the Administration and Con
gress should jointly develop new legislation to 
eliminate, or at least modify, the numerous 
policies (including excessive national security 
controls, foreign policy controls and short sup
ply controls) that block billions of dollars in 
potential sales abroad. For the longer run, the 

M 

A sustained trade boom 
could readily contribute about 

$50 billion annually in real 
economic growth

for the next three yeats. 

entire government must place higher priority 
on improving America's competitiveness in 
global markets as it addresses all components of 
economic policy including the budget, taxes, 
antitrust, education and the whole array of reg
ulatory regimes. 

Finally, export-led growth should become 
the focus of US trade policy for the foreseeable 
future. It is thus essential to conclude a suc
cessful Uruguay Round and for the US 



HOW TO MEASURE "EXPORTS"?
 
The US Government publishes two quite 
different stI. of data on the country's 
international transactions. The most familiar are 
the monthly releases on merchaidise trade, and 
the essentially similar quarterly series on both 
merchand'se trade and the entire current 
account (including services transactions). These 
numbers are presented in value terms and 
denominated in current dollars, which Is the 
relevant concept for appraising the magnitude 
of the country's external financing requirement. 
One set of the official GNP data isalso 
presented in value terms, denominated in 
cur'ent dollars, and thus includes a similar 
component for "net exports of goods and 
services." The growth of GNP, however, is 
most frequently viewed in volume terms 
denominated inconstant (1982) dollars 
excluding the impact of price changes. This real 
(as opposed to nomina) GNP concept includes 
changes in the volume (rather than value) of US 
net exports and isthe best guide to the impact 
of trade on the level of production and 
employment in the United States. 
There are substantial differences between, he 

Administration to maintain its aggressive efforts 
elsewhere to reduce foreign barriers to US 
exports. The United States needs increased 
market access, including zero tariffs wherever 
possible, in the sectors where it is most comxu'i-
tive: agriculture, man) services, high technology 
goods and capital equipment. A failed Round 
would unleash protectionist tendencies that 
would deter corporate efforts to penetrate for-
eign markets. Indeed, an uncertain outlook for 
trade policy could prompt American firms to 
invest abroad to circumvent possible new barn-
ers, rather than build new capacity at home. 
New bilatera, or regional arrangements with 
Latin America can help exports but are no sub-
stitute for global liberalization. 

The fundamental requirement is the adop. 

two data series during particular periods of 
time. When the price of oil rises, for example, 
the United States (as a net oil importer) 
experiences a worsening of its trade balance in 
nominal terms even with an unchanged volume 
of imports and thuf no change in the real 
measure. When the exchange rate of the dollar 
weakens, imports cost more in dollar terms 4o 
the nominal trade balance improves less than 
do net exports in GNP terms. 
The focus of the adjacent article isthe impact of 
changes in the trade balance on the real US 
economy, so real net exports are used 
throughout (except where indicated to the 
contrary). It should also be noted that what 
counts for the growth of the real economy are 
changes in net exports, i.e., the clifference 
between the growth of exports and the growth 
of imports. Rising imports detract from 
domestic output as much as falling exports. The 
term "export-led growth" is used in this article 
as convenient shorthand for the more precise 
concept of "expanding domestic output through 
an improvement in net exports of goods and 
services." 

tion of a new mindset of export orienta Jon by 
US industry and government - for both the 
immediate future and the long term. Such atti
tudes are second nature in virtually all other 
countries. The time has come for America to 
join the world in this criucal respect, and the 
prospect of slack domestic markets for some 
time to come should spur such a reordering of 
priorities. If America can successfully focus on 
selling abroad, economic recovery can come 
more promptly and smoothly. If it cannot, 
stagflation may persist and America will fall 
steadily behind its global competition. 

Dr. Bergsten is the Director of the Institute for 
InternationalEconomics. Hr was Assistant 
Secretary of the Treasurm 1977-di. 
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e sselunii when the FederalI soI
 
iclr ree psnhe n teedera ae
" up. ha y price rise asevidence thai their strut 
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Ot he enough to ensure a quick '. the ) Mark and the yencould lead to
 

reversal of the fres nt decline In an eupli-it decision to keep min tary

iplit of it. desire In avoid a remlsion, a0 policy tighter than It would otherwise
 
the Fed mpolicy in 91Adid contribute '11,1 , have been Although the dolls.'s
 
to the current downturn and its 4A ~ -4f. J .Ih .d 1 '.dcin uii h utpa a et
 

bectuetwiththe Of•" I -' .. ubstantial. furtheractions sit the months aheadforecastmay not . " f .;i.,. . . .. u.YA.. a perme;ient

b nr ,ai , '' . decline tn the real value or the -ollar
 
rapid rebound To understand this [ , ' 7 Is needed Ifthe US is to shrlni the
 
risk itis helpful to review the'm J 4 " " 70 trade and current account de:tcIts
 
strate y and Itactions in 19W1 I L =,ha . 1 . S t I t 1 1'111 t t I I t' that still excoed Illibliyear
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v nnsMostFORECAST Van per dollar American 

W /'/Vpredicting a short and 
,--,... shallow recession with 
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W AIi L~-lS of all post-war recessions 
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repetedly proltled a monetary po1 
__ 

vInterniot competivenes n 
icy that was eutacted to be consivtent 

0r 1t r A tight money strategy aimedat 
sith A gradually declining rate of 
growth f total nmltal Iytidatg n propping up tit, dollar would not only 
therefior of d In the autumn domestic demand but, bytlto totweaken 
of tn he pretdicted tiratotal spend 5 1 arresting or reversing6 the dollar's 
Log In of by about 6 -10. f'f f fl 

I 
9'l' ri trf 1 decline, would prevent the substantialiflaid rewa. e t withuL --- Ji . - boost to (NP in that is expected19150 

percent and real eu.imic growth of 10o 
n99t 
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therefore risitg a sharp ruse usiWa The outllik ior iotiiunoieactivity turing Industries ( raus of the Inhibit lheesfpwtslon of money and Bureau of Fcsnomtc Restarch.Cbm 
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Bush Banking Plan Faces Obstacles
 
On Feb. 6, 1989, President Bush unveiled a sweeping 

initiative to address the growing crisis in the savings and loan 
industry. For the most part, the administration's proposal 
was met with praise on Capitol Hill, and Congress cleared the 
landmark legislation six months later. 

Two years later, almost to the day, the administration has 
proposed an even more far-reaching plan to overhaul the U.S. 
financial services industry, 

The proposals were included in a report, mandated by the 
1989 thx;ft bailout law, on the state of the deposit insurance 
system. 'Ihe plan would sweep away banking laws in place since 
the 1930s and allow institutions the freedom to determine 
where they operate and what financial services they offer. 

"If we expect to exert as a country world economic leader-
ship in the 21st century, we must have a modern world-class 
financial services system inside the United States," Treasury 
Secretary Nicholas F.Brady said Tuesday 

But the administration cannot expect to pull the same 
kind of weight in the battle over the future of the financial 
services industry as it did in the S&L debate. 

No Consensus

Lawmakers were glad that the administration took they 

lead in 1989, and openly deferred to its judgment. During the 
House Banking Committee markup of the legislation that 
year, lawmakers often scurried to a back room to confer with 

administration officials before agreeing to a provision. 
Things are different this ycar. There is no consensus on 

how to overhaul the U.S. banking system, and based on early 
comments, lawmakers won't be as willing to follow the ad-
ministration's lead. 

Of the proposals put forth by the acininistration on Tues-
day, only two - deposit insurance and an infusion of money
fnrthe bank deposit insurance fund - are considered by 
most lawmakers to be must-pass legislation this year. 

Key law-makers, including House and Senate Banking 
Committee Chairmen Henry B. Gonzalez, D-Texas, and Don-
aid W. Riegle Jr., D-Mich., respectively, want to focus first on 
revising the deposit insurance system. But the Bush adminis-
tration wants Congress to consider a comprehensive package 
of proposals. 

Rep. Charles E. Schumer, D-N.Y., says the Treasury plan 
"has a lot of problems. In short, the proposal shouldn't be 
lhrown on the scrap heap, but it's far from ready to roll off 
the r:sembly line without real significant modifications." 

Banking, securities and insurance groups will also have to be 
convinced that reworking the financial services system isin
their interest, which could prove a difficult task. In 1988, 
legislation that would have given banks expanded powers died 
because of industry infighting and jurisdictional battles be-
tween the House Banking and Energy and Commerce panels. 

Troubled Industry 

A depressed real estate market and the recession have 
caused hundreds of bank failures and have drained the bank 
deposit insurance fund. Federal Deposit Insurance Corpora-
tion (FDIC) Chairman L. William Seidman has said that the 
fund would need $10 billion by midyear to remain solvent. 

In th2 past 20 years, U.S. banks have also lost their 
standing in the world. In 1970, nine U.S. banks were among 
the top 30 banks in the world holding the most in deposits. In 
1991, only one U.S. bank -- Citicorp at No. 27 - remains in 
the top 30. 

The list is now dominated by Japanese banks, which are 
not prohibited from interstate banking or securities activities. 

The banking woes come right on the heels of the S&L 
crisis. The administration has estimated that thrifts losses 

, will cost taxpayers between 190 billion and $130 billion. 
-The perilous financial condition of banks and thrifts is 

one of the main reasons members are uneasy about making 
radical changes. Lawmakers are wary of rekindling voter 
anger igrited b:.he S&L bailout. 

The administration wants Congress to repeal the 1933 
Glass-Steagall Act that placed barriers between commercial 
and investment banking. Recent legal changes and decisions 
by the Federal Reserve Board have breached the barrier, but 
the'administration wants it knocked down completely. 

Restrictions on interstate banking would also be removed 
under the administration's plan. Brady said such a move was 
essential to get U.S. banking regulations up to speed with 
developments in Europe. 

. For example, in 1992 German and British banks will be 
able to move freely within the European market, while U.S. 
banks are restricted from opening up branches in other 
states, he said. "A California bank can open a branch in 
Birmingham, England, but not in Birmingham, Alabama," 
Brady said. 

Banking panel Chairman Gonzalez said it would be a mis
take to allow banks into new fields before changes were made tostrengthen the deposit insurance system. *'This is the same 
cart-before-the-horse mentality which plagued the deregula
tion of the savings and loan industry in the early 1980s." 

Limiting Potential Losses 
Not all of the administration's requests are expected to be 

met with opposition. 
The S&L mess and the threat of a crisis in the bank 

insurance fund have convinced most lawmakers that the gov
eminent must limit its liability for bank and thrift losses. The 
government insures about $3 trillion in deposits in the na
tion's banks, thrifts and credit unions. 

Uider current law, the government will back each account 
held by a depositor up to $100,000. But to maintain depositor 
confidence in banks, the government has often paid off losses 
in excess of $100,000. 

The administration wants to limit its potential liability 
per depositor to $200,000 per institution - half for retire
ient accounts and half for all other accounts. 

More importantly, the administration wants to end t. 
FDIC's authority to pay off uninsured deposits. Under its 
plan, the Treasury secretary and chairman of the Federal 
Reserve Board would make that decision.
 

Schumer said the administration proposal did not go far
 

enough, and he called for a limit on overall deposit insurance per family. "They're virtually doing nothing because a well
to-do individual can have his or her money in 20 different 
institutions and get $2 million of deposit insurance right 
away," he continued.
 

The administration has called for significant changes in 
the government's supervision of the banking industry. The 
plan proposes to cut the number of regulators from four to 
two. The Office of Thrift Supervision and Office of Ccroptrol
ler of the Currency (OCC) would be merged within the Tres
sury Department to supervise all national banks and thrifts. 

The Federal Reserve System would take on the added 
responsibility of regulating state-chartered banks. The FDIC 
-- which currently supervises the banks --would continue to 
insure deposits. Oversight of bank holding companies would 
be shared by the Federal Reserve and the OCC. 

Some lawmakers disagree with the administration's ap
proach. Gonzalez wants one agency to supervise all financial 
institutions. 

-- By 7omas GCalrin 
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EDITORIALIOPINION 

Scrap Bank Deposit Insurance 
By JOHN T. BENNET 

The Treasury Department's mas-
terplan for bolstering the nations 
banking system wouild not do nearly 
enough to make these institutions 
sound and secure Inadequate feder-
al regulation, poor business judg-
ment and volatile interest rates 
have created problems for banks, 
yet theone reform that might ad-
dress theseisues - a reduction In 
deposit insurance overage - bare-
ly appears in Treasury's proposals, 
Such a step should be considered 
seriously, 

Treasury's plan, released in early
February, would greatly expand 
banks' powers, make the department
their regulator and start reducing 
deposit insurance coverage 

Treasury wants to have biggerbnstats ld eth Finmingd aisltitutions would be mt l 
s=ellinsurance, stocks, and mutual 
funds, operate across state bound 
aries
and merge with non-financial
airis andmergewtpon-aiaply 
farms Treasury's proposals implythat banks will continue to lose mon
ey on banking functions and will not 
survive unless they can profit from 
other business lines or by monopoly
pricing from he, big.

The dpartne t, as the planned 
regulatory agency, would protect
the public from abuses by giving
these new commercial powers only
to sound banks. Yet, regulation
hasn't worked very well The Keat-
ing Five provide an object lessonthat regulation can be neutratized 
through political pressure. 

Self-dealing hasbeen widespread 
in the financial industry Neil Bush,
the president's son, Lsonly the most 
obv usexample Each day,reales 

ate developers are resgni g from 


bank boards of directors. 
Gold-plated hotels that will never 

make A profit and developments 
with big Infrastructure investments
but no chance of completion escaped 

years that houses and commercial 
real estate were overbuilt in many 
areas The banks had already been 
stung with Third World loans that 
were Lever repaid, and their real 
estate lending compounded that 
lapse in judgment. Banks provided 
the funds that drove up prices,
which then justified further lendi; g 

Banks' other problems are not 
addressed by the Treasury propos-
als Banks borrow on a short-term 
basis and lend long-term They then 
get into trouble when volatile inter-
eat ratesrise and depositois search
for higher earnings Moreover, the 
United States has too many banks. 

Reducing deposit insurance cov-
erage might help The current limit 
on deposit insurance is $100,000per 
account Treasury is proposing toreduce itto $100,000a person perInstitution Eventually, it would becut to si00.00 a person. The Gener-
ctt l0O0apro.TeGnr
 
alAccounting Office already has at-
tacked even this first small step asunwise" at a time when many
banks are introuble and depositors 

are nervous, 

Deposit insurance issold to the 

public as protection for small sav-
in cover-ers But few need $100,000 

age Most consumers can put enough 
money in a checking account to pay 
current bills Any additional cash 
can earn more from a money mar.
ket fund with almost equal safety,ionpthats 

..
 
-L 
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lsoes-ment's heythe regulator's the eguators ee. 

caped the scrutiny of accountants,"-
who are hired to check for fraud but 
somehow couldn't see it when their 
employers were the perpetrators -,.

It has been clear for several 

eye. They also es-

The funds' safety comes from dl-
versification and the short term of 
the commercial paper in which they 
invest But if that is not safe enough, 
a saver can buy into a fund that 
invests solely In government se-curi-
ties 

The experience of the money
market funds so far reinforces their 
good reputation Only two have had 
losses, and their owners have coy-
ered them. Even if there were 
losses, diversification would limit 
them for most depositors. 

The current argument for lower, 
Ing bank deposit insurance coverage 
misses the point. The conventional 
wisdom holds that depositors with 
funds above the insured levels will 
notput that money in a weak bank. 
Depositors, therefore, would impose
some discipline on bank5. But fewdepositors !ook at their bank's bal-

ance sheet and most would find it 
impossible to judge its loan portfo-ho. 


If the United States reduced de-

posit imnurance substantially, discl-
pline would develop, butfor a differ-
entreason Depositors would see the
banks as much riskier than money 
market funds and keep most of thetr 
savings in these funds, earning more 
in the process The question, then, 15 
whether any deposit Insurance iswarranted, 

Em 
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'. 

~, 

,. 


To be competitive when there Is 
no deposit insurance, most bank 
mortgages and loans would either 
have to be short-term or charge a 
variable rate. Alternatively, the 
banks could make the loan or write 
the mortgage, collect the Interest 
and keep the accounts, but the secu. 
rity would be repickaged for resale 
so that the buyer was committed for 
the -me term as the borrower. 

Another way to judge Treasury's

reforms is to consider whether they
 
are either
necessary or desirable for
 

banking to survive. Banks provide a
 
number of services, the two most
 
important being a safe place to keep

one's money and a source of capital

for borrowers
 

Big ,.compames now sell bondF or 
commercial paper rather than bor.
rowing from banks Since smallcompanies are riskier borrowers, 

nanks need to charge them higher
 
;.A4s and, more Important, keep
their exposure sti. :tly limited.
 

if banks cannot earn enough from
 

their loans, depositors may have to
 
pay more to keep their money safe
 
and to write checks. But there is
little logic n using depost insurace 
as a subsidy to keep banking sere
ices low-priced. 

Money market funds today ac. 
count for almost $W0million in deposits, banks total four cr fie times

ninuraonksta ccounvet.mAn 
thatamount ininsured Acwount An
 
ce aodreoi sharobanks' wdi
causetoe share ofbanks' depot.
its 
Itstobe s ed tomoney market 
funds Would that-be such a bad 
t 
tieswould match. Businesses and 
O would gettheirother borrowers still 

loans. Many weak banks would dLs
appear, but the survivors would be

Industry consolidation would 
endbiusses fornsomedation 

hi wesTeTesr eat 
I anud 

their owners The Treasury Departproposals, because they avoidsuch a scenano, are good for bank-
They are not so good for the 

public
puli 

John T. Bennett is an ecor'mist 
wU,.Lo Va.who lives in Alexandria, 
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The Dangers of Letting Banks Own Everything
ByRvrwcarE LITAN 

With our banking systenmIn so touch 
trouble andmany of(ourlarge banksli1ng 
markel sharehereandaroundtheworld It 
ItIletpling 10AVr hiiTshanieEuropean
countries, andto a evt. entn Japan. 
haveaniuch belier ovdelfor banking reg
ulation thanwehae t In .Europe &ndJa 
Panwill conlnue to enjoythaiadanlage 
Tim Treasury tDelvartloitni ni goingto 
propose a universl balhivkigmodelfor the 
'S AndIf s well that It wont1.because 

universal banking poeousignificant ros 
fhnour deposit insurance system andeven. 
fually for taxpayetrs 
Ina systemtof universal banking. &a 

practiced In German) andperthapeventu. 
ally thrIoughoutEurope.banksare permit. 
leddirectly totakeunlriluled equltypost. detosis are Insured bythe federal govern-

to other companies 

are allowed only 5-"equity stakes. 

Ilon. Japanesesanj 

TreUly'l Plan 
The Treasury's plan. In contrast. i 

likely iopemtli banks only tobeaffiliated 
with onowned by nlonbanking iIncludingcomrcal i concerns banksi would be 
p fhb directly engiging Intedron any 

other no banking activity This seemlngly 
technical distinction between Affiliatiot 
and direct activity LI critically important 
Indeed. 11underscores the major drawback 
to the universal banking model 

Universal bunking would stretch the 

federal serly net-deptall Insurance An 

aces to the Feds discotl window-an-

dernoi just banks butmuch of the rest of 

the economy as well Although no oe . 
there via) Adit it. this ts airridsP haf' 
petied in hothGer 
many and Japan. 
where It is widely 
und stood hli thev THE 
centralbankswould 

neverpermitdra l 

tars A any lar e 
sank to take a los 
America, ioo.has Its ' int bl Io tl pal 
kly-wiiness the recent proection o all de 
puoUrs of the Bank of New Engliand-but 
At least It d esn't lyet Iappl) to batk In. 
vestmventsIn the auto, steel and computer 
Induastries 

Of course, advocates of univeral bank 
Ingmight answer by saying. get rid of "too 
big to tail - That way.alien a large bank 
LI threatened by lose in Is securities. In-
SuranCe or cunmercial businvess, the de-
posit insurer won' bear tlie whole loss In 
deed. th,'re Is gtowing support in Congres 
even amongthoe who don t like urlveral 

banking for ending "too big to fall - withInsuredaepoaiis But even f11 ap-
bul this Lsriol realistic EvenIf Con- ouaich is hardly risk-Ire 

ress were to restrict or prevent theFed ivllhouul selltig measures.comier-
erAlDeluisli lsutance Coirpfrom fullyClal coolgiriierales can use insured bank
prtecting uninsureddetpOllor,, [he Fed
eral Reserve wtvuldstill conieto their e-
UPcby providing sufficient liquidity to 
troubledbanks to l-rlanyrun 

Advoclies of universal banking might 
eply linstead thai becauseunivleral banks
shouldbe safer than ordinary banks,tle 
FDIC SndtheFed would be lesslikely to 
be called upn than iow C111ICSwill scoff, 
aod point to UheClaitmsIntIe early lSois 
that 'brader powers" wouldLave She 
thriti industry 

The problens with universal banking 
runeven deeper,however Becausetheir 

nient. banks are Ableto ra se fundamore 

Uruvers banking would stretch the federal sajety 
ne t der not just banks, but much oj she rest oj

as~c~rost
economy a wt 
cheaply than othier companies If the law 

were to Allow banks to evlge directly in 
other activities irather than throughaftill 
ales financed by uninsured funds, then 
bank operated financial and comomercial 
enterprses would have an advantage over 
Independently vit'rated Ithat LI. non batk 
owed i cotpanies Accordingly. the mar. 
kelwiould eventually drive coitpanles ntl 

the ams of coniltercial banks 

Universal banking advocates, ofcourse. 
see nothing wrong in this. Iothe contrary, 
they believe that bank conlrolled capital-
LarIs tier than the current stock market 

controlied system But even If that theory 
Is correctIn German) and Javan. where 
cotonlerclAl hlstorcally have at-banks 
Iraled [tecream ofmaragectal talent, It 
U quesLiona ile r the U.S whereAtbes . 
the best talent has flowed into other sec. 
tars of theeconomy To he sure. the best 
and the brghlisl o our managers might 
begin moving into banks If universal bank 
Ingwere to become the hunr, butthe Iran 
siruontarrld would be long-cerlainly long 
en:Z"g ortn) banks to make more ms-
takes at the F'IC&expynse 

It the universal bankig nlo(tcontals 
soch risks, Is Treasury a likely modelof 
bank 'lfiliativo ' with non banks under 
tie roolof A oimon fltting coipany I 
any better' In principle. She answer la 
*'yes because the plan would not permit 
banks directly io fund other busilnesse 

defolis Iisuhidlie loans tcustomers of
their tan banking opera ons Afier all. 
woIdlil (GMor Ford rather eiend cat 
rair car loans though in affiliated bank 
futled with insured derls loan through 
heir frnance crniripanirslundedwith slin

sured cini- -cial piper' In addition, con 
glomirerallswould h' Incentlves to ue 
insured de siL to pay la courmvo u.n. 
head costs 

More troubling, even Ihougha bank 
may be healthy. the failure of thenon 
baokIng annofabankcould easily trigger 
Arunationg thebanks depsilors To be 
sure,suchrunsareIrratoioal But sowere 
ttie runs byinsured depositors on theBank 

o fNew En land. 

Three methods have been advarced for 
Insulating banks from :heirton bank LMil 
ales So far, the r;+<iionthat appears lobe 
preferred in Cnrss lamong those at 
least willintto contemplale Inanclf mod 
eriLaloni Is Io ralse even higher 
"firewalls" than Shosethat Treasury prob
ably wIll pint se,that bants and their ad 
fllaIes be required to MInlin separate 
employees. officers, directors, places of 
brisiless and nanes John Dingell. the 
chAirtan of she key House Energy and 
Cormterce 'cmmittee has Insisted in the 
past that banks and their affiliates be pro, 
filbld frum "cross narkeling" heir sen. 
Ices hhill such fIlwais. no one from out-
ide the banking Indusiry will be interested 
InSellring
i 


A seconirdopltion, advanced at est oice 
by 'DIC ChAirman William Sel,'tan. 
would order banks to narrow their Invest 
ovenrs lover suote reasonabletransition 
perod i Io "safe assets - government s'-
cUitirs and highly rated corporate. munic. 
ipal and asse1 backed intruments-as the 
pice for affiliating with other enterprises 
B s I such conglioerates would have 
to ransler theirdirect lending businessto 
septalre finance conipany afflliates, 
funded by uninsured sources As a carrot 
:ot limiting [their invenlents t sale a 
sets.conglomierate bunks corldbe charged 
lower detist insurance premluls than 

oiherno Affilialed broader In.banks iwith 
vestmenl powers. whilebring perliled to 
Abldrby lowercaplital reiurements 

Ftnalli. Federal Reserve Chairman 
Alan Greenstmn landconcelvably the
Treasur) plin Itselfiproposes 11atbaunks 
desiring i Wlongtofinancial or coviutier 
clalconglomrrerates in higher capitalmraint 
ratios than other banks This prropol 
could havetheoptr61Peffecto(the "n-m'
ruw' or ''l bookingoptlion: To toee 
returnonequilty targets, banks owned by
Ccmigiuivetralesitlrhlshifttheir potrtfotlio 
to ienrtnkier Assets(n theotherhand, a 
higher caital threshold itilgft deter non 
banks from entering banking tess ta 
strtct Investment lmits would 

tt will besaid.of course, that Impntg 
either higher capital requirements ornar 
rowbankingwill ware offjust thosecoin 
ri g t4 htw interest In banklr4 

andwillingness to supplycapital areao 
s1.orelyneededThere Isnoeasy wayto l'
solve this tradeult Sorte believe that the 

savingsto the FDIC andto consumers
 
from oneslop shoppingjustify thegamble

Others Ilk ie a e rikntlesi willing 


sireIching the federal alWety net, and so
 
want stronger insulation.
 

S&L Scin
 
The scarsof the S&rLdebacle Are so
 

painfully fell In Con rss that If s unlikely
 
that banks will be permitted to affiliate
 
with non banks, even with sualarnuial Insu
 
latton provisions Congressional Inaction,
 
however. will notend the debate During

the tlWs. vartious stales have effectively
 
endorsed Iheunlvorsal banking model by
 
Allowing the banks ihey chanter v0expand
 
their product ofleting! If Congress con
 
finues to11 ron
its hands, this trend should
 
continue Into the 19M
 

So those In Congress and She country 
Who wish to prevent the tederal salety et 
front overstretch would bewise to face the 
question now 

Me Ltin. a /eilou or the Brookins Ia 
Sitivu rfelly co-outhored a reporton 
the barkvli idasdrirror the F'iaaolI
siiluttO 5baohrluttfe of the Hoase 
Bonuvag Colrrirrree 

This Is the secondof Na0articles
 
presesting the artarnelts for and
 
onrsi breodlvm the burners be-

Ne el!bdR*kiX .. d rororierce, The
 

starle" oypp¢i.d lrsterdai 
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become, IconvanMr,,w 7 hene y.r a %lwWfLoil wisdom it
S Is time tu_ I... 

Lionit An esniuple iJ the sup
posed%-urldcaptal shtagre 

There have Indeed been 
chanites which will lend Io 
Ilcre e the dernand for nw 
caplvi reltive io the supply of 
avings There arethe needsof 

recsinstruction both in asoliern 
Germaiy and the real of the 
former communist world In 
the former casethis will 
reduce to vanishing point the 
sving surplusea aunited Ger 
many can make available to
the resto the world Japianese
growth and Japaneseaav'ngs 
are also under pressure Yet
ther have been no compenu Ge. 
ting structural rise In savings
Pr'opensities In tha rea a the %.eeatee inrl r oBundesbank 
weter world 

This diagnol overlooks. 
however, short-term forces 0.0 
making for earld recession 
These arie partly from the *& 
ealier Lighteni of monetury
policies tn many counties tocounter the re-emergence of 

e'fully reinforced by the ?Aso-called "credit crunch". thsll__ 
iU.the bad debts andcorporsals
insolvenci" which have ude 
bank. Andother fivancls . 
tutions more reluctLant to lend 
at any given rate of Interest 
Moreover the need for ceplti 
.econstruction In eastern 
Europe. and even more the 
Soviet Urnon. tI proving slower 
to matertlia- In the tunit of 
viable Investment opypOrtunl-
Lies than ie optimists sup-
posed 

In any casethe predominant
worldwide trend is towards 

1he much-vaunted 
internalionil 
payments
imbalances are 

disappearing 

recrsion. snd in a recession 
Interest rates fall Thu.,, while 
the received wildm is that 
German Interest rates will 
Incrvasead pull up those of 
the rentof the world Ana espe-
rially Europe. this is no more 
Ihan a temporary possibility 
for the early port of this yer 
The pattern would then be 
"First s nt, and then afall" to 
a rhythm frun a S ;.usM oper
etta For, as Tim Congdon.
with whom I am happy for 
once to a.Tr., remarks in the 
Gerrard A flatlual Review,
recessionary forces I, the rest 
of the world are likely to slow 
down the boom In Gernany.
which has a smaller weightIn 
the global economy than Its 
Influence In Europe suggests

One would not espectsitgn
of fllling Euroipean Interest 
rates while Gull tensions area 
their present level But oil 
prices have been far belo. 
those of last Autumn. when 
they touched 940 per barrel 
Their lendenry to plunge at 
the slighlest whiff tif a &•ce 
rumour thuws how far they
alabove any riornmalmarket 
equiitm Lven befur' such 
rumours the level of oil prices 
IgTIlfed a market belief hlat 
a ny connict would fall Io 
knock out the main Saudi oil 
Installations 

Meanwhile the combination 
O( Middle iaatern tenslion andthe thrratened crumblinig of 
President Gorbaschev's USSR 
has m.dre the D)Mark slightly
less attractlve, as well as 
Increasing the attraction of the 

ECONOMIC VIEWPOINT 
A t a g
Jind 

A 


-

By Samuel Brittan 

nan Interest rates 

. 

I11.11,g00* 'eet.m. 

dollar s a safehaven 1Tea. 
eaternal forces pius endless 
British official repetitions of 
the no devalullln theme have 
strengihened sterling a little, 
and it is no lnoge the weakest 
currency in the ElM rhe 
relief is only short term. hut It 
will at least buy a little titte 
for the chantrllur. ud brings
tinoght the prupct of modest 
Interest rtle cuts by around 
Budget time with lrer ones
Later it EIM credibility can be
maintained 

What would weespect to see 
In the world's main fitancial 
markets if a receton takes 
plame in the contest of a Ion 
ger rn ghortapfe of savingslret 
alive to investment opoortunI 
ties' Surely a fall in sthorterm 
Interest rates with long term 
Interet. lt re naimIug fairly 
sticky and falling onlyamd
estly

The drop in shortterm inter 
eat rates is still to come out 
alt - the US But at the 
toi termnend wehave already 
so bond rat s in the USand 
C nany ronvergitlg towards 
Lb. 8 per cent to 9 per cent 
b ,,d. while Japnese ralea. at 
about 7 per cent are a couple of 
percentage points shove 1989 
Isvela A jump as especially
noticeable In Germany. where 
lng term rates roseby VAper
oentage points around the lime 
of the breach of the Berlin 
Wall The more policy Inr 
enced short term rates roas 
much later. and. in envisaging
lower eatenlater In 1991.I Am 

-"* ' 't)1 

fci 

T 101ttio 

_ 

3-fo"h kt ,is race 

a 

several steps ahead of any
lhing the Bundesbank cares 
e" to contemplale

The Bundesbank president
Karl Otto Pohl stuck firmly in 
Bair this week It lhe line 
"There ti no room for lower 
Interest rates In Ge.'nny,
becauseof the huge I' e t del 

It - The debate in ..,e Bond 
esbaik is betwen'lbue who 
expect interest rates to 
Increase and ttoe who noebeve Frankfurt is that athey might remtain approul
marley sible A ILyposedly strong D-Mark is
tehnical prthibm Istoe Lom the key to curbing
bard trap" created by the ten 
dency of the normal gap inflation 
between the Ilundesbank's 
Lmbard lending rale and mu 
kr rates to diLa.year as mtar. in t92 Thi is part of thegon
ket rates rise Tots might be 
reslved by " nlig lombard 
tale combl ed with lower 
reserve requroinents for the 
banks - Ithlhical devices 
which will not resolve the pot
Icy problem of hoy much 
liluidity to put into the mar 
ket 

In general, I found the stmo 
sphere on a stopover in Frank. 
furl much les hawkish than I 
expected from the mood of the 
financial markets One of the 
most zealously anti Inflation 
sty figure lit the liundesbank 
envisaged that German wage 
increases would not go above 
an effective 6 per cent per head 
in 191 Productivity might rue 
by 2/ per cent and there 
could be orie iurere on rnie 
gli lie tiherefure did not 
eryeri underlytng Inflation to 

The disappearing Imbalances 
C bal e of payments fls., 

G1.1 
jaw 

.2_ O,-
.s .. 

0- -pens 
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rimemuch above3 pi Cnt 
erenli I a my o ItsI poi pas

ltlvely helpful in dampening 

demand, releasing resources 
fororc ,ction inthe et. 

boosting the -Mark 
The proclaitmd key to Burd 

eabank actlions Is the national 
budget, and the BundesLnl is 
happy to line up with Ger 
tona' EC partners In calling
for tighter flscal policy, u 
the Iundesfinh president did 
in Basic But aain tilsas to 
be interpreted with a pinch of 
Wt 

I li.. German government 
which will not be finally
fored before next week - cin 
rake a hl&f<onvincing stab at 
the chancellor's promises of 
DMI3Shnof budet cuts, the 

will juat about 
A- deficitacceptthe resulting 1991 
as a temporary unification 
espedieni without saying so. 

.even though it will amount to 
some 4 to 5 per cent of GDi'. or 
higher thtanthat of the US at 
its worst Contrary to wide
spreadbelief the ndesbank 
Is not pressing for tan 
Increases. which it lear will be 
apentby the LAnder. and much 
prefers expenditure cuts 

Ottn0 definite chance It that 
tile Bundesbank Is no Longer
pressing for an M 

t'11 11for et t e
French have se their a m 
aa[nt any further trant 
devaluatton and that even the 
UK has a strong commitment 
to li present panty It to also 
influenced by the dwindling of 
the Germancurrent payments 
surplus from [Mt0-bn In 1988 
to a projected DMI0t n Db in 
LOWand to lessthan DM3Obn 

The subtext in 

oral process by which the 
much vaunted International 
payments imbalances am dis
appearing

About Ealf the envisaged
Contraction in the German our 
plus is with other Community 
countries This movement has 
nothing to do with the incr
poratlon of the eastern Land r 
In the German payment
accounts to the middle of 10 
For, a west Gernan experts 
were amazedto discover,the 
former German Democratic 
republic was running a cur 
rent payment surplus on the 
basis of nof currency contntt 
with its Comecon neighbourll 

The unspoken outtest In 
rankfurt is that the ilnaUon 

acy effect of reunification can 
be held in checkso long as the 
D Mark remains strong- noo 
so much against LIM Curren. 
cies. asagainst the dollar The 
Bunidesbank does not want any
further appreciation a10111 
tle ilS cuicency luit nor does 
it want to see the DMark 
appreciably lower The best
hoL for the y(" countri woe 
ryitig shout interest rate pro.

is that the Inevitable 
relap.e of the D Mark. follow 
ing ohe failure of the Baker-
AuI talks, will not go too fr 

Of Ilo tent 
ogiew~hy(oll conflagration anda sOaritig til price, all bets 

woud be off Far more rould 
then be at slake that the 
coure of German Inerest 
ralel 
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ANear-Depression
 
Shades of the Depr.saon! When 

the federal government i'.s to stop a 
run on a $13 billion ban!t by takig it 
over, you know that the ntion's econ
omy is ir real trouble. But despite the 
Bank of New England failure (it 
s uld have b-en cb.kad a year ago), a 
serves of interviews reveals wide. 
spread di'.agreenent among experts 
on )ust how bad a reccs..i n we face. 

'I hnd the decline to date ia about 
average. I would call it a typical,
garden variety of recession." says fot
mer Federal Reserve Board governor
Lyle Gramley. StilU.I have to say 
that the nbks are on the downside." Adeep rece-,son, federal bank cegu-
tor L. William Sediman adnits. would 
accelerate the pace of bank failures. 

livestrairnt banker Felix Rohatyn
of Lazard Freres is a pes.rmst; 'I 
have never been asuneasy about the 
outlook in 40 years Everywhere you
look, you see red lghts blinking. I se 
something beyond recesion, but 
short of depression," 

But some experts are convrisced 
that the anecdotal evid-nce of receb- 
ion-the horror uor-s of individual, 

company or regional problems-is 
worse than the actual numbers. Ai 
the end of November, Federal Re-
serve Board Chairman Alan Green-
span said that the world out there,
whenever y:u look t the hard data, s 

not in asbad a shape as it feels," 


The Brookings Instiution's Charles 

Schultze says that 'these --'dotes 

cause u to exafnint "ur ')sition with 

more .are, but havwig "one so. our 

concluson is that we lace a moderate 

recessoa, a lot less than the one we 
had in 1981.82, with recovery getting
underway flaterl in 1991." 

With the cav-:al that no single
niiith' btalistics i a sUie guide,
Georre Perry cI lirooknligs puits to 
the LD'ember Libor force daia Asan 
itdk'alon that "ti' lalliug-ol -the-chlf t 
schlol doen't lotk too good Al-
though the oblle'.s rate juriped to 6.1 
per -nt, totl hour, worked in De. 
ceniber actually topt'l."Noveiiibir's. 

'What we've had is an economy
where certain sectors were at a de-
Pr'er'ssr luvr. i thwu"' olt,- H iti . 

IN I OOM 

joe tro blej were quite ra." Perry said. 
"Yet, they didn't addup to alot of GNP.* 

Gramley cites credit as one area 
where the actual statistics don't " 
as bad as the anecdotal evidence. But 
even so, ne adtmts, 'This Icredit situ-
ation] is different We've never lived 
thro.,gn a period flike this). We look 
At it and wondt r what it means.' 
Rohatyn broods over the depletion of 
the domestic credit system, exacer-
bated now by Japan's and Germany's
need to keep athome more of their 
capital 'that we have been living off." 

There are some positive elements in 
the ecorony that cosd lead to a turn-
arouid. Business inventorwes are lean 
iste, of fat, rtigage and other 
interest rates have come down (with 
the probability that tho Federal Re-
serve can be expected to push them 
even lu ver) and a clca'ir dollar helr 
make -. orts of Amercan goods at-
tractive. Ecoonic Councd Chainrmn 
Michael J. Bskain guesses that the 
worst of the d'clst'e has already been 
registered in 1990's final quarter. 

Yet it is dci'icult for arytsie, including
thosewho seeonly a moderate reci"s-
Lion. to build a ..setario that restorei the 
coionly quickly to a sustaineJ period of 
viRorous evsriiiic growth. The, federal 
iidget deficit is huge, and a fsture tax 

imurease to paylor tne cvt' of [)-e.i
Shield aml the S&L/manklmlouts louii 
onthe nhi-.A, ,tannt horizn 

Ttwri- isIn blilikiig thRraily of an 
overbuilt real estate market that helped
preciitate the cri.nLafrisng fuLmn'ia 
intlusintfuollosv-tnireilvi- oironrl'l Per-

ry grants that commercial real esate is 
in iat own depression: lt'U bea long
time before anyone builds a commercial 
building Again." Lenders e s .er-cau
tous in extenclng new credit for any 
purpose. And state and local govern
ments are being forced to cut aerves 
and lay off workers. 

What's more, although the rae in an
etntlyment during the past year has 
pnrnarily hit production workers, a ge
vere cress m the fivcia and bustae. 
s"v--s industries has had an early in
pacton wite-cobr ls Orthe first tim.'- showdown with SdWm Hussen 
further couds the outlook. If tereAno 
furher ao stonly a t'reo 
war-r, at wor, only alort ne 
motsanticipate a revwsa of comsre'er 

and busiess confience. If there ma
 
protracled war, allbets are off,
 

But even a quick end to the Gulf 
crisa won't end the Iroubtes of the 
economy. Lee Price of the Joint Eco
nomic Committee taff say*. "We 
can't get bick to 3 to 4 percent real 
giowth until we write off some of the 
debt overload-junk bonds, real es
tate and so on. We can hAve a short,
sh w leloession, but we CanStay at 
a sluggish level for a king time." 

So how will the recession of
 
1990-91 wu up? lielter not to ask.
 

John Keti'th Galbrah,. testifying
Muidmy belore a Semite Labor smb
comnitte. saillhai .n frire-aslig 
rece-sion, th-re ire two kinds of t-on
otiats -There's the kind that doesn't 
know, arid t'an there's the kind that 
dult'm.'l klihw thl it rI's-i' kiutw 
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Good morning, Mr. Chairman and members of the Committee. I
 

welcome the opportunity to be here today, the first time an
 

Administrator of the Environmental Protection Agency has appeared
 

before the Committee on Foreign Affairs.
 

As is becoming clearer every month, the task of protecting
 

our national environment has growing global dimensions. Whether
 

it is the prospect of global climate change, depletion of the
 

stratospheric ozone layer, or issues relating to our border
 

environment with Canada or Mexico, environmental problems respect
 

no borders.
 

The Department of State, of course, is charged with the
 

development and implementation of United States foreign policy.
 

In that environmental issues are increasingly being recognized as
 

integral to our foreign policy, EPA provides valid assistance in
 

implementing these policies, and through development assistance
 

projects under the Foreign Assistance Act.
 

International environmental activities also have an
 

important foreign relations dimension, as when we help the
 

countries of Eastern Europe launch their environmental cleanup,
 

give technical assistance that will help developing countries
 

come into compliance with the Montreal Protocol, or help
 

01 
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implement the innovative debt-for-environment provisions you are
 

considering in the Enterprise for the Americas legislation. In
 

performing these activities, EPA coordinates closely with the
 

foreign affairs agencies, particularly State and the Agency for
 

International Development (AID).
 

Congressional concern for the global environment has
 

historic roots that date back to or precede the creation of EPA.
 

The National Environmental Policy Act of 1969 (NEPA) directs
 

Federal agencies "to recognize the worldwide and long-range
 

character of environmental problems ..." and, where consistent
 

with our 
foreign policy, to use their programs and resources to
 

support "international cooperation in anticipating and preventing
 

a decline in the quality of mankind's world environment."
 

Congress subsequently included many international mandates
 

in EPA-administered statutes. For example, the Clean Air Act,
 

the Resource Conservation and Recovery Act (RCRA), the Federal
 

Insecticide, Fungicide and Rodenticide Act (FIFRA), and the Toxic
 

Substances Ccntrol Act (TSCA) all have specific international
 

provisions.
 

In general, EPA's international activities, carried out in
 

cooperation with the Department of State, are driven by the
 

following: the ability to derive direct benefit to EPA's
 

domestic programs, the opportunity tu acquire knowledge or data
 

useful to EPA, or an advance in building internaticnal
 

cooperation on environmental problems. The Great Lakes, the
 

C:_ribbean, and the Mexican border are some of the areas which
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provide opportunities for EPA, in conjunction with the State
 

Department, to address international environmental problems that
 

have a direct effect on the U.S.
 

EPA has agreements with technical agencies in over 20
 

nations. In addition, cooperation with international
 

organizations like the Organization for Economic Cooperation and
 

Development (OECD) and the United Nations Environment Program
 

(UNEP) provide EPA with valuable opportunities to develop, test,
 

and disseminate environmental technologies and information.
 

Increasingly, EPA's international activities involve areas
 

of common jurisdiction between your Committee and other
 

committees as EPA is called upon to work with the foreign affairs
 

agencies on programs such as environmental assistLnce for Eastern
 

Europe under the SEED program, debt-for-nature linked to debt
 

reduction in the Enterprise for the Americas, implementation of
 

the Montreal Protocol, acid rain, and global climate chang.
 

These issues have become EPA priorities not only because
 

they dire-tly affect domestic EPA programs, but because our
 

functional environmental expertise is inherently suited to
 

contributing to meeting these most pressing environmental
 

challenges. The United States is increasingly called upon to
 

provide leadership, and EPA is increasingly called upon to
 

provide technical expertise to tackle global environmental
 

issues. I am pleased to say that EPA is committed to responding,
 

along with other relevant agencies.
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At the start of my tenure in 1989, we established a new,
 

Pres.dentially-appointed Assistant Administrator for
 

International Activities (OIA) and brought "international
 

activities" into EPA's strategic planning and budget process. I
 

directed OIA to convene regular meetings of an Agency-wide Task
 

Force on International Activities to review issues and coordinate
 

our international efforts. My subsequent strategy for EPA's
 

International Activities was outlined in an internal document
 

issued last May, the "International Strategy for the
 

Environment," and I would be happy to provide a copy for the
 

record.
 

To focus EPA's international efforts, our international
 

office is leading an effort to develop EPA's strategic plan on
 

international activities, which is under review within the
 

Agency. I would like to take this opportunity to sumnarize the
 

plan's broad, long-term, and inter-related goals, which cover the
 

full range of EPA's international activities and programs.
 

First, the protection of the global atmosphere encompasses
 

international cooperation on global climate change and
 

stratospheric ozone depletion, as well as local and regional air
 

pollution, acid rain, airborne toxics, and other transboundary
 

air pollution issues.
 

Second, the protection of marine and polar environments
 

focuses on coastal environmients where development and population
 

pressures are the greatest, and includes issues such as dumping
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waste at sea, oil and chemical spill prevention and response,
 

land-based sources of marine pollution, and mineral exploration.
 

Third, the conservation of species, habitats, and ecosystems
 

aims at the prevention of habitat destruction, species
 

extinction, and the overall loss of biodiversity, and includes
 

such issues as deforestation, especially in tropical areas, and
 

the preservation of freshwater bodies and ecosystems such as the
 

Great Lakes.
 

Other elements in EPA's strategic plan include sustainable
 

development and the protection of human and environmental health.
 

These objectives include international standards development,
 

shared testing, and cooperative programs to reduce risks from
 

goods moving in international commerce, as well as a recognition
 

of the principle that economic and environmental decisions need
 

to be integrated.
 

We have developed several strategies to further these five
 

goals, for example:
 

Strengthen bilateral programs: Working with other pertinent
 

agencies, we tackle common environmental problems with Canada and
 

Mexico, and we conduct cooperative research and development
 

programs with Japan, Germany, and other industrialized countries.
 

These activities also support the broader political goal of
 

improved bilate"al relations with strategically important
 

countries, such as the Soviet Union and the Peoples Republic of
 

China.
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Improve cooperation with international organizations: Many
 

international financial and development organizations are engaged
 

in numerous efforts to provide technical and financial assistance
 

to developing countries as they address environmental problems.
 

The U.S., therefore, should coordinate its activities to avoid
 

redundant programs and to reduce the costs of administrative
 

overhead. Earlier this year, I attended a conference of OECD
 

environment ministers for just this purpose.
 

Enhance technical assistance and technology transfer: One
 

of the important issues I raised with my counterparts at the OECD
 

was the question of technical assistance and technology transfer.
 

It is essential that EPA, along with the Agency for International
 

Development (AID) and other Federal agencies, encourage
 

cooperation among donor and recipient countries to promote demand
 

for environmentally sound technologies, training and research,
 

information on and access to appropriate technologies,
 

infrastructure to support these technologies, financial planning
 

to make the cost of implementing these technologies feasible, and
 

the protection of intellectual property rights.
 

Through our development assistance projects in particular,
 

we underscore approaches that emphasize pollution prevention,
 

risk assessment and risk management, assessment of environmental
 

impacts, cross-media and regional approaches, and market
 

mechanisms.
 

By pollution prevention, I mean using resources more
 

efficiently to generate less waste in the first place, the reuse
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of materials, and the substitution of non-toxic materials for
 

toxic ones. EPA is currently working with AID, OECD, and UNEP on
 

environmental technologies and a clearinghouse for pollution
 

prevention. EPA is also working with AID to develop an inventory
 

of mechanisms, approaches, and interventions aimed at reducing
 

greenhouse gases that contribute to climate alteration.
 

The use of market mechanisms and economic incentives is
 

illustrated2 best in the 1990 Clean Air Act, which includes an
 

innovative emissions allowance trading system for sulfur dioxide.
 

In the international arena, the Montreal Protocol on Substances
 

that Deplete the Ozone Layer also includes a limited emission
 

trading system, and our implementing legislation contains a tax
 

to hasten the phase-out of CFC's. Such measures need to be
 

encouraged.
 

Environmental assessmont is a key component of United Statas
 

domestic environmental programs, end many other countries are
 

interested in developing legislation and procedures simlar to
 

ours under the National Environmental Policy Act (NEPA). Along
 

with the Council on Environmental Quality, we have been actively
 

assisting in the development of such approaches.
 

Regional approaches often provide the best return on our
 

investment in environmental protection. While obvimsly
 

appropriate to the preservation of :iarine environients like the,
 

Caribbean, regional approaches can be successful in aretAs with
 

common environmental and social conditions.
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Eastern Europe is a case in point. Last September, I was in
 

Budapest, Hungary, to participate in the opening of the Regional
 

Environmental Center for Central and Eastern Europe. 
The Center
 

was founded, as yzu know, by contributions from the United
 

States, Hungary, the European Community, and several other
 

countries to strengthen environmental policies and build
 

institutions.
 

After only six months, the Center already has become a focal
 

point for environmental groups, governments, and citizens of the
 

region. They look to the Center for leadership, expertise, and
 

resources to redress forty years of environmental neglect. The
 

Regional Environmental Center is one of the early successes of
 

the Support for East European Democracy (SEED) Act of 1989.
 

Latin America is another example: the Enterprise for the
 

Americas Initiative, announced last June by President Bush, will
 

allow for the renegotiation of debt owed to the U.S. Government
 

and application of the interest to environmental protection anid
 

conservation.
 

EPA's international activities include expanded cooperation
 

with other Federal agencies. .-r example, the two programs that
 

I just mentioned, in Eastern Europe and in Latin America, involve
 

substantial cooperation among EPA, the State Department, AID, the
 

Department of Treasury, the Peace Corps, and other agencies.
 

The funds for EPA'- activities under SEED are appropriated
 

to AID and then transferred to EPA. The coordinating process for
 

these activities, under the overall direction of Deputy Secretary
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of State Lawrence Eagleburger, has enabled EPA, AID, and DOE to
 

develop jointly an Environment and Energy Strategy for Central
 

and Eastern Europe, collaborate on program development in the
 

region, and combine our considerable mutually reinforcing
 

expertise to assist our colleagues in Eastern Europe to solve
 

their most pressing environmental problems. We will continue to
 

work together to develop a highly effective program for the
 

future.
 

Mr. Chairman, we are aware that during this Congress the
 

Committee on Foreign Affairs will direct its efforts toward the
 

reauthorization of the Foreign Aid Assistance Act. We are
 

encouraged that the Committee recognizes the role of the
 

environment in foreign assistance decision-making. We urge the
 

Committee to consider EPA's international strategy for the
 

environment and our inherent environmental expertise as you take
 

up this legislation.
 

For the past decade, the U.S. has been called upon and
 

responded to the need to provide international environmental
 

leadership. I hope that EPA can expand its collaboration with
 

foreign assistance agencies and the multilateral donors and play
 

a larger role in international assistance programs. EPA is
 

recognized to have expertise in many key areas, and we h&ve much
 

to offer to the development and implementation of environmental
 

programs.
 

At EPA, we plan to build upon our successes in bilateral
 

and multilateral cooperation, foster regional approaches to
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common national problems, and help build the necessary
 

international responses to global environmental challenges. We
 

will work closely with the State Department and AID to ensure our
 

efforts are consistent with and support foreign policy and
 

development assistance objectives. In all these efforts, we
 

value your help very much.
 

This concludes my prepared statement, Mr. Chairman. I will
 

be happy to answer any questions you may have, either now or
 

later in writing for the record.
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The Environment as a Foreign Policy Issue 

bl)Curt Tarnoff 

l:oreion Afta irs aii. National lef)cense I)ivision, January 31., 1991 

SUMM~ARY 

Environmental issues have become a significant factor in U.S. foreign policy. 
Several developments explain their growing prominence. The nature of environmental 
problems increasingly involves cross-border issues and, in the form of ozone depletion 
and potential climate change, they are perceived as global threats. Scientific findings 
indicating an environmental threat have led to growing media attention, public concern, 
and entry of the issue to the political agenda. Finally, many believe that the dominant 
security agenda of the cold war is being replaced by other issues, such as economics and 
the environment. Most recently, the Persian Gulf crisis has demonstrated the use of 
the environment as a weapon of war. 

Many question whether the United States is equipped institutionally to deal with 
issues that encompass both domestic and international concerns. At this time, 
decisionmaking appears to be ad hoc in nature. Others believe thati in the on-going 
race between heads of state to be the "greenest," the Administration is not doing enough 
to sustain the United States as a leader on environmental issues internationally. 

Most environmental relations between the United States and other industrial 
countries have been conducted in the form of friendly competition for leadership and 
in terms of seeking cooperative measures to resolve problems. However, there is 
growing friction between the United States and its allies over specific agreements on 
pollution controls. Environmental assistance to Eastern Europe and the Soviet Union 
is viewed by many as a way to facilitate political stability and increased trade 
opportunities. 

En'rironmental issues are likely to have an impact on U.S. relations with 
developing countries. The United States may increase its attempts to influence the 
environmental policies of developing countries through the use of aid conditionality and 
sanctions. Developing countries, sensitive to intrusions on their sovereignty, have 
begun to ask for increased economic assistance in return for adoption of conservation 
policies and programs. They may also demand that the United States alter its own 
domestic environmental policies before attempting to constrain their economies with 
environmental restrictions. 

The following questions arise concerning U.S. foreign environmental policy. What 
kind of multilateral environmental institutions should the United States support, and 
how much funding should the United States provide to such organizations? What kind 
of bilateral economic assistance program would respond best to developing-country 
environmental problems, and what funding can the United States provide? What 
priority should environmental concei ns have vis-a-vis other important policies regarding 
Third World development, international narcotics, and domestic concerns? The 
Congress is currently seeking to address these and related issues. 
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BRUCE STOKES 

'GREEN PROTECTIONISM'
 
M nvironmental issues and trade 

issues are on a collision course. 
The insular world of trade pol-

icy making may never again be the 
same. 

For years, trade negotiators cui 
their deals with no direct concern 
for the environmental conse-
quences. But now, an increasingly 
interdependent global economv is 
emerging against a backdrop of ris-
ing enironmental consciousness. 
Neat separation of policy making.
with the U.S. Trade Represen-
tative's Office (USTR) handling 
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want people getting subsidies just to 
modernize their plants," a U.S. 
trade official said. 

"'You can design a reason to sub
whatever industry you want to 

promote," said Thomas R. Howell. 
a partner in the Washington office 
of the New York Ciry lay firm of 
Dewey Ballantine. which represents 
U.S. steelmakers. 'It's a loophole 
you can drive a steel mill through. 
The wa you clean up the environ
ment isthrough regulation of pollu-

Subsidies affect the competi

some issues and the Environmental 
Protection Agency handling otherr., -
is no longer politically feasible. 

Congressionally mandated environmental goals are likely to 
be part of the price the Bush Administration pays for authority 
to negotiate a free-trade agreement with Mexico. And differ-
ences over what is a permissible environmental subsidy are 
doggino the current international steel negotiations and the 
multilateral trade talks now winding down in Geneva. 

How these conflicts are resolved may determine whether 
Congress ultimately approves a Mexican trade deal and 
whether U.S. companies will face new overseas competition 
that has been subsidized for ostensibly environmental reasons, 
More broadly, the new climate signals that trade policy must 
now" reflect a broader set of social and political concerns. 

Environmental groups, among them Friends of the Earth 
Inc.. the National Wildlife Federation and the Natural Re-
sources Defense Council Inc., have an ecological agenda for the 
Mexico talks, which are slated to begin this summer. Citing the 
air and water pollution created by the burgeoning number of 
factories that have already sprung up on the Mexican side of the 
border, U.S. environmentalists want some assurance that the 
Mexican government will enforce its antipollution regulations
when new investment floods into Mexico following a free-trade 
accord. To ensure that American companies won't flee to Mex-
ico after the deal isdone just to avoid U.S. cleanup efforts, the 
groups also want Mexico to hold any new U.S. investors to 
Washington's higher environmental standards, 

"We are not against a trade agreement with Mexico," said 
Stewart J. Hudson. legislative representative for international 
programs of the National Wildlife Federation. "What we are 
against is one that is not structured properly to take into ac-
count the problems it would exacerbate." 

Environmental groups, having allied themselves with labor, 
industry and farm interests (which have their own wish lists for 
the talks), stand a great chance of success. The Democratic 
leadership in Congress isalready toying with different schemes 
to force USTR to include environmental objectives in the pack-
age it brings back from the negotiations with Mexico. 

In the steel talks and in the General Agreement on Tariffs 
and Trade (GATF) talKs, some European and Asian govern-
ments want to legalize subsidies for industry investment in new 
technologies to help them cut their plants' air and water pollu-
tion or to improve their energy efficiency. This does not sit well 
with the Bush Administration or with U.S. industry. "We don't 

.sarilv the environment." 
= avocate the poluter 

pays approach to the issue," said 
Eric I. Garfinkel, assistant Commerce secretary for import ad
ministration, explaining the official U.S. negotiating stance. 
"Therefore, it would be inconsistent to support the creation of a 
permissible category of subsidies." 

U.S. negotiators think that the coming steel and GATT 
agreements will ultimately avoid providing a back door for 
trade-distorting government aid. 

But the issue isunlikely to go away. Green protectionism has 
become a new rallying cry for the European environmental 
movement, which is increasingly interested in economic self
reliance as a means of minimizing global ecological degrada
tion. "The first thing which would be required would be protec
tion for threatened, fledgling or, at present, absent sections of 
the economy necessary to ensure increased self-reliance." 
wrote Colin Hines in a recent study, "Green Protectionism," 
for Earth Resources Research in London. "To be sustainable, 
such protection must have environmental goals at its heart." 

Under such political pressure, Howell said, "it's clear the 
Europeans contemplate a greater amount of spending in this 
area in the coming decade and want to do it in a GATT
consistent way" to avoid being subject to countervailing duties 
imposed by the United States on subsidized imports. 

It isclear that these issues are here to stay. "The question is 
how do you protect the environment and structure the system
for ferreting out protectionism," Eric L. Christensen, a project 
attorney for the Natural Resources Defense Council. said. 

Whether that will be possible may depend on whether the 
U.S. environmental community can bridge the division that has 
emerged in its own ranks. On one side are those who are 
convinced that increased international trade will necessarily
lead to greater damage to the environment. They have willingly
made alliances with labor and industry forces that want to stop
the Mexico deal and the GATT agreement for protectionist 
reasons. At the other end of the spectrum are groups that worry
about environmental destruction but who also believe that freer 
trade can stimulate the economy, creating more resources to 
help protect the environment. 

Narrowing that divide will not be easy. But if envijonmental 
groups don't find some middle ground, their newly minted 
coalition with labor, industry and farmers may prove ephem
eral. And an opportunity to permanently alter the way trade 
experts formulate policy may be missed. U 
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TASK FORCE REPORT 
Beyond Interdependence: The Meshing of the 
World's Economy and the Earth's Ecology 

JIM MAcNEILL 

"Beyond Interdependence: The 
Mesung of the World's Economy 
and the Earth'sEcology" is the tde 
of one of three task force reports to 
the TrilateralCommission discussed 
in draft form in Washington, D.C. 
The report was prepared by Jim 
MacNeill, Pieter WaiLsernuus and 
Taizo Yakushiji. MacNeiU isa Senior 
Felow at the Institute for Research 
on Public Policy in Ottawa and Sec-
retary Generalof the World Corn-
mission on Environment and Devel-
opment (BrundtlandCommission). 
Winsemius, former Dutch Minister 
of Housing, PhysicalPlanningand 
Environment, is a Directorof 
McKinsey & Company in Amster-
dam. Yakushiji isa Professor of Tech-
nology and InternationalRelations at 
the GraduateSchool of Policy Sci-
ence of Saitama University in Japan. 

The folhouing are excerpts from 
the concluding chapter of the report: 

The OECD nations bear a special 
responsibility to lead initiatives to 
reduce rates of climate change, to 
reverse deforestation and soil and 
species loss, and to modify ecolog. 
ically perverse behavior. But what 
initiatives appear to hold the most 
promise for real action? Current 
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PIETER WINSEMIUS 

efforts to strengthen and reform 
existing institutions and to negoti-
ate major new conventions must 
be supported but, given the time 
frames involved, we favor a paral-
lel pluralistic approach that would 
seize opportunities for concrete 
action as they arise-unilateral 
national action, bilateral action, 
action by small self-selected 
groups of nations, regional and 
global deals. This approach would 
take advantage of differences be-
tween nations and target groups to 
effect bargains that could improve 
the situation of all the parties in-
volved.... 

OECD nations should substan-
tially increase R&D and program 
funding for energy efficiency and 
renewable energy resources. Put-
ting such measures into an intema-
tional agreement, enacted by each 
nation conditionally on all (or 
nearly all) others doing the same, 
would remove the competitiveness 
obstacle associated with any pro-
ducing nation moving first.... 

OECD nations should move 
quickly to marshal sufficient in-
vestment for bargains on global 
warming. The most frequently 
proposed mechanism is an inter-

TAIZO YAKUSHIJI 

national fund. A large number of 
proposals have been made to fi
nance the fund through various 
,axes or levies, including a "cli
mate protection tax" related to 
the carbon content of fuels, levies 
on a mix of pollutants, on the val
ue of international trade, on inter
national passenger and freight 
transport, and on carbon, sulphur, 
nitrous oxides and other air pollu
tants. Several proposals have been 
made to create an international 
regime within which shares or per
mits to emit carbon would be 
granted to national govemments 
and could be marketed freely be
tween them. The "simplest" solu
tion for politicians in the OECD 
nations is undoubtedly to channel 
a fixed percentage of GNP into a 
fund....
 

The greatest weakness in the 
existing institutional framework 
tor environment and development 
exists at the national and local 
levels, especially in developing 
countries. There is an urgent need 
to build viable domestic institu
tions for sustainable development. 
The most pressing need in the 
areas of environmental protection 
and resource management is to 
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strengthen the scientific capacity 
needed to assess changes in the 
environment. Scientists are on the 
front line in the battle for a sus-
tainable planet. The most pressing 
need to ensure that future devel-
opment is sustainable ir to in-
crease the capacity of central eco-
nomic, trade and sectoral agencies 
to assess the impact of their poli-
cies and budgets on the resource 
base for development, and to act 
on those assessments. 

Developing this institutional 
capacity should be the subject of 
priority bargains between OECD 
bilateral development assistance 
agencies and institutions in select-
ed developing countries.... 

[Nlations should continue ne-
gotiations on an international 
agreement to cap and reduce C02 
emissions. The goal should be a 
substantive (i.e., not an empty) 
"framework convention," which 
would be negotiated in parallel 
with, and signed at the same time 
as, action protocols. The conven-
tion should contain a clear com-
mitment to the goal of stabilizing 
GHG [greenhouse gases] concen-
trations in the atmosphere, and a 
sec of phased targets to achieve 
that goal. The protocols would 
pick up the agreed targets and set 
out the agreed means to achieve 
them. The convention should 
not be signed unless and until at 
least a protocol on energy emis-
sions and one on deforestation 
could be signed with it. The ex-
isting Montreal Protocol 
(strengthened by the June, 1990 
meeting in London) could also 
be folded under the convention. 
Later protocols should provide 
for appropriate measures con-
cerning the hitherto uncharted 
territory of methane and nitrous-
oxide emissions. 

The convention should also lay 
out the foundations for a simple 
but effective mechanism to pro-
vide leadership, overall political 
direction and broad coordination 
of work under the convention. It 
might be called a World Forum on 
Environment and Development 
(WEDF). It would bring together 
ministers representing the signato-
ries to the convention at least 
once a year to evaluate progress 
and decide on necessary actions. 
This could take the form of a 
usummit" of Ministers of 
Resources, Environment, Energy, 
and Finance, from North and 
South, to discuss progress toward 
global sustainability. The WEDF 
would need to be supported by a 
small permanent bureau. A group 
of senior officials would also be es-
sential to prepare policy recom-
mendations and to set up channels 
for the implementation of its deci-
sions. UNEP and the WMO might 
perform these roles. The intergov-
ernmental Panel on Climate 
Change (IPCC), which involves 
senior officials from participating 
governments, could undertake sci-
entific assessments and analysis of 
policy options on a continuing ba-
sis. After completing its original 
mandate, the IPCC could also be 
retained as a body for developing 
and funding joint research pro
jects on climate and the environ
ment. We also see a larger role for 
a redirected World Bank as the 
pre-eminent institution for co!
lecting and distributing large funds 
and for preparing and managing 
multilateral bargains. With a mod
ified charter, the World Bank 
could perhaps grow into the role 
of serving as the international 
clearinghouse. 

OECD nations should attempt 
to achieve a substantive frame

work convention of this type by 
the time of the 1992 World Con
ference on Sustainable Develop
ment. But the prospects for this at 
the moment seem very unlikely. If 
negotiations through 1992 do not 
produce a framework convention 
with goals, targets and a few key 
action protocols that can be 
signed at the same time, it would 
be better in our view to opt for no 
convention than to settle for an 
empty framework. A political 
"success" purchased at the price of 
an empty framework would reduce 
pressure for real action, perhaps 
for years to come. The chastening 
experience of a political "failure" 
could sharpen the pressure and 
maintain the momentum of the 
negotiations until real success is 
achieved. The worst thing that 
the world community could do is 
to let governments "off the hook." 
Rather, it should increase societal 
pressure to "make them sweat it 
out" until such pressure has been 
translated into a political willing
ness to act. 

The full published report isavailable 
from the New York, Parisand Tokyo 
offices of the TrilateralCommission. 

Copyright ©1990 Jim MacNeill 
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JessicaMathews 

The New Dogma of Environmentalism 
Itisthe kind, not the amount, of econonsicgrowth lut nuakes the difference. 

Sone years ago. biologists coined a needs of the present without tonipro- knowledge of subtle biological relationphrase [hey called the Central Iog- nimng the ability of future getin-ra- shipN and a broad geographic view.is. 'I:Jew words (which de&sibr the tiuins to iet their own nced,.' While Growth that depends, fur example. onflow t genetic ;mi. rtatiu.,o rnude a that is accurateas far as it goes, it has the export of pollution may look soscell) became the indispensable mentzi proven to be surprisingly difficult to tainable as Iong as only theexportersmap by whiLh a turrvnt of new riifor- expand the definition in terts uswful are cnsridered. Growth that rains acidmation was orgarized and under- to policy makers. precipitatlonr o Swedhh fure-A may:tood. In the 1980s the study of Sustainabe development assumes loo" fine to the Poles, the Cze.:ha orenvironmental trends went through a that econuiinc growth is essential to the Geitniain. but noit ti the Swteds.period of similar ferment and ac- environmental solutions. Thus rt Finding the appropiatt, tine lcalequiied a ce-ntral dugia of :s own. 
hold. that the solution to the plaet's 

It leaves behind sterile growth/no is tiuch harder. It tuon,up. for exati- surplua. which, in the Mesopotamian modern. fossil fuel-fired industrialgrowth debates. It also iiplies that pie. in the ciiitroversy atbut North- vaI!ey. mreantirrlaton. Over lnm, world. "Viewedenviouamneiital problem over the long term,"Liesin some- there are lmtsto economIric growth. tinPacific old-growth foct,aid tie irrigation caued salirntion, as it does Punting writes, human history hasthing
called sustainable development. The geieral view today, however, is spotted owl. It is pussible to grow old today. Alter 600 years,The phrae was popularized by a that these are riot the absolute hllits trees in 
as the sod been a story of rising numbers and

ll-.etorsts in 200 years. grew saltier and the supply of freshUnited Nations cuoiinhiilut whose whose existence was so hotly debated But more than old tret are 
greater presuta on the environ

neces- Land was extausted, Solier's crop ment." A crucial difference1987 tpurt Our Coiniun Fui ire" is thatin the 1970. Nor are the liits likely sary ot sustallalble old-growth for- yields. and Its fortunes, began to fall. what were once local pressureswas a surprise international be.tsell- to be unposed by a dwindling, finite areests. They also requi e large, hollow By the tine of the[kbyloan co- now global ones. "Is humanity tootr,though not in the United Stales, supply of resources. Instead. tne- Ion- logs on the forest floor. Why? Because quest, yields had dropped to one-third confdent about itsabity to avoidThe Bruridtlaid eport, as it is also in g factor is likely to be, as the the trees depend on fungi that live in what they had once been.known. changed the terms of interns- report put it,"the zbnlrty of the bio- their roots, the fungi depend on ro- The satre story isbeing pieced to- ecologicaltroral debate by persuasively denron- sphere to absorb the effects of human dents 
disaster?"

for their reproduction and the gether in Mexan junglcs where Ma- The Brundtland Commissionstrating to a briad audience that envi- activities."
rurrirrerital degradaiirrni is riot merely a 

While these effects are rodents need thelogs iii survive. It yan civilization fluurished for 400 years thought it sa'a an answer. "We cane toobviously i lated to the nuniber of takes imruch tlorger than 200 yersi for and their collapsed. There defuresc - see that a new developicorirt-qu-n e iidu, trializatjot! but a people on the planet and to aggregate a tree to grow old enrugh to fall. and 
ri path was 

"sursrVal issue," especially for devel- econornoc: activity. the htiris are high-
ioi arid sol erosion, rather than salr- required. one that sustained humanso a sustainable cuttiig cycle in these zation, app.areiity did the (Lrriage. progr-s iot just in a few place. foraopirg c'ountre. Al i ough individuals ly elastic. They are determined by the forests niust also be much longer than The beginning of tie last decade ofarid cuoni-e nshad t state o techniligy and social orgairi- 200 y.s. 

few years. but forthe entire planetbeen making the the milleium is a taturnil niorielt to intothe dist.at future." Tire notion ofbanit case for years. "Our Cu mmn zalion, by plitical will ana capital Wfile soc eica. wresrie with texe glance backward. Clive Puiing, a sustainable development has definedFuture" succeeded where ithers had invesltnent. It is the kind. trot the sorts of tirobltrins. ei sirornineritai his- Blritish eivironiental historian, the goal. Figuritng out how to achevelailed in illuiiinating tire errvlrrnnireri- aniruri, of econromiric growth that de- torrarls are roninlring that the chfoic-s points outthat an accurate account of it renains a monumental task.tal aapects of poverty, hunger, ds- terillilles envirorimenrtal stress. dre nttuirely thcoretical. The evi- hurrirri history in 30 iniriutes wouldease, debt arid ecuroinic growth. In practice, the difficulty lies in dence extends tack tothe begi ining of devoite 29 minutes aid 51 secords to The wnter. a vmcepresidentoftheThe report proided a barte-bones distinguishing growth that is sustain- literate civilizatirn. For 1.209 years hunter-gatherers, inore than 8 sec- World Re.ources Institute,writesdefinition of sustainable development able from growth that isnot. Doing so the hrstiry of ancient Surier hinged oias econonic activity *hat "nieets the requires a long time frame, detailed its ability 
onds to settled agricultural society thir column indepicndentlyfor Twto produce an agricultural and a fraction of the Last second to the Pitl 
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i nf the F innl__* 

by Bill L. Long
 

It is a time for 'stock taking' by the 
international environmental community, 
Preparations are underway for a 

major United Nations Conference on Envi-
ronment and Development in Brazil in 
1992 which will, in part, commemorate the 
launching of the 'era of the environment' 
twenty years ago at the LIN Conference on 
the Human Environment in Stockholm, 
Sweden. And the tvwentieth-birthday year
of the OECD Environment Committee cul-
minates early in 1991 with a meeting of 
the OECD Environment Ministers. 

In each case the meeting organisers are 
pondering what they should report to 
heads of state and ministers on how far 
the nations of the world have come since 
the 1970s in managing the environment, 

My own view is that the OECD countries 
have, in general, come a considerable dis-
tance, and are today poised on the 
threshold of significant breakthroughs in 
protecting and enhancing their environ-
mental resources in the years immediately 
ahead. On the other hand, when one looks 
beyond the OECD region, to eastern 
Europe and the developing world, en-
vironmental performance in the 1970s and 
'80s was dismal, alarmingly so. 

It is, I believe, both interesting and in-
structive to look back twenty years and 
compare environmental attitudes and approaches then with the situation today. 

In 1970, the Stockholm Environment 
Conference was being planned as an 
event that would raise awareness, to 
make world leaders sensitive to environ-
mental threats and the importance of a 
common approach. Dunng a recent visit 
to the OECD, the Secretary-General for 
the 1992 Brazil Conference, Maurice 
Strong (who also headed the Conference 
in Stockholm twenty years ago), em-
phasised that deliberations in Brazil will be 
about the economics of environmental 
management. 

This is consistent with one of the princi-
pal trends in international environmental 
affairs, captured neatly by a speaker at an 
OECD workshop early last year that 'one 
can track the evolution of environmental 
concern over twenty years by watching it 
move from the back page of major news-
papers to the front page, and now to the 
financial page'. 

It is consistent also with OECD's ap
proach, which emphasises the imperative 
of integrating economic and environmental 
decision-making if goals in either sector 
are to be achieved. 

A second notable change involves the 
sources of concern. In 1970, the principal 
worry, expressed mostly locally, was pol
lution which could be seen, smelled or 
heard. Today, concern has spread to in
clude pollution by chemicals and radio
nuclides at micro-levels of concentration 
threats to human health and well-being
which citizens cannot detect with the un
aided senses. Further, environmental risks 
have broadened spatially to encompass 
transborder air and water pollution on a 
regional scale, and also problems of 
ozone depletion, climate change, def'.rest
ation and ocean pollution on a global one. 

The environmental 'renaissance' in the 
second halt of the 1980s, which has since 
engulfed the highest political levels in 
OECD and other countries, was in fact 
triggered .by public concern that human 
activity had reached the point where it 
was beginning to affect adversely the 
basic life-support systems of the Earth. 

From Reulction 
to Maket 

In 1970 technology and industry were 
perceived as the villains. The evolution of 
attitude here was characterised by Gustave 
Speth, President of the World Resources 
Institute in Washington, who recently con
fessed to being a 'reformed Luddite'. He 
associated himself with a growing number 
of converts who now see technology - in 
the form of a new generation of 'clean' 
technology - as the key to an environment
ally sustainable future, with private indus
try an essential part of the solution, rather 
than the problem. 

Clearly industry - or parts of it, at least 
is earning much more public tolerance, 
even respect, by demonstrating that it can 
make a profit while reducing waste genera
tion, pollution emissions and raw material 
consumption. But while success breeds 
success, it also heightens expectations.
Thus industry is being confronted with a 
Bil L Long s Dii'ior ol the OECD Enwionmeni 
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and the publc, extrapolating fromn di-

andul sthess sep
ubli, incfromsind 
vidual success stories, seem increasingly 

to believe that, with enough pressure, in-

dustry will perform environmertal miracles 

while mai"airing profitability, 


The President of the International 

Chamber of Commerce, Peter Wallenberg,noted in a recent speech that 'the wither-

ing away of the Marxist challenge to the 
free en erprise system leaves the environ-
mental challenge as the most fundamental 
one that businessmen all over the world 
are going to face in the foreseeable 
future'. 

The evolution of environmental man-

age'ent is also reflected in the policy in-
struments governments have empiuyed to 
achieve environmental objectives. In the 
early 1970s, 'command and control' regu-
latory approaches were adopted in an ef-
fort to bring a quick halt to major pollution 
problems. Subsequently, the expanding 

costs of pollution control, the increasing 
complexity of regulatory regimes, and the 
failure of regulation to force technology 
innovation beyond what was required by 
law caused governments to look for new 
policy tools. 

OECD countries, in particular, turned in-
creasingly to the 'market'. Environmental 
taxes and charges, deposit-refund 
schemes and - most recently - the use of 
tradable emission permits were in-
troduced. Within the last two years there 
has been an explosion of interest in the 
use of such market-based instruments. 
with the intensification of the search for 

increased efficiency in environmental 
management. 

What is emerging appears to be a de 
facto 'hybrid' system, with governments 
uring command and control regulation to 

fix long-term performance standards and 
targets, while looking to market instru-
ments to find the most cost-effective 
pathways. 

Governmental policy-making in the en-
vironmental field has also moved sharply 
in the direction of more comprehensive 
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One of the direct results 

of tropicaldeforestation (left) 
is catastrophicflooding(below), 
often in areas considerable 
distancusaway. 

a_ Early a p 
rtchenvironment were based on the manage-

ment of one pollutant at a time and one 
medium at a time. This strategy failed to 
take nto account the fact that the poilu-

tion is often just moved from one medium 
to another (e.g., if controlled as a solid 
waste and incinerated, any toxic material 
can end up in the air), or that regulation of 

f 
one chemical can give rise to more hazard, 
Ous substitute products. At the beginning 
of the 1990s, governments are now adopt-
ing much broader strategic approarhes, 
captured in such policy slogans as 'multi-
media management', 'integrated pollution
prevention and control' and 'cradle-to-
grave andcnt' 
grave management'. 

rOli MAve.sit 
to Co-opertflon 

The changes taking place in Eastem 

Europe are also of striking importance in 

international environmental affairs. The 
'cold war' mentality of the early 1970s 
spilled into the UN Environment Confer-
ence in Stockholm as the East and West 
competed to convince other nations of the 
merits of their respective economic sys-
tems for protecting the environment. Two 

decades later, the importance of open 
societies, pluralistic institutions and ma ket-
based economies for effective environ-
mental management stands unchallenged. 
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ENVIRONMENT AT THE OECD 

Work on environment questons in the 
OECD has, not surprsingly, mirrored inter
national trends. In the Organisation's first 

decade, a number of environmental projects 
were undertaken, pnincipally related to the 
science of air and water pollution. In 1970, 
as environmental concerns moved up the 

agendas of member countries, an 
OECD Environment Commitlee and Envi

oment Directorate were establis-hedl. A
imaor concer was the economics of en
vironmental protection: who pays, and how 
much? This was answered in part in 1972 
with the adoption by the OECD of the'Polu

ter Pays Pnrnciple', one of the basic tenets 
of environmental management today. 

During the 1970s, the OECD's environmen
tal work expanded well beyond environmen
tal economics to include new programmes 
on chemical safety, pollution control (en
compassing air and water pollution and 
waste management), natural resources 
management, and secor studies focused on 
agriculture, transportation, ergy, coastal 
zones and urban areas. 

ft is noteworthy that, until the latter years
of the 198s, the OECD's environmentaJ 
work was carned out almost exclusively by 
the Environment Directorate and the as
sociated Committee. Now the situation is 
markedly different. Reflecting national 
trends, environmental work in the OECD is 
virtually everyone's business as national de
legations raise environmental concerns and 
proposals in the Organisation's committees 
on, for example, economic policy, trade, 
science and technology, and agriculture and 
fisheries. 

Twenty years ago, furthermore, the OECD 
was the pnricipal forum that Western indus
trialised nations turned to for international 
environmental work. Today, the field is 
crowded. Active and influential environmen
tal programmes are in place in the European 
Communities, Economic Commission for 
Europe, European Free Trade Association, 
Council of Europe, Nordic Council, United 
Nations Environment Programme and an 
array of other UN specialised agencies. The 
Conference on Securit and Co-operation in 

.~Europe (OSCE) isleading to an expansion ofwork on the environment, and 
the new European Bank for Reconstruction 
and Development (BERD) has environment 
specificalty included in its mandata. 

In view of the changing priorities in en
vironental management and the increas

competition among multinationa organi
sations for the time and support of members as, th~e OECLstethQE'ConimtngaCouncil, meeting at 
Ministerial leve in 1989, decided on a 'next 
generation' approach. The idea is to focus a 
broad spectrum of the Organisation's 
capab.lities on five central issues where it 

.seems to have a comparative advantage: 
the relationship between the economy 

and the environment 
, energy and the environment 

'clean' tech altngy
 
environmental health and safety
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Cocem forthe nvironment 
now involves forms of pOllulion 
boyon~d those that can 7k.ee 

Today, the extent and severity of en-

vironmental degradation in eastern and 
central Europe pose a special challenge
to economic reform in that region. At the 
same time, East-West co-operation in the 
refor.i process provides new hope for im-
proving the health and welfare of hundreds 
of millions of people and for protecting
and rehabilitating the natural environment. 
It also affords former adversaries the op-
portunity and motivation to address 'spill-
over' transboundary environmental prob-
lems in Europe, as well as to join forces in 
confronting global environmental problems
and assisting developing nations. 

At the 1972 Stockholm Conference, a 
developing-country spokesman remarked 
that 'Industrial smoke looks like money to 
me'. Unfortunately, he might well resur-
rect it for his speech at the 1992 UN Con-
ference in Brazil since little has been 
accomplished in the developing world in 
the intervening years to demonstrate the 
fallacy of the remark. In spite of the con-
siderable efforts by many nations to es-
tablish environmental infrastructure and to 
mount remedial programmes, and the 
provision of substantial financial and tech-
nical assistance by the external donor 
community, the environment continues to 
be degraded in most of the developing 
world. Population growth and debt prob-
lems have conspired to overwhelm efforts 
to improve the environment, and in the 
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process to maintain near-term economic 
growth as the over-riding national priority, 

But there has been a major change in 
the North-South environmental relation-
ship. For most of the last two decades,
asistance to the South for environmental 
protection was largely based on humanita-
rian concerns. With the discovery of the 
hole in the ozone layer over Antarctica in 
the mid-1980s, this situation changed 
radically. It quickly became obvious that, 
unless the developing world is willing and 
able to co-operate in confronting global 
environment threats, efforts by the de-
veloped nations acting alone will be 
grossly inadequate, 

Today, issues involving the possible 
creation of new international environmen-
tal funds to assist developing countries, 
and ways of facilitating technology transfer 
to them, dominate at international confer-
ences and negotiations on, for example, 
ozone depletion, climate change and trop-
ical deforestation. 

Finally, the mental and conceptual 

model for addressing the environmental 
problems has been radically transformed, 
In the early 1970s, the 'Limits to Growth' 

proach of the Club of Rome was in 
vogue, projecting collapses of ecological 
systems from the onslaught of population
growth, pollution and exhaustion of natu
ral resources. With the report by the Worlo 
Commission on Fnvironment ard Devel
opment in 1987, a new growth-oriented'sustainable development' model has 
emerged to capture widespread attention 
and support.

Its proponents agree, however, that this 
requires a new kind of economic growth, 
one concerned as much with quality as
with absolute quantity. One of the virtues
of sustainable development, beyond re
placing a 'gloom and doom' scenario with 
one of hope, is that it forces planners and 
decision-makers into a more strategic ap
proach to environmental management. It 

-horizon for planning and
 

analysis,e andtorces consderation of 
alyss,-range obictives and targets. 

Tf
 
sustainable over the long term is 
 one 
which in a e vr onmetar c one 

the only environmental policy sustain
able over the long term is one that is in 
harmony with economic objectives. The 
challenge is to define the ways and means 
to achieve this so that nations do not have 
to choose between a healthy environmentand a healthy economy. 

William Mansfield, Deputy Executive Di
rector of the United Nations Env~ronment 
Programme, observed that 'economics' 
and 'ecology' both have the same Greek 
root, 'oikos', meaning 'household' and 
'everything in its proper place'. The chal
lenge, he said, is 'to put these back to
gether again'. 

Integration of economics and environ
mental decision-making - involving such 
issues as trade, pricing policy, devel
opment assistance strategy, and govern
ment intervention in the marketplace 
clearly will be the dominant concern of en
vironmental policymakers, and their col
leagues in other government ministries 
and departments, in the 1990s. The 
OECD, given its orientation, experience 
and capabilities, should - and must - play 
a central role in international efforts to 
confront this challenge. U 
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Changing by Degrees: Steps To Reduce Greenhouse Gases
 

The United Ftates can decrease its emissions of 
carbon dioxide (C0 2) to as much as 35 percent below 
1987 levels wi'.hin the next 25 years by adopting an 
aggressive pa.ckage of policies crossing all sectors of 
the econi,,'ny. Such emissions reductions will be 
difficult to achieve and may be costly, but no major
technological breakthroughs are needed. OTA iden-
tified a "Tough" package of energy conservation, 
energy supply, and forest management practices to 
accomplish this level of emissions reductions. 

OTA also presents a package of cost-e etive, 
-effr-tie,

"Moderate" technical options, which ifadopted, 
would hold CO2 emissions to about a 15-percent 
increase over 1987 levels by 2015. In contrast, if the 
United States takes no new actions to curb energy 
use, CO, emissions will Likely rise another 50 
percent during that time. 

CO 2 -the major "greenhouse gas"--accounted 
for an estimated 55 percent of the global warming 
commitment caused by human activities over the 
last decade. Greenhouse gases trap much of the heat 
from sunlight, potentially leading to significant
changes in the Earth's climate. The United States is 
the single largest contributor of greenhouse gases. 
With only 5 per:ent of the world's population, the 
United States accounts for 20 percent of the world's 
warming commitment. 

OTA examined a suite of technical and policy 
measures that could be adopted in four sectors of the 
U.S. economy-buildings (commercial and residen-
tial), manufacturing, transportation, and energy 
supply. We modeled about 100 discrete, energy-
related technical options-including relativelyquick 
retrofits to existing equipment and, in the iong term, 
introduction of more efficient technologies to re-
place worn out equipment and satisfy a growing 
economy's needs. OTA also identified steps to 
increase carbon uptake by U.S. forests and thereby 
offset CO 2 emissions, as well as methods to control 
emissions of other greenhouse gases, primarily from 
the food sector. 

on a single sector of
No single option, nor focus 

the economy, can achieve major emissios reduc-
tions alone. Of the CO, reductions possible under 
OTA's Tough scenario, about 30 percent would 
come from commeroal and residential buildings; 

Carbon Emissions Under the
 
Base Case, Moderate, and Tough Scenarios
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about 25 percent from manufacturing; between 15
 
and 20 percent each from transportation and electric
 
utilities; and about 10 percent from forestry.
 

A variety of Federal policy initiatives will be 
required to achieve large reductions in U.S. CO 2 
emissions. Such policy actions will have to include 
both regulatory "push" and znarket "pull" mecha
nisms--including performance standards, tax in
centive programs, carbon-emission or energy taxes, 
labeling and efficiency ratings, and research, devel
opment, and demonstration activities. To achieve 
lasting reductions, government signals (e.g., pricing 
and regulatory policies) need to be consistent and 
reinforcing. OthL-Nise, we are likely to see reversals
as in the 1980s, when energy prices decreased, 
7ederal attention lapsed, and U.S. fossil-fuel con
sumption started climbing again. 

A 35-percent reduction in U.S. CO2 emissions 
during the next 25 years would not, by itself, stop 
global warming. The Intergovernmental Panel on 
Climate Change and the U.S. Environmental Protec-

The Office of Technology Assessment (OTA)is an analytical arm of the U.S. Congress. OTA's basic function is 
to help legislators anticipate and plan for the positive and negative impacts of technological changes. 



Selected Options To Lower U.S. Carbon Dioxide Emissions 
Measures that affect alt sectors: Promising policy options: * efflcency standards, carbon emission 

Prorrsing policy options: * tlighter fuel effk~cency standards for cars limits, and/or moratorium on new coal
* 	 carbon emissic':i tax and trucks fired powerplants
* marl'etable permits for carbon emions e gasoline tax 9 RD&D for noncarbon energy sources 
" RD&D for noncarbon energy sources e transportation control measures (e.g., Forestry:

and energy-efficient technologies high-ocupancyvehide lanes andpark- Technil options: 
ing management), better mass transit, increasing productivity of forestsBuTclngs: and improved urban design * planting trees on marginal croplands,Tectnoca/ op*jons: 

* Better irsulation, windows, and ir- Manufacturing: 	 other nonforested rural lands, and in 
proved construction methods to lower Technical options: urban areas 

heating and cooling needs w process * growng short-rotation woody crops foruontinuing improvements-

rore efficient furnaces, air condition- especially for Iron and steel, chemi- use as blomass fuels
 
ers, =nd appliances cals, paper, and petroleum Proising poicy options:
 

" 	 improved lighting, especially in corn.- Increased cogeneration of electricity 9 increase existing Federal forestry as
meroal buildings ? nd heat sistance programs 

• 	 improved electric motors * expand Conservation Resere ProgranPrisingpolicy options: fuel switching from coal to gas * tax incentives for forest management* 	 efficiency stand~ards such as tightertrepatn
 
tree planting
appliance standards and building en- Promising policy options: 

ergy codes for new construction o carbon emission tax Food: 
" "demand-side management' programs o joint Industry/utility programs , ,"de- Technical options: 

by electric and gas utilities to facilitate mand-side management' o decrease livestock methane emissions 
improvements in existing buildings * marketable carbon emission permits * !ncreaseefficiency of nitrogen fertilizer 

" information programs such as energy use to roduce nitrous oxide emissions 
audits and home energy ratings as a Electricitygeneration: • take marginal croplands out of produc
requirement for mortgages Technical options: 	 ton and rotate cropsr 	 increased use of nonfossil sources Prom-ising policy options: 

Transportation: (e.g., hydro, wind, solar, nulear) * increase research funding to evaluate 
Tecnrnical options: a co-firing existing coal-fired plants with efficacy of methane-reducing practices 

" fuel efficiency improvements natural gas * require farmers to adopt environmen. 
" 	 increased use of mass transit, van- * retiring existing fossil-fuel-fired pl ,nts tally sound agricultural practices as a 

pools, and c"arpools ater 40 years prerequisite for receving Federal price
• 	 more efficient vehicle operation Promising policy optk.as: and income supports 

through measures to reduce coriges- * marketable carbon emission permits * continue to remove disincantives to 
tion, reinstate 55-mph speed limit * carbon emission tax crop rotations 

tion Agency suggest that stabilizing the concentra- agricultural resources, and adopting international 
tion of greenhouse gases in the atmosphere will forestry protocols. For developing countries, more
require a 50- to 80-percent reduction in CO 2 emis- over, the United States must also consider popula
sions from current levels worldwide, zs well as tion growth and foreign debt issues. 
significant reductions in the other greenhouse gases-
chlorofluorocarbons (CFCs), methane, and nitrous Ultimately, nonfossil energy sources such as solar 
oxides. Thus, a global e.fort would be needed. technologes and/or a new generation of nuclear 

power must replace fossil fuels if the world hopes to
Internationally, the United States could work keep emiss:ons from rising under continued eco

towards a worldwide agreement to reduce green- nornic growth. The Toug'i options identified by
house gas emissions, similar to the Montreal Proto- OTA not only can reduce emissior in the short 
col that phases out CFCs, the second largest contrib- term, they can also help the U.S. economy (as well as 
utor to global warming. Several other industrialized othars) make the transition to a nrnfossil fuel future. 
countries have called for either a freeze or 20- To be poised for this transifion, increased funding
 
percent reduction in CO., emissions by 2000 cr for research, development, and demonstration is
 
shortly thereafter. All industrialized countries cur- n.edLed to heir, bring the non-greenhouse gas emit
rently account for about two-thirds of the green- ting +echnolci~es on line.
 
house gases.
 

United UntedcouldAlso, the ~so thStatestats help developing Copies of the reportfor congressional use are available byculdhelpdevlopng alling 4-9241. 
countries control their greenhouse gas emissions 
while maintaining needed economic growth. A Copies of the reportand summary for non-congressionaluse 
similar goal is appropriate for the U.S.S.R. and can be orderedfrom the Superintende..t of Documents, U.S. 
Eastern Europe, where institutional obstacles such Gwvernment Printing Office, Washington, DC 20402-9325 
as centr,.lized planning and highly subsidized en- (202) 783-3238. Th. GPO stock number for the OTA report, 
ergy resources have led to energy-inefficient socie- "Ch.unging by Degrees:Steps To Reduce GreenhouseGases," is 
ties. The United States could encourage emissions 052-003-012.-5. Thei -e is $16.00. he G1O stock number 
reduction, in all of these countries by placing more for the summary is 052-003-01224-3. The price is S2.75. 
emphasis in its foreign aid policies on, for example, Forfurther information contact OTA's PublicationsOffice. 
switching to nonfossil fuels, developing energy- Address: OTA, U.S. Congress, Washing,lon, DC 20510-8025 
efficient technologies, sustainable use of forest and (202) 224-8996. 
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In t tn su sinMnet confab 

at climate confab 


' htnkof iasahiths;,lgearsor tion In aJdition. America needs
 
3la steamruller more energy for heating and xoing
 

A U.N conference on glo. because it is colder in winter and
 
.JLtal warming t- Inter- sLmmer than Europe II"he holler ingosernmentat Negotiation Comli i. needs more fuel for transportation
 

leefor a Framework Convention on because it is a bigger country

ClIntale Change" - recently con
cluded a stormy session in Washing. Meanwhile, the United States has
 
ton. already done more than any nation 

to reduce CFCs So not surprisingly, 
Eveit as UN meetings go, this the Bush administration sought an
 

one, which became deadlocked over agreement thai. rather than locus
some crucial issues. was under- Ing on C02 alone. addressed all
 
whelling Yet despite accom. greenhouse gases, including CFCs.

phIng little, itwas significant for
what it revealed that politics, not Third World delegates saw a
 
science, drives the global-warming global-warming agreement as a gi.
 
debate ant income redistribution scheme-


Just like the recently signed UN.
 
E'ven before scientists pro- protocol to limit CFCs, wlich in.
nounced warining . threat, eluded Payments from irduslrialthea N count res o
 

.echanismfor Dopr r y n ne
,,
 
addressin it. Delealespriltely So throughout 
This nachinery is pushed selfish the conference. 
piopelled by pri-vate atgendas ib. cgendas while delegates privately pushed selfish
 
have nothing to do agendas while si
with the issue. simultaneously try g multaneussly try.And despite its to perch,publicly, on 9gto petch, pub
m o m en I a r y o J licly,on tilemoral 
goitches the UN. the moral high high ground
effortis a band- What the debate
 
wagon gathering ground. What the lacked was the
 

momentudebate lacked was the othatnmaybe farmoret Vilce of nn . 
thanperiu ithpredangeous Ilaists, for tin .ce of scientists creasing number
 
the operiit sr of scholars wondn fpre. 
tends ,oavert an increasingnumber der: Is glrb.tl


According to warmng a threat

sonic theories, so- of scholars wonder: Is at all?
 
called "green- globalIn a meing
 
house gases," global warming a held in Arizona
 

last 30 chinasuch as carbon di- threat at all? fal, 
uxde C02- pro. tologlsts ex.
 
duced by hurming pressed great
 

skepticism about
fuels such as 

wood. coal, gsa and otlI, chlorn- global warming They concluded
 
fluorocarbons (CFCs - used as re. that it would be far less than pre.

frigerant.i and methane, are build dicled and that increased levels of
 
Ing up in tie attmosphere, where, by carbon dioxide, rather than a threat,
1rippi4ig solar heat, the) could cause could actually be beneficial, stim
catastrophic ritses iworld% ide lem ulating crop growth.
 
perature The U N ineetitg, which
 
included reli-itaiives from 130 There are perhaps 100 chmatolo
countries., aas inlendt' as a step tio gists in the United States doing em.
wurd des-elopiti a globtal agreement pirneal studies on global warming
 
on reducing these enibssons. So this meeting by no means repon t lecinthese o a lunatic fringer slttisn resented Indeed,
 

Yet th conlerece splt en two scientists worldwide are expressing

issues 1-irsi, Europe wanted ape- doubts about the greenhouse by.
 

cific reductions In carbion dioxide,
 
butthe Bush admintnistration sought Pothesis But while scholars raise
Iobuilda negotiating framework critical questins about warming,thatwould include all g reenhoue bureaucrats and enviroimental lob
 
thate wold incd a llrenous. bylsts hold meeting .to keep it on the
 gases Second. Third World coun- lrn unr 

tries, particularly India. desired front burer.
 
free technolugy transfers iti aid A prime example of how this po
them in reducing greenhouse gases, liticai bandwagon ndes roughshod
 
while industrial nations wanted the over scientific integrity was last
 
nature of compensation left forlater year's assessment from the United 
discussions. Nation's Intergovernmental Panel 

Europeans have done less to clean on Climate Change. The document 
up their own air than Americans, had two parts, a short, siappy 
and Ihev are under political pres- "Policy-makers' Summary" and the 
sur. reen parties to do more. report ilself-a long, thoughtful set-
They rely more on natural-gas gen- entific review But whereas the full 
eration Iwhlich produces 20 percent report expressed doubts about glo
less carbon dioxide) and nuclear hal warning, the policy-makers' 
power than the Lriited States does sunmtary was a classic scare see-
So, seeking a painless way to look nari MI'l'professorof meteorology 
like gotod envtronmetltsts, they Richard S Lindizen called it "soph
proposed a worldwide freeze of C02 istry" 
eissions at 199.'levels by the year Such sophistry drives the global
2it(t. while ignoring other green warmig debate because it serves 
housegases, suchasC-FCsaid meth. the tterests of soniect becouc o
ane IlotsEventually, these interests will 

By contrast. C(s2 redocions agree oti how to di-ide the pork, and 
would hav' a severe iipact On an agrleenent will te reached The
America Our country enmis 30 per- next U.N climate meeting, in 
cent more carbon dioxide, per unit Nairobi this June, could produce a
of gross domestic product, than fu. Ireittyhasty aId ill-conceived with 
rope 'lis isinotall due ltoextrav disastrous economic consequences 
agance A higher prolonlli'i of US 
energy isploduced by coal because If so, then the United Nations, 
the enViroliiiental lobby has been so rather tItan building institutional 
effective in closing the nuclear o:- nachinery that idetitfies real envi. 

roniiienial threats and that formu
..-......... lates appropriate respinses lothem,
-..-....... 


Alstin C'h's Isa nitltonally syri will have fashioned an instruinent 
diculed colt. .uis.peL tilizilig o, en-. that actually hurts the chances of 
vtronniental issues huitan survival. 2A 



iin\'i ruonhita1 -lconomic Evailuation of Projiects and Policies 1"or Susta inablc 
Dove lopment 

Bv Mlohan NluNiasi1nghe 

and Ernst Lu L-

The World Bank Envi roarncut Djeartment, January 1991 

ABSTRACT 

The efficient use of natural resources (L:ith mineral -,nd biological), as well as manm3de 
capital and 1. ian resources, are a vital prerequmite for sustainable development. One key role of 
environmental economics is to help value eitv,:onmcn'al and natural resources more precisely, and 
internalize the costs and benefits of using such resources into the conventional calculus of economic 
decision-making. 

The environment provides essentially three main types of services to human society -- and the 
consequences of damage to all these aspects must be incorporated into the decision-making process. 
First, the environment is a source of essential raw materials and inputs that support human atM'ica. 
Second, the environment serves as a sink ":hich absorbs and recycle, the waste products of economic 
activity. Finally, the environment provides irreplaceable life support functions (like the stratospheric 
ozone laye. that filters out harmful ultraviolet rays), without which many livir.g organisms would cease 
to exist. 

This paper reviews current economic appr(,aches to the analysis of projects and policies and 
discusses possibilities for better integrating environmental concerns into public decisionmaking. In 
Part I, current practices are briefly reviewed as they relate to project anatysis, to public expenditure 
and investment reviews, and to the analysis of economic policies. 

Part TI deals with four key issues: Physical impacts of projects and policies; valuing these in 
monetary terms; the discount rate- and issues of risk and uncertainty. The main emphasis is given 
to methods of valuing environmental impacts. Where possible, practical examples are given that 
should bc useful for "broad-based" analyses, which better der! with what hitherto has often been 
referred to as "externalities". 

The principles of valuing environmental costs and benefits discussed in the paper have only 
been applied in a limited number of actual situations. Therefore, the major need at present, is riot 
for more theory or techniques, but for application of existing methodology and approaches to 
concrete problems, particularly in developing countries. More such woik could be carried out as part 
of project preparation. A major purpose of this endeavor is not to provide fine-tuned numbers but 
to indicate orders of magnitude. Some project alternatives can be ruled out in this fashion. Also, 
one can often identify the key -,mates to wnich the decision is sensitive and focus rmore refined 
analyses on them. 

The best one can do is to use cost-benefit analysis to the cxtent possible and push it to its 
acceptable limits. Alongside, one needs to consider and, to the extent possible, rigorously analyze 
consequences and risks that cannot be measured in monetary terms (such as with multi-criteria 
analysis). The two things, together with sound judgement, are at present the best inputs into 
decision-making. 
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trial surface but contain at least 50% of the 
world's variet,, of insects, plants and ani-Go~od mals. Throughout the world the forests are 

chopped to clear land, provide firewood or 
si'pply the timber mdrket. A report issued 
in 1990 by the U.N.'s Food ani Agricultural Organization shows thiatthe rate of de

forestation in the tropical world has accel-
W oefulerated 80% since 1980. 

T.F.A.P. was the industrial world's larg-Rlt est collective effort to help address the de
.veloping world's environmental problems.
It was launched with assurances that the 
program would not repeat the mistakes of 

How an ambitious past development efforts, which included 
duplication of effort; rip-offs by contiac

environmentalprogram tors, consultants and corrupi officials; and
ended up damaging the atendency to promote the donor's priori

ties at the expense of the Third World's.
tropicalraint forests Unfortunately, the forestry plan ended up

repeating many of these failings. 
From the out 'et, T.F.A.P. seemed to 

By EUGENE LINDEN have more to do with ,:pert opinion in in-
A new threat to the world's dustrial-world think tanks than with actual 
fast-diminishing rain forests situations in tropical nations. Perplexed 
has united the normally criics asked why India, with few remaining 
fractious environmental tropical forests, was targeted to receive 
community. The organiza- $1.2 billion, while Indonesia and Zaire, 
tions arrayed against this with huge forests, were to receive $193 mil
peril constitute a Who's lion and S34 million apiece. 
Who of the environmental It turned out that the authors of the. 

movement: the Sierra Club, Friends of the original T.F.A.P. had chosen spending tar-
Earth, the World Wildlife Fund, the Na- gets not by the size of their uncut tropical 
tional Wildlife Federation and the Natural forests but by their ability to digest large 
Resources Defense Council. Testifying be- amounts of money. Says Bruce Rich: "It 
fo,'e Congress, Bruce Rich, chairman of was a plan that was reallh dcvised accord
the Environmental Defense Fund's Inter- ing to the needs of the aid agencies rather 
national Program, said none of these than the needs of the countries." 
groups were "exaggerating when they say Embarrassed by such missteps, the 
they fear that an environmental Franken- sponsoring organizations made the first of 
stein has been unleashed." several attempts to f'xT.F.A.P. Be patienr, 

And just what is this monster? Sadly, itis they advised waiting aid recipients; the 
a program originally intended to save the plan was still evolving, and its shortcom
world's remaining rain forests. The Tropical ings would be addressed. Despite reserva-
Forestry Action Plan, or T.F.A.P., was per- tions increasingly being voiced by sponsor
haps the most ambitious environmental aid ing organizations, however, the program 
program ever conceived. Sporsored in 1985 seemed to take on a life of its own. 
by the World Bank, the U.N. and other In country after country, proposed ac
groups, the initiative was designed to help tion plans stressed such projects as the 
the world's tropical countries come to grips opening of previously pristine forests for ex
with deforestation. With the help of inter- ploitation. Noting that Cameroon could be
national agencies, each nation wjuld come come the "most important African produc
up with a formal proposal for managihg and er and exporter of forestry-based products 
protecting its forests. T.F.A.P. would channel from the start of the 21st century," T.F.A.P. 
$8 billion in aid over the next five years to proposed construction of a 370-mile road 
implement those programs. through virgin rain forest that is home to 

By now, efforts to slow tropical defores- 50,000 Pygmies. Many environmentalists 
tation should have been in effect for years. wondered, By what logic do building roads 
Instead, sponsors had to convene in Geneva into pristine areas and financing logging op
last month for what James D. Barnes of erations help preserve uncut forests? 
Friends of the Earth described as a "make The logic of self-interest, as it turns out: 
or break" meeting to see whether the foun- the sponsors of T.F.A.P. created aplan that 
dering plan could even be saved, promised benefits to rich and poor nations 

Few would deny the seriousness of the alike if they adopted programs stressing for
crisis that prompted T.F.A.P. Moist tropical estry over conservation. By making the for
forests cover just 6% of the earth's terres- estry department of the U.N.'s Rome-based 



Food and Agriculture Orgmaization princi-
pally responsible for administering the 
overall plan, moreover, the sponsors mane 
it likely that cutting trees would have high
priority. 

ut the organizations also made the 
mistake of seliing the program in dif-
ferent ways to the rich nations and 

the Third World. Although touted to envi-
ronmentalists in the industrial nations as a 
plan to save the foress, T.F.A.P. was sold to 
the Third World as one more source of 
funding for traditional forestry projects. lit-
tie wonder that the plans tended to be short 
on ways to slow deforestation. Said a devel-
opment expert "For officials in the Third 
World, environmental aid has become a 
new form of cargo cult: Go through the mo-
tions of doing these assessments, and cargo 
will come." 

The most serious problem, however, is 
that T.F.A.P. may be based on a flawed 
premise. Thomas Fox of the World Re-
sources Institute doubts there is evidence 
to support the assumption that tropical 
forests can be harvested and managed
without damaging the ecosystem. 
So little is iiown about the intricate o-
dependencies that tie the myriad species 
of plants, animals and insects of these 
forests into a working system that some 
biologists wonder whether tropicsl forest-
ry is sustainable at any omme, cirl level 

The plan has been all but disa&owed by 
some of its original sponsors. James G. 
Spcth,who as president of the Word Re-


sources Institute was instrumental in creat-
ing T.F.AP., has described the plan as 
the "biggest disappointment of my six 
years at W.u." 

FAO director general Edouard 
Saouma, an autocratic executive who likes 
to run his own show, has fought to keep 
control. Under threat of a funding cutoff 
from the sponsoring organizations, howev-
er, the U.N. organization agreed in Gene
va earlier this mo.th to cede control o the 
program to an outside governing council 
and to participate in the program's rede
sign. For the moment, these decisions have 
partially mollified critics, who are willing to 
wait to see whether these actions will pro
duce meaningful reform. 

So far, T.F.A.P. has not fulfilled the most 
dire predictions of environmentalists, but 
only because very little of the $8 billion in
tended for the Third World has actually
been spent. Moreover, the plan has not 
been all bad. It offered a framework that 
brought rich nations together with Third 
World countries to begin dealing with tropi
cal deforestation. "There are benefits to 
having global, one-stop shopping for the ba
sic principles of for"stry lending," says 
Barnes of Friends of the Earth. 
' .
 

'. Nor can it be said those criticizing 
T.FA.P. are without sin. Tropical nations 
today find themselves besieged by interna
tional environmental groups, each promot
ing its own approach to conservation &nd 
planning. Some African nations are duti
fully undertaking as many as seven differ. 
ent types of assessments, often with little 
coordination between the ministries in. 
volved. It was the fear of this type of scat
tershot approach that inspired creation of 
T.F.A.P. in the first place. 

Perhaps the best thing to come out of 
the T.F.A.P. disaster is that the furor it trig
gered has forced major international orga. 
nizations to pay attention to the complex
ities surrounding tropical deforestation. 
The World Bank has been harshly criti
cized for promoting development projects 
that lead to the destruction of tropical for
ests. But the bank's vast influence in poor
er nations gives it the potential to be a ma
jor force in plans to save the forests.

There is little time to spare. An estimat

ed 210 million acres (85 million hectares)of
 
tropical forests have been burned, cut or 
flooded in the five years since T.FA.P.was 
conceived. Itis not too late for the world to 
act to save these intricate green engines of 
life, but efforts to help will come to naught if 
the rich nations do not first absorb the fail

;ings of the world's most ambitious environ
.mental program to date. m 
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Statement of Herman J. Cohen, Assistant Secretary of African Affairs before
 
the House Foreign Affairs Committee, Subcommittee on African Affairs, on the
 

.Uministration's n' 92 Assistance Request, March 13, 1991 

Expanded statement for the record 

Mr. Chairman and Members of the Sub-committee:
 

It is a pleasure to 
appear before you as we mark the

beginning of a new era in American foreign policy. 
Areas of
historical international tension have diminished. 
The

opportunity to promote the universal goals of peace,
prosperity, democracy and human rights has not been greater in
 
living memory.
 

F'ar from self-marginalization on the periphery of world
events, African countries 
are asserting themselves on the world
stage in positive, productive ways. There is no better example
of Africa's determination in this regard than its performance
in 
the events of the recent Gulf crisis. African countries,

almost without exception, joined wholeheartedly in the
worldwide chorus condemning Iraqi aggression. The four African
members of the UN Security Council during Operations Desert

Shield and Storm -- Zimbabwe, Ivory Coast, Zaire and Ethiopia


stood firmly and decisively with us 
and other Security

Council members to 
take forceful UN-mandated action in the
Gulf. Three countries -- Senegal, Niger, and Sierra Leone

contributed contingents to 
the coalition forces.
 

The Administration believes that Africa must take part
fully in realization of our historic opportunity. To help

Sub-Saharan Africa 
realize its potential, the Administration is
requesting $828 
million in economic assistance, $147 million in

food assistance, and some $33 
million in military assistance
for FY 92. In all, our request for Africa totals just over 
one
 
billion dollars.
 

THE L__ 
 FORBAFRICA
 

Congress created the Development Fund for Africa (DFA) in
FY 88, in explicit recognition of the region's special needs.
There was a desire, which we 
fully support, to move beyond
relief of disasters like famine to supporting sustained

development. 
Last year the Congress appropriated the DFA at 
a
level greater than our request. This year I am pleased that in
spite of global budget constraints, our request for the DFA

maintains that increased level of 
support.
 

We're especially pleased because this shows that there is
 an Administration-Congressional consensus for support of
Africa. 
 It also sends a clear signal that events in Eastern
Europe and elsewhere notwithstanding, we will not 
forget our
 
African friends.
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The State Department welcomes AID Administrator Roskens
 
emphasis on democracy because economic and political pluralism
 
cannot be reserved for the United States and a few other
 
already developed countries. These two complementary elements
 
represent not only the only socio-political order that permits

individuals and nations to 
realize their full potential, but
 
they also provide the only environment responsive to universal
 
human aspirations.
 

While our economic and political development objectives

rightly hold first priority, many parts of Africa will have 
a
 
desperate need for humanitarian relief assistance 
as well.
 
Food aid and emergency aid from AID's Office of 
Foreign

Disaster Assistance (OFDA) are key to meeting these needs.
 

We are all painfully aware that Africa's onerous external
 
debt burden is an enormous impediment to economic growth,

draining away limited 
resources from development activities.
 
In 1989, we initiated a program to forgive development

assistance and ESF debt 
to reforming African countries. To
 
date, $590 million of such debt has been forgiven. In
 
addition, the Agriculture and Trade Act of 1990 
includes a
 
provision for generous waiver of 
PL 480 focd aid debt.
 
Although implementation procedures have not yet been completely

worked out, we are pleased that Africa will be a major

beneficiary.
 

THE NEW ERA IN AMERICAN FOREIGJN POLICY
 

Secretary Baker has articulated five key foreign policy

objectives for the decade before us 
-- democracy, market
 
economies, meeting transnational challenges, conflict
 
resolution, and relief of human suffering. 
Our FY 92 request

for Africa addresses forcefully each of these objectives.
 

For several years, African countries have been rejecting

the 
false promises of Marxism and other state-interventionist
 
economic systems on the evidence of 
their utter failure. At
 
this point, almost three-quarters of the countries of Africa
 
have embarked on economic reform, directed at reducing the role
 
of the state and according a greater role for private

initiative and market dynamics.
 

Africans throughout the continent have increasingly joined

the positive trend towards insistence on greater participation

in their political systems 
-- they want and deserve democracy
 
as much as everyone else. Africans are 
also succeeding in
 
creating democracies in places 
that may not have appeared

promising just a short time ago. 
 Newly independent, democratic
 
Namibia is perhaps the most dramatic example of this movement.
 
But in addition to established democratic societies in The
 
Gambia, Senegal, Botswana, and Mauritius, within just the past

year Benin, Mozambique, Cape Verde, Sao Tome & Principe and
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Gabon have made enormous progress toward democracy. Many other
 
African countries have begun the process of liberalizing their
 
political systems. As Freedom House put it, Africa is
 
experiencing "a sweep of multipartyism that presents the moat
 
significant phenomenon since decolonization three decades
 
ago." Today, in many areas of Africa, domestic debate is
 
lively and less controlled or indeed controllable; free
 
elections have been held; political opposition is recognized as
 
legitimate; people are successfully insisting they determine
 
their political destinies for themselves.
 

THE SPQ-LE
 

Mr. Chairman, I have discussed the importance of the
 
Development Fund for Africa, our chief tool for directing
 
foreign assistance to Africa. I want to use the opportunity of
 
this hearing today to also discuss two other forms of
 
assistance we are directing to Africa: Economic Support Funds
 
(ESF) and Military Assistance.
 

Like DFA, ESF has been used for economic purposes. In
 
Chad, for example, ESF has been used to help with budget
 
support for the economic ministries with which AID conducted
 
its DFA activities. In this case, DFA and ESF were
 
complementary and mutually reinforcing. But, whereas DFA is
 
our best instrument for responding to traditional development
 
and humanitarian concerns, ESF has a fiexibility that makes it
 
our best instrument for supporting growing positive trends
 
toward democracy and human rights in Africa.
 

Our ESF request for Africa is $28.3 million. Our request
 
reflects special political, economic and security concerns on
 
the continent, as mandated by the FAA. The five countries
 
intended to receive $18.3 million of these funds - Namibia,
 
Cote d'Ivoire, Djibouti, Senegal and the Seychelles - have been
 
carefully selected on the basis of one or more of the criteria
 
I have already referred to - sound economic reform, democracy,
 
and responsible participation in world events.
 

For FY 92, we request a $10 million ESF fund for an
 
entirely new initiative, a regional account solely for the
 
purpose of supporting democracy in Africa. Africa's
 
established democracies and those countries newly embarked on a
 
democratic course will need, and certainly merit, supplemental
 
assistance, particularly in the event of destabilizing economic
 
emergencies. A part of th2 fund could be used for this
 
purpose. Another part would be used to assist reforming
 
countries in their transition to democracy by providing
 
technical and material support for constitutional development,
 
the holding of elections, establishment of representative
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regional governments and other aspects of the democratization
 
process. Finally, a part of 
the fund would be used to

strengthen those institutions and values on which democracy

rests -- a free press, an independent judiciary, the rule of
 
law -- throughout the continent.
 

While we have indicated five specific countries we are
 
persuaded merit ESF in FY 92, 
we very deliberately have not

indicated which countries might. be chosen to receive funds from
 
our proposed new regional democracy fund. Our intention is to

be able to respond quickly and substantively to sudden,

unanticipated domestic political developments deserving US
 
support.
 

For example, who could have imagined only one year ago that

Benin would utterly reject Marxism-Leninism in favor of 
a

market economy and freely contested elections? Benin's leaders

and people made this courageous decision and proceeded to
implement it very quickly; and their country is 
now completing

a series of free and democratic elections which have totally

transformed the political landscape. 
At the time that Benin

undertoik its peaceful political and economic revolution, we

had great difficulty finding new resources 
to assist that
 
country and demonstrate support for reform. 
Ultimately, we
 
were able to identify a small sum of $1.3 million in ESF that
 we could transfer to Benin. I should add that this money will
 
be used to help Benin meet its pressing balance of payments

needs, freeing other resources to finance the country's

elections and development. I am convinced that in at least the
 
near term, only ESF, from our 
proposed regional fund for

democracy, will permit us to respond to what are sure to be a
number of rapidly developing opportunities to support directly

and quickly the progress of democratization in Africa.
 

THE MILITARY ASSISTANCE REOUEST
 

There is also an important 
role for military assistance.
 
Our approach is intended to be consistent with the many recent
 
changes we have seen in the world, including in Africa. We do
 
not see our military assistance supporting the kinds of
 
strategic objectives which were a concern in past years, but
 
rather as 
another form of contribution to development and

stability. Our proposed military assistance would also provide

a measure of additional security for a selected group of
 
countries.
 

As this is a period of considerable change, we have
 
designed our military assistance for FY 92 
to be as responsive

as possible. Several states with which we have had 
a

substantial relationship are no longer eligible for military

assistance, but we might want to 
be in a position to help them
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again if they are able to set their houses in order. We are
 
also mindful of the constructive role a timely amount of
 
military assistance might play in helping to consolidate
 
resolutions of any of Africa's devastating internal conflicts.
 

In this setting, we are proposing a military assistance
 
program that consists of the following elements:
 

We want to continue with IMET at roughly this year's
 
level. IMET is our primary means of training junior and
 
mid-level officers in their professional military specialties
 
while giving them an opportunity to experience the American way
 
of life. It is our expectation that IMET graduates will return
 
to their countries with a proper perspective of the role of the
 
military in society, particularly non-involvement in politics.
 
This will be especially important in this period of democratic
 
ferment.
 

Our FY 92 request for Foreign Military Financing (FMF) is
 
also in line with recent requests, but with a greater emphasis
 
on regional programs and less bilateral activity. On the
 
bilateral side, we want to maintain our support for a few
 
countries which have made good use of our assistance in the
 
past, which need help in maintaining equipment which we
 
provided in previous years, or which face an external threat,
 
principally from Libya. The bulk of the proposed bilateral
 
assistance is non-lethal, and typically helps the recipients
 
meet their needs in maintenance, transportation, engineering
 
and military construction.
 

For the first time we have included a request for an Africa
 
Regional Military Assistance Program. This includes the Africa
 
Civic Action Program, and I want to say a few words about that
 
before describing the proposed new elements of the Regional
 
Program. Under the heading, Africa Civic Action, the U.S., for
 
several years has assisted African militaries with construction
 
projects which benefit civilian populations. Bridges, schools
 
and health clinics are among the types of construction projects
 
which have been undertaken, enabling African militaries to play
 
a direct role in national development. More recently a
 
Military Health Affairs component was added to enable us to
 
assist with health equipment, supplies and training for
 
military health personnel for the benefit of both military
 
perronnel and civilians. A third civic action element, the
 
African Coastal Security program, has been successful in
 
helping African countries, especially in West Africa, to
 
protect fisheries resources against unlicensed depredations by
 
outsiders. Our assistance typically increases the ability of
 
such states to patrol their exclusive economic zones and
 
enforce their laws. The fisheries resources are then available
 
to meet Africa's nutritional needs or to produce income for
 
development.
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The Regional Military Assistance program we propose would
 

cover these activities while also enabling us to lend a hand in
 
helping with resolutions to Africa's internal conflicts. 
We
 
currently have requirements to support peacekeeping activities
 
in Liberia and Mozambique, and foresee requirements in Angola,
 
among other disputes where we consider we have an interest in a
 
peaceful resolution. We want to see Africans assume
 
responsibility for African disputes, and plan 
to use this
 
regional program in part to 
train key African militaries in
 
peacekeeping.
 



Statement o1, lanca1 i lRobinson, Executive Director., IR\NSAI:II CA 
before thc louse lo reign Al'ffairs Cojiuittee 
Subco~mlittee on Africa March 14, 1.991 

Mr. Chairman, I appreciate the opportunity to testify before your
 

Subcommittee on the crucial issues of funding for Africa. As you
 

know, TransAfrica, an interest group dedicated to promoting more
 

progressive American foreign policy toward Africa, has been quite
 

vocal in its support of increased aid.
 

In my brief testimony this morning, I want to not only to recommend
 

an increase in Africa's development aid level to $1 billicn in
 

fiscal year 1992, but also to highlight the inconsistencies in
 

American foreign policy toward the continent. U.S. foreign aid to
 

Africa must be made contingent on respect for human rights and
 

progress toward political and economic reform.
 

Africa is undergoing a whirlwind of political and economic change
 

that predates and, in many respects, surpasses developments in
 

Eastern Europe. Reform is a serious enterprise. It is imperative
 

that the Congress and the Administration make a strong commitment
 

to assisting the growth of freedom in Africa, and to helping
 

African countries achieve and sustain the kind of economic progress
 

necessary for the nurturing of a free so:iety.
 

The Administration's response to events in Africa has been
 

inconsistent and ambivalent. Clear and consistent foreign policy
 

toward Africa based on respect for human rights and support for
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political and economic reform, will promote development and
 

stability in Africa, and serve the foreign policy interests of this
 

country.
 

There are no easy solutions. The beautiful and varied landscape
 

of Africa reflects a complex variety of problems and opportunities
 

which will require distinct responses from the United States. But
 

we must also be aware of how the various economies and political
 

systems in Africa interact and affect each other.
 

An obvious example is South Africa. South Africa's system of
 

apartheid and its policies of regional destabilization harm not
 

only the disenfranchised black majority in South Africa, but also
 

the frontline states of Southern Africa.
 

Consistent foreign policy must include an increase in assistance
 

for SADCC, the regional grouping that has made considerable
 

progress toward infrastructural development and economic growth.
 

But we must also do all that is within our power to eradicate
 

apartheid. TransAfrica recently published a report which concluded
 

that it is both premature and illegal to consider lifting sanctions
 

at this time. Continued violence in South Africa and delays in
 

reaching a negotiated settlement will have disastrous consequences
 

for the whole Southern African region. Increased aid to the
 

frontline states and the pursuit of a nonracial democracy in South
 

Africa go hand in hand.
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Angola is another nation where the adverse effects of inconsistent
 

and wrong-headed U.S. policy is particularly obvious. While the
 

U.S. funnels military aid to the UNITA rebels, Angola remains the
 

United State's second largest trading partner in SubSaharan Africa.
 

I respectfully ask the committee to use the authorization bill and
 

all other mechanisms available to it to stop funding this bloody
 

civil war and move the Administration toward meaningful dialogue
 

and support for economic development in Angola.
 

For too many Americans, Africa raises images of swollen bellies and
 

drought stricken lands. Famine and drought are indeed serious
 

problems and I urge the committee to advise, guide and monitor the
 

Administration so that this nation does all it can to prevent the
 

devastation that is looming in Angola, Sudan, Liberia, Somalia and
 

Ethiopia.
 

But there is another, more positive story to be told. Africans
 

themselves are demanding change. United Nations Undersecretary
 

General Adebayo Adedeji captured the spirit that is sweeping Africa
 

very well at the International Conference on Popular Participation
 

in Arusha, Tanzania last year. Mr. Adedeji told the gathering that
 

Africa needs fundamental change and
 
transformation, not just adjustment. The
 
change and transformation required are not
 
just narrow, economistic and mechanical ones.
 
They are the broader and fundamental changes
 
that will bring about, over time, the new
 
Africa of our vision where there is
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development and economic justice not just
 
growth; where there *is democracy and
 
accountability not despotism, authoritarianism
 
and kleptocracy; and where the governed and
 
their governments are moving hand-in-hand in
 
the promotion of the common good, and where it
 
is the will of people rather than the wishes
 
of one person or group of persons, however
 
powerful, that prevails.
 

Many African countries, often in response to popular pressures, are
 

moving toward or have established multi-party systems. Other
 

countries, where progress is not so marked, 'have nevertheless taken
 

concrete steps to encourage popular participation and make
 

governance less inflexible. These countries deserve our special
 

financial support. Just as Poland and Hungary were able to garner
 

over $900 million in emergency foreign aid, African countries that
 

are democratizing also merit special consideration well above the
 

normal levels of aid allocations as circumstances dictate.
 

Newly independent Namibia holds the promise and potential for
 

democratic development in Africa. After a long struggle for
 

independence, Namibia has instituted a multiparty democracy rooted
 

in the rule of law and the practice of social justice. Their solid
 

Constitution guarantees a separation of powers, allows for freedom
 

of speech and association, and protects fundamental human rights.
 

Most notably, this Constitution establishes an independent
 

judiciary and limits a President to two terms of office.
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However, the legacy of apartheid has left significant obstacles to
 

Namibia's socio-political development and economic growth. New
 

institutions and policies must be developed to address the issues
 

of education, housing, food production, health care, infrastructure
 

and unemployment. Substantial aid is needed here to restructure
 

this nation and ensure its longevity as a democratic society.
 

Botswana has been a shining light of democracy in Africa since its
 

independence in 1966. Protection of human rights and the structure
 

of democratic institutions are guaranteed by the Constitution,
 

making Botswana one of the most democratic nation on the continent.
 

However, this multi-party state needs greater foreign assistance
 

and investment to expand its production in agriculture and industry
 

and to address a growing income disparity between rural and urban
 

areas. If the U.S. supports democratization in Africa, it must
 

provide more financial support for a leading model of African
 

democracy: Botswana.
 

There have been remarkable shifts towards multi-party democracy in
 

Benin. A seventeen year dictatorship ended without violence after
 

a severe economic crisis motivated the call for political change.
 

Benin's new Constitution limits a president to two terms and
 

provided for last month's election of a new Parliament. While
 

these political changes are encouraging, economic problems threaten
 

their success. The shift from a state controlled economy to a
 

free market system will not ease the economic crisis until
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privatization and diversification can succeed. Increased foreign
 

assistance will help Benin survive this economic and political
 

transition.
 

Positive changes toward multiparty democracy and political
 

accountability are also underway in Nigeria, Mozambique, Zambia,
 

Sao Tome and Principe and Cape Verde. These developments deserve
 

more than just moral support; they need our concrete assistance not
 

only to entrench democracy, but also to serve as an example to
 

those few countries that are resisting similar demands for change.
 

While several countries have responded to their citizens' demands
 

for reform, others have tried to circumvent them or have rejected
 

them outright. U.S. policy should not reward such countries.
 

Primary among these are Zaire, Kenya and Malawi.
 

President Mobutu, while promising reform in one breath, has
 

proceeded to harass and intimidate those who want to take advantage
 

of the so-called reform. We must not be fooled by this wily
 

behavior and should instead send a strong message that any reforms
 

must be total and unconditional.
 

Kenya's President Moi has been as aggressive in his resistance to
 

change. Prominent personalities including the winner of the 1991
 

Golden Pen Award, Mr. Gitobu Imanyara, are in jail either without
 

charge or on dubious charges. President Moi is indeed living up
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to his promise to critics that he would "hunt them down like rats."
 

We fully support the conditions passed by the Congress last year
 

and would suggest that they be maintained. Additionally, with
 

corruption reaching alarming proportions in Kenya, we advise that
 

nonany development assistance be channelled through proven 


governmental organizations.
 

For many years, Malawi has been able to quietly avoid international
 

attention to its very poor human rights record. This is true,
 

despite the fact that there may be no other African country that
 

suffers under such repressive authoritarian control. The United
 

States has long supporied a regime that not only has a President

for-Life, but a regime which has detained hundreds of critics--real
 

and imaginary. I urge the Congress to impose conditions similar
 

to those placed on Kenya, before releasing any further assistance
 

to Malawi.
 

Mr. Chairman, it is TransAfrica's firm belief that military
 

assistance, particularly in the form of materials and arms, should
 

cease immediately. The last several years have shown that these
 

arms are hardly used for the defense of countries against outside
 

aggressors. Indeed, it is significant that some of the latest and
 

fiercest civil wars in Africa have occurred in countries to which
 

we have provided military assistance--Liberia and Somalia. It is
 

imperative that the U.S. not contribute to this death and
 

destruction by providing such military aid.
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Before I end, I want to commend the Committee on the passage of the
 

new permanent authorization language for the Development Fund for
 

Africa. The new language will hopefully foster more effective,
 

equitable and participatory usage of monies destined for Africa.
 

I encourage AID to strongly enforce and implement this language
 

which requires close consultation with the poor, the expansion of
 

the participation of women and is protective of environmental
 

interests.
 

Mr. Chairman, thank you for inviting me this morning to remark for
 

the record on the proposals before us. I do hope that the United
 

States as part of a new world order will begin to see the intrinsic
 

value of enhanced long term development programs over the use of
 

patriotic missiles and armed forces. If the Persian Gulf War
 

warrants the spending of up to $1 billion a day, surely the
 

countries of SubSaharan Africa deserve to share a sum equal to that
 

amount for a single fiscal year. Thank you.
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IMF ACTIVITIES 

Some African Countries Have Made
 
Enviable Economic Progress, Says Camdessus
 

- ollowing are excerpts flora remarks by JMF Managing Di-

reaor Mchel Camdessus to the IMF/AACB Symposium 
in Gnborone, Botswana, on February 25: 

F 
After some twenty years of disappointing performance in 

much of Africa, resulting in lower real per capita incomes, it 
is easy to understand why many feel tempted to despair 

about the prospects. Moreover, the global economic cnvi-

ronment is worsening, with ... slowdown[s] in some indus-

trial countries, while the suspension of the Uruguay Round 

raises questions about the prospects for world trade. These 

setbacks compound the existing external difficulties, includ-

ing the shortage of external financing and slow progress to-
ward resolving the debt problem. 

But in contrast to all this, we also see the encouraging 
achievements of those countries that have prudently man-

aged their resources and/or steadfastly pursued their reform 

programs. Consider the encouraging recent record of the 

nearly thirty African coun-
tries that have been perse-
vering with growth-

oriented adjustment pro-
grams. The programs are 
producing results-posi-
tive real growth, the 
steady transformation and 
improvement of their eco- 
nomic structures and sys-

"Nearly th t African countries .. have 
"ty
been persevering with growth-oriented

adjustment programs. Peconomic 
adower 


tems, and, in particular, an improvemeut in the living stan-
dards of the rural population. 

More solid economic progress is achievable, but only if 
we reinforce what I call the unwritten law of international 

cooperation: that countries should implement appropriate 
policies to the best of their ability and that these policies 
should be supported by creditors and donors. 

It is true that structral reforms do not produce their full 
results quickly. One cannot expect to correct in a fi-v years 
what have sometimes been decades of structural r, sadjust-

rmuti. The results so far have been modest in some cases, at 
least partly because of the legacy of mistaken investment pri-

orities and development strategies that were for too long in-

ward-looking and based excessively on state interventionism. 

It is taking time to rectify these policies and to move toward 

a more productiv- economic system-in which private en
trepreneurship is encouraged, given sufficient scope, and al
lowed to flourish. It is also taking time to adjust the role of 
the public sector to its proper function in a modem, market
based economy. 

It is not surprising that those African countries that were 

quick to deal with their economic problems and have shown 
firm economic management (such as Botswana and Mauri

tius) have achieved an enviable economic performance. 

Equally important, a significant number of African countries. 

. . have been implementing far-reaching structural reforms for 

several years. These reforms are yielding encouraging results, 

and their long-term benefits will be reaped increasingly in the 

period ahead. Certain countries-including Mozambique, 

Tanzania, and Uganda-that are still experiencing severe 
economic difficulties are 
already seeing significant 
results from their com
jtment to effective ad
justment prograns, in
cluding a revival of 

growth and/or 
domestic inflation. 

Truly, in many coun
tries, we see encouraging 

signs. Clearly, there is a definite need for further structural 
improvements. In each country there are sectors where 

progress has been inadequate. One of these is of particular 
concern to the central bankers gathered for this symposium; 

I refer to the urgent need to reform and strengthen the com
mercial banking sectors in several countries. This is particu
larly important where we see insolvent banks, an overhang 
of nonperforming loam, a banking structure that does not 
promote competition, and the persistence of negative real 
interest rates. These weaknesses in banking systems hamper 

the development of competitive and productive economies 
and render more difficult the conduct of sound policies. And 

in most countries, I believe, there is scope for more vigorous 
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measures to promote private sector activity, decentralize de-
cision making, and reduce the stifling impact of excessive 
state intervention and unnecessary bureaucracy. All this sin-
ply underlines the need for persistence in forcing through 
the structural and systemic changes that are a necessary con-
dition--thotgh never sufficient in themselves--for the cre-
ation of a more productive and viable economy. 

So far I have stressed the responsibility of the Africans 
themselves. They know that the primary task rests wit2i 
them, with their governments, and with their people, to 
forge their own destiny. Help from outside is indispensable. 
But it can onl),supplement these countries' own efforts. The 
experience of the IMF in 
recent years has been that 
governments are more 
likely to find success if their "A 
programs are both well de- meaningful 

public. This implies, in par-
ticular, that these programs 
ensure that the vulnerable 
members of society are cushioned from the most severe tran-
sitional consequences of necessary adjustment. This is not 
only compatible with, but effectively supportive of, the pro-
cess of adjustment for growth. 

Increasingly, we are seeing that effective political leader-
ship involves a complex process to marshal a consensus be-
hind a coherent medium-term strategy. Hence the increased 
emphasis in Africa on improving the "qualitative" design of 
economic programs. This is reflected in a greater concern to 
ensure that revenue systems are efficient and fair, and public 
expenditure is channeled in accordance with economic and 
social prioities. In many countries we hear loud and really 
justi~ed criricim of expensive-if not extravagant-projects 
or excessive military spending. In times of such scarce saving 
and such pressing batic needs this has got to be corrected. I 
do hope that the relaxation of regional tensions, particularly 
in southern Africa, will be seen by the governments of this 
area as a favorable occasion to demonstrate their commit-
ment to reduce such expenditures to a minimum. Acting si-
multaneously and ...in a coordinated fashion could allow 
them to be bolder than acting on their own. Let us hope that 
this could enable all countries of southern Africa to use the 
resulting "peace dividend" to meet pressing needs, and to pay 
greater attention to the development ofhuman capital. 

These are only a few aspects of the growing demand in 
Africa for "good governance," meaning more responsive and 
accountable governments, and for more pluralistic systems of 
political representation. These trends are improving the 

chances for economic and systemic reforms to be better un
derstood, better accepted and so more successful. That is 
why they are particularly welcomed by Africa's friends. 

In discharging these demanding responsibilities govern
ments can be most effectively supported by bold regional co
operation as underscored in the Lagos Plan of action. If any
thing, my recent stay in southern Africa hai further brought to 
my attention the formidable potential for additional economic 
efficiency your countries could release in forging closer re
gional ties. There is no need to tell you that we, in the IMF, 
look forward to strengthening our relationships with key re
gional organizations in Africa and particularly with SADCC 

reduction o trade 
o 


signed technically and barriers, in the context of the Uruguay 
broadly supported by the Round, is essential." 

[Southern African Devel
opment Ccodination 
Conference]. 

In retrospect, the expe
rience of Africa with re
gional cooperation offers 

isomeusefl lessons. First, 
it may be helpful to start 
with modest but feasible 
programs of cooperation, 

by focusing on selected areas where the prospects for mutual 
benefit are largest. Cooperation along this line, as exemplified 
by SADCC, can concentrate on specific areas, such as trans
portation, energy, industry, and bank.ng. Second, efforts at eco
nomic integration stand a better chance of succeeding if they 
are also outward-looking. Economic integration at the regional 
level and in the world economy are not incompatible. It is im
portant that a reduction of trade barries within any region be 
accompanied by measures to reduce domestic distortions, liber
alize markets, and improve competitiveness. 

Regional cooperation is most effective ifit is accompanied 
by careful harmonization by the cooperating countries of 
their policies in key areas; in particular to increase the scope 
for trade with the outside world. The ultimate aim must be 
to ensure that Afiican expors are competitive in the indus
trial countries. And here also, how could I refrain from men
tioning that seeing key countries in the area now implement
ing economic policies inspired by the same principles, I do 
believe that prospects for fruitful regional cooperation are 
made even more promising and could at the appropriate time 
culminate in various forms of monetary arrangements. 

More effective policies in African countries will not suc
ceed, however--and this is my second main proposition
unless their reform programs are adequately supported by the 
rest of the world. I repeat, the responsibility for development and 
for economi adjustment is a shared one. The industrial countries, 
in pa-ticular, have a special duty to Africa. In the more diffi
cult global economic environment of today, Iwould like to
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focus on three main areas: the 
level of activity in the industrial 

countries, finance, and trade. 

First, the long expansionary 

phase in the industrial countries I 
-

has recently faltered, with slow- fl.
 
downs in some major countries. It .
 

will be important for Africa that g'L 
 " 

the industrial countries, which are 

the major market for its exports, 
resumT growth at sustainable rates. BEL" 
The IMF expects that the present
 

slowdown will be relatively shal- J . ,,
 

low and short. Because any artifi- ,
 

cial boost to their activity' would 

be self-defeating, the IMF is rec

ommending a caurious fiscal and .
 
monetary policy stance for the in

dustrial countries. We think that Low-income housing constructionIn Zambia: meeting urgent basic needs Is a priority.
 

policies should be geared mainly
 
to ensuring that the next expansionary phase will be healthy. 


Second, finance. The prospects for some of the traditional 

sources of external finance are not encouraging. It would be 

unwise to expect a buoyant provision of bilateral or multilat-

era] development assistance in the period immediately ahead. 

The most recent DAC [Development Assistance Cormmttee] 

projections point to on.ly a modest normnal rise. The con-

mercial banks are showing a reluctance to extend new fi-

nance to developing countries on the scale of a few years 

back . . . . (M]uch of Africa will clearly need to rely heavily 

in the period ahead on domestic sources of finance (includ-

ing the return of flight capital) and on nonbank types of pri-

vate foreign capital. 
In my view, the industial countries can improve their pro-

vision of finance to Africa in three ways. First, even if their 

provision of ODA [official development assistance] is not ex-

pected to grow substantially in the years immediately ahead, 

they can do much to ensure that these scarce resources are 

channeled in ways that contribute to development in direct 

and productive ways. I am encouraged by the growing evi-

dence that donors are working to enhance the usefulness of 

their assistance, while streamlining their procedures for ap-

prival and disbursement. Second, they could increase the pro-

portion of grants in total ODA. And a third avenue is in the 

area of debt relef; much progress has already been achieved, in 

the cooperative framework of the Paris Club .... 

Trade is the third area where the industrial countries need 

to act soon, and forcefully, to improve the global economic 

environment. A meaningful reduction of trade barriers, in 

the context of the Uruguay Round, is essential. It will rein-

vigorate the expansion of the industrial countries themselves 

and create the prospects for stronger trade for all countries. 

The importance of this open door policy for Africa, and in 

particular for those African countries that are implementing 

outward-looking reform programs, is self-evident. 77ir present 

opportunity should not be missed. 

Last, let me add a brief word on the IMF's own contribu

tion. The IMF also shares the responsibility for Africa's future 

.... We now have concesional facilities, the SAF [structural 

adjustment facility] and the ESAF [enhanced structural adjust

ment facility] ... which are tailor-made mechanisms for help

ing any low-income African country that seeks to achieve 

long-term and sustained growth through structural reforms. 

We are ready ... as we have shown with our response to the 

recent oil shock, to adapt as needed our instruments to the 
emerging problems. The IMF, as I noted, is currently suppert

ing the pro.rrams of nearly thirty African countries. The IMF 

stands ready to help all others, . . . both with technical assis

tance and with financial support, as soon as they are ready to 

embark on sound programs. 

I should like to end by mentioning something that his 

come up in each of the African countries that I have visited 

in the last week. Everywhere I have been asked if the large 

amounts of assistance that the IMF is extending to others, in

cluding Eastern Europe, will oblige it to shortchange Africa. 

My answer is a definite "no." No IMF resources will be 

shifted. The IMF will support good economic programs in 

all member countries and, with the same heartfelt commit

ment, [will] continue to help to catalyze support from other 
-sources. That is our basic mandate. 
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From the Executive Board... 
Jamaica: Compensatory and Contin- help meet an increase in the cost of oil im- lion (about $526 million), the amount 
gency Financing Facility. The IMF has ports anticipated in 1991. Bulgaria has available under the third annual program
approved a request by the Government of taken a number of energy-related and other includes an augmentation of SDR 20.45 
Jamaica for a drawing of SDR 19.9 million economic policy measures in recent weeks, million (about $29 million). The augmenta
(about US$28.5 millon) under the Com- and an addiuonal disbursement under the tion is designed to partly cover some of the 
pensatory and Contingency Financing Fa- CCFF, which on present assumptions increase in the cost of Ghana's oil imports 
cihty (CCFF) to cover the additional cost would be SDR 32.6 million (abou: USS47 (see Press Release No. 90/57 on the IMF's 
of oil imports in the penod of October million), would be nude available later, response to the Middle East crisis), in viev 
199 0-September 1991. At additonal SDR provided the relevant conditions have been of the strengthening of Ghana's policy 
10.7 million (about USS15 milhon) could met. package.
 
be disbursed at a later datc, provided the The expected increase the cost of oil im-
 The Ghanaian authorities have updated 
necessary conditions have been met. ports during 1991 is partly related to the their economic program for 1991-93 to re-

The excess in oil import costs is almost low level of shipments received by Bulgaria inforce the momentum of the reform ef
entirely attnbutable to movements in the dunng the second half of 1990. Until forts, sharply reduce inflationary pressures,
world pnces of oil rather than increases in 1990. most of its oil came from the Soviet and adjust to the deterioration in the exter
volume Jamaica has taken measures to ad- Union or in mangular deals involving Iraq. nal economic environment without unduly 
just energy pnces in line with international But in the second half of that year, supplies restraining the rate of economic output or 
prices. from the Soviet Union were disrupted and creating an unsustainable dependence on 

Jamaica's external payments position has dehveries cut by one third, imports from foreign aid. 
come under increased pressure since Iraq were terminated, and, because of the Since 1983. Ghana has been implment-
September 1990 and this has reduced its low level of its international reserves, Bul- ing extensive and broad-based structural 
capacity to pay for needed imports and gana was unable to replace these lost sup- and financial reforms designed to lil eralice 
meet debt-service obhgations. Crude phes with imports from other sources, the economy, shifting from a centralized 
petroleum and petroleum products account This is the first use of IMF financing by system with pervasive government cuntrols, 
for nearly 90 percent of Jamaica's total en- Bulgana. which joined the |nsntutio.a on to a market-deterrmned environment. 
ergy supply, and all petroleum consumed September 25, 1990 Its IMF quota is SDR The ke' elements of this proces have 
in Jamaica is imported. The largest 310 mllon (about USS446 millon), been the successful completion of a corn
petroleum consumer is the bauite/alumna R,,i1P No 91/i. Fdrun.. 2S prehensive liberalization of the exchange 
sector, which is also the main export system, accompanied by an appropna e ex
earner, accounting for about 30 percent of Ghana: Enhanced Structural Adjust- change rate policy and the elmunation of 
total consumption ment Facility. The IMF has approved a external payments arrears; the lifting of 

The decision on Jamaica's use of CCFF credit equivalent to SDR 116.45 million most price controls; the liberalization of in
resources has been accompanied by an Ex- (about $165 million) for Ghana under its terest rates and removal of sectoral credit 
ecutive Board review and approval of a &s- enhanced structural adjustment facilty controls; significant increases in real pro
bursement of SDP 20 5 mllion (about (ESAF) to support the third annual financial ducer prices; institutional and financial re
US$29.4 ulhon) under a 14-mnnth stand- program under Ghana's ESAF arrangement. forms to strengthen the domestic banking
by arrangement approved in March 1990 [The ESAF is the IMF's concessional lend- system; the initiation of state enterp,"se re
for SI)R 82 mllion (abot, USS 11 /.6 mil- ing window for assisting its poorest mem- form; the strong mobihzation of resources 
lion). Jamauca's quota i the IMF is SDP bers that are undertaking structural eco- coupled with the strengthening of incen
145.5 million (about U5S208.7 million), nomic programs to strengthen substantially, tives through tax reform and improved tax 
and its current outstanding financial oblga- and in a sustainable manner, their balance of administration; and substantial increases in 
tions to the IMF resulting from past tram- payments position.] The credit is available government expenditure for the rehabilita
actions amount to SDR 246.7 millon in two semiannual installments. The first tion of the economic and social infiastruc
(about US$353.9 millon). disbursement would amount to SDR 68.45 ture.
 

P, . No 
9 1t/0.Fetnry 22 million (about $97 million) and the second Despite the very notable progress thatRc, 

to SDR 48 million (about $68 million), has been made, the overall economic situa-
Bulgaria: Compensatory and Contin- Ghana has already drawn a total of SDR tion remains fragile. Because of poor 
gency Financing Facility. The IMF has 272.1 million (about $389 million) under its weather in 1990, real economic growth 
approved a drawing by Bulgaria equivalent first and second annual ESAF programs. A1 - slowed sharply, disruptions in food supplies 
to SDR 60.6 million (about US$87 mil- though the three-year ESAF arrangement, caused the rate of inflation to accelerate, 
lion) under the IMF's Compensatory and which was approved in November 1988, and the slowdown in economic activity af-. 
Contingency Financing Facilri (CCFF) to was originally for a total of SDR 368.1 mil- fected the budgetury position. These trends 
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were aggravated by the increase in world 

oil prices that occurred in the second half 

of the year. 

The basic objectives of the updated pro

gram for 1991-93 are to achieve a real eco

nomic growth rate of about 5 percent, re

duce the average rate of in~flation 5'om 

about 37 percent in 1990 to 5 percent in 

1993, and to generate sizable surpluses in 

the overall balance of payments. 

To achieve these aims, budgetary and 

monetary policies will be tightened, with 

special emphasis being placed on quickly 

restoring and nuintaning positive real in

terest rates; major tax ,eforms have been 

introduced; and flexible pricing policies 

will be maintained. Among structural poli

cies, state enterprise reform will be acceler

ated, particularly the privatization program; 

efforts to improve the monitoring and con

trol of government expenditure will be in

and public sector managementtensified; 
w,-ill be strengthened. 

These policies will be complemented by 

appropriate sectoral strategies in agriculture, 

industry, health, education, and Vy efforts 

to protect the environment. 

Within this framework, the program for 

1991, which is supported by the third an

nual arrangement under the ESAF, aims at 

achieving a real rate of econor,-ic growth 

of at least 4 percent; sharply lowering infla

tion (to 10 percent); and generating a siz

able overall balance of payments surplus. 

Ghana joined the IMF on September 25, 

1957, and its quota is SDR 204.5 million 

(about $290 million). (A member's quota 
in the IMF determines the amount of its 

its access tosubscnpoon. its voting weight, 

IMF financing, and its allocaoon of SDRs.] 

Ghana's outstanding financial obligations to 

the IMF currently total SDR 523 million 

(about $743 million). 
Prt Rck:a No 91/12, NMUi 6 
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1991 HUMANITARIAN RELIEF NEEDS IN AFRICA 
Agency for International Development 

Mr. Scott Spangler 
Assistant Administrator, Bureau for Africa, A.I.D. 

PRESS BRIEFING
 

MARCH 15, 1991 10:00 AM
 

OPENING STATEMENT
 

I AM PLEASED TO SEE BY YOUR PRESENCE HERE TODAY THAT THE NEWS MEDIA 

CONTINUE TO BE INTERESTED IN AFRICA. 
THE CONFLICT IN THE GULF HAS
 

UNDERSTANDABLY OVERSHADOWED EVENTS IN SUB-SAHARAN AFRICA. 
BUT WE
 

BELIEVE THE CRISIS OVERTAKING MANY COUNTRIES ON THAT 
CONTINENT
 

WARRANTS OUR MEETING HERE TODAY.
 

THE PROBLEMS WE ARE FACING ARE DUE IN DROUGHT AND IN
PART TO 


LARGER MEASURE TO CIVIL STRIFE. WE BELIEVE 
THAT THE HUMAN
 

SUFFERING CAUSED BY MAN-MADE EVENTS LaULD BE SIGNIFICANTLY REDUCED
 

IF THE POLITICAL WILL EXISTED 
TO DO SO. IN SPITE OF OUR BEST
 

EFFORTS, WE ARE AFRAID THAT MILLIONS OF AFRICANS 
-- PARTICULARLY 

SUDANESE --
 ARE AT RISK OF STARVATION.
 

I WOULD LIKE TO PROVIDE A SUMMARY FOR YOU OF THE STATUS OF THE
 

COUNTRIES AFFECTED:
 

SPNG2:3/14/91
 



2 

IN SUDAN THE SITUATION IS THE MOST SERIOUS OF ALL THE COUNTRIES WE
 

WILL TALK ABOUT TODAY AND IT CAN ONLY WORSEN. SOME NINE MILLION
 

SUDANESE ARE ESTIMATED TO BE AT RXSK OF HUNGER. DONORS ESTIMATE
 

THAT OVER ONE MILLION TONS OF FOOD AID WILL BE NEEDED TO AVERT
 

STARVATION FOR THESE PEOPLE. As IN EARLIER DROUGHTS, MOVEMENT OF
 

FOOD IN SUDAN IS DIFFICULT. WE CANNOT ASSURE THAT THE NEEDED FOOD
 

WILL GET TO ALL OF THE NEEDY IN TIME.
 

IN ETHIOPIA, UNTIL THIS WEEK WHEN FIGHTINC BEGAN AGAIN, WE BELIEVED
 

WE WERE BEGINNING TO GET ON TOP OF THE SITUATION. A COMBINATION OF
 

DROUGHT AND TEN YEARS OF CIVIL WAR HAVE LED TO SERIOUS FOOD
 

SHORTAGES IN ETHIOPIA. DONORS ESTIMATE THAT SOME 750,000 METRIC
 

TONS OF FOOD AID ARE NEEDED TO FEED FIVE TO SIX MILLION AFFECTED
 

PEOPLE; THE U.S. IS PLANNING TO PROVIDE AS MUCH AS ONE-THIRD OF
 

THIS AMOUNT. MR. WILLARD PEARSON, THE A.I.D. MISSION DIRECTOR IS
 

HERE TODAY TO ANSWER MORE SPECIFIC QUESTIONS YOU MAY HAVE ON
 

ETHIOPIA AND CAN COMMENT ON THE EFFECT OF FIGHTING THERE ON OUR
 

RELIEF EFFORTS.
 

ANGOLA, IS FACING A FOOD EMERGENCY WHICH MAY AFFECT 1.9 MILLION
 

PEOPLE. THE EMERGENCY STEMS FROM THE CUMULATIVE EFFECTS OF FOUR
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YEARS OF DROUGHT, CIVIL WAR AND 15 YEARS OF ECONOMIC STAGNATION.
 

IN OCTOBER, THE UNITED NATIONS NEGOTIATED AN AGREEMENT WITH WARRING
 

FACTIONS TO PROVIDE SAFE 
PASSAGE OF RELIEF SUPPLIES. THIS
 

AGREEMENT BROKE DOWN IN DECEMBER.
 

I AM HAPPY TO REPORT THAT AS OF MONDAY, MARCH 11, THE AGREEMENT HAS
 

BEEN REACHED TO RESTART RELIEF OPERATIONS.
 

!N LIBERIA, AN ESTIMATED 1.35 MILLXON PEOPLE 
-- MORE THAN HALF OF
 

THE POPULATZON -- HAVE BEEN 
AFFECTED BY CIVIL UNREST 
IN THAT
 

COUNTRY. SOME 
750,000 HAVE FLED AS REFUGEES TO NEIGHBORING
 

COUNTRIES. IN CPITE OF THE POLITICAL ANARCHY, WE HAVE BEEN ABLE TO
 

PROVIDE NEARLY 100,000 TONS OF FOOD SUPPLIES TO DATE. AN
 

ADDITIONAL 90,000 TONS ARE 
AUTHORIZED AND WILL BE 
SHIPPED THIS
 

YEAR.
 

UNTIL NOW, IT HAS BEEN OUR 
BRAVE COLLEAGUES IN THE PRIVATE
 

VOLUNTARY COMMUNITY (PARTICULARLY THE CATHOLIC RELIEF SERVICES) AND
 

INDIGENOUS LIBERIAN GROUPS 
WHO HAVE MADE OUR RELIEF EFFORTS
 

SUCCESSFUL ON THE GROUND.
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IN MOZAMBIQUE, CONDITIONS ARE NOT AS BAD AS ELSEWHERE. HOWEVER
 

RECENT EFFORTS TO REACH A PEACEFUL SOLUTION TO THE ONGOING CIVIL
 

WAR HAVE ENCOUNTERED DIFFICULTIES. WITHOUT A SOLUTION, WE ARE NOW
 

CONCERNED THAT FOOD AVAILABILITY MAY CONTINUE TO DETERIORATE THERE.
 

LASTLY, WE ARE VERY CONCERNED ABOUT CONDITIONS 'N SOMALIA, WHERE
 

RECENT AND CONTINUING CIVIL STRIFE HAS DESTROYED MUCH OF THE
 

COUNTRY'S PRODUCTIVE ASSETS AND INFRASTRUCTURE. UNFORTUNATELY,
 

THE SECURITY SITUATION IS SO UNSETTLED THAT IT IS DIFFICULT TO
 

ASSESS NEEDS OR PROVIDE ASSISTANCE.
 

THE INTERNAL POLITICS IN EACH OF THESE AFRICAN COUNTRIES HAVE MADE
 

EFFECTIVE RESPONSE DIFFICULT AND, IN SOME COUNTRIES, IMPOSSIBLE.
 

IN SUDAN, WE WERE FORCED TO EVACUATE CUP EMBASSY AND A.I.D. STAFF
 

BECAUSE OF CONCERNS ABOUT TERRORISM AS A RESULT OF THE GULF
 

CONFLICT. IN SOMALIA, EMBASSY PERSONNEL AND PRIVATE U.S. CITIZENS
 

HAD TO FLEE NEAR ANARCHY RESULTING FORM CIVIL STRIFE. AS FOOD
 

EMERGENCY EFFORTS ARE VERY PERSONNEL-INTENSIVE, THIS HAS HAMPERED
 

OUR EMERGENCY RE3PONSE CAPABILITY.
 

SOME HAVE ASKED IF THE U.S. RESPONSE TO THE NEEDS IN SUDAN HAS BEEN
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AFFECTED BY THAT COUNTRY'S STANCE IN THE RECENT GULF CONFLICT.
 

I WOULD LIKE TO MAKE IT VERY CLEAR THAT OUR POLICY AND INVOLVEMENT
 

IN SUDAN IS CLEARLY DIRECTED TOWARD PREVENTING STARVATION AMONG THE
 

PEOPLE OF THAT COUNTRY, WITHOUT REGARD 
TO POLICIES OF THEIR
 

GOVERNMENT.
 

HAVING DESCRIBED THE SEVERITY OF THE SITUATION, I WOULD LIKE TO ADD
 

HERE THAT THERE ARE SOME BRIGHT SPOTS IN THIS GRIM PICTURE.
 

TEE U.S. AMBASSADOR TO SUDAN AND THE A.I.D. MISSION DIRECTOR
 
HAVE JUST RETURNED TO KHARTOUM JUST AS THIS YEAR'S FIRST FOOD
 

AID SHIPMENT IS BEGINNING TO ARRIVE.
 

As I MENTIONED EARLIER, THE SPECIAL PROGRAM FOR ANGOLA IS BACK
 

ON TRACK. 
WE ARE NOW WAITING FCR FOOD AID MOVEMENT TO RESUME.
 

IN FACT, WE HAVE NEARLY 4000 METRIC TONS OF FOOD DUE TO ARRIVE
 

SATURDAY.
 

THE VITAL NORTHERN ETHIOPIAN 
PORT OF MASSAWA HAS BEEN RE-


OPENED UP TO FOOD AID SHIPMENTS.
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THERE IS A MEETING OF ALL PARTIES IN THE LIBERIAN CONFLICT
 

BEING HELD IN MONROVIA, TODAY. WE HOPE THAT CONSENSUS CAN BE
 

REACHED ON A POLITICAL SETTLEMENT AND THAT LiBERIANS CAN
 

RETURN TO THEIR HOMES AND FARMS.
 

WHILE FACED WITH DIFFICULT POLITICAL AND LOGISTICAL SITUATIONS, WE
 

HAVE MADE EVERY EFFORT TO IMPROVE OUR RESPONSE TO DROUGHT AND FOOD
 

EMERGENCIES IN AFRICA.
 

WE HAVE IMPROVED OUR FAMINE EARLY WARNING SYSTEM (FEWS). IN
 

ETHIOPIA AND SUDAN, OUR SATELLITE IMAGERY PROVIDED EARLY
 

WARNING OF CROP SHORTFALLS AS EARLY AS LAST AUGUST. YOU CAN
 

SEE HERE THE DIFFERENCES IN RAINFALL COMPARED TO PAST YEARS.
 

(POINT TO THE FEWS MAP).
 

IN ADDITION, WE ARE PURSUING A POLICY OF PRE-POSITIONING FOOD
 

AID TO MEET EMERGENCY NEEDS. THIS MEANS GETTING U.S. FOOD AID
 

ON THE HIGH SEAS AS EARLY AS POSSIBLE -- EVEN BEFORE WE KNOW
 

THE TOTAL NEEDED OR MEANS OF DISTRIBUTION.
 

I WOULD LIKE TO ADD A FEW WORDS ON WHA* OTHER ACTIONS WE SEE NEED
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TO BE TAKEN TO MITIGATE THE GROWING TRAGEDY IN AFRICA.
 

WE WILL BE LOOKING TO OTHERDONORS TO JOIN WITH US TO
 

MEET THE BALANCE OF THESE RELIEF NEEDS THESE
IN 


COUNTRIES. WE UNDERSrAND THAT THE EEC AND OTHERS ARE
 

MOVING TO DO SO, PARTICULARLY GREAT BRITAIN, GERMANY AND
 

JAPAN.
 

IT IS ALSO IMPORTANT THAT ALL PARTIES TO THESE CONFLICTS
 

DO ALL THEY CAN TO PREVENT NEEDLESS SUFFERING AMONG THE
 

CIVILIAN POPULATIONS THEY CLAIM TO REPRESENT.
 

AND OF COURSE, THE GREATEST BOON TO OUR EFFORTS AT THIS TIME IS
 

SOMETHING THAT ALL OF US HAVE LITTLE CONTROL OVER 
-- PEACE IN THE
 

REGION.
 

TH!S IS AN EVOLVING SITUATION AND AT THIS TIME, WE CANNOT TELL YOU
 

DEFINITIVELY THE NUMBER OF PEOPLE WHO WILL DIE OF STARVATION, THE
 

NUMBERS WE WILL BE ABLE TO REACH AND POSSIBLY SAVE, OR THE AMOUNT
 

OF FOOD WHICH WILL ARRIVE AND BE SUCCESSFULLY DISTRIBUTED. WE HOPE
 

OUR ESTIMATES 
OF RELZEF NEEDS ARE OVERESTIMATED AND THAT THE
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NUMBERS OF PEOPLE WHO SUFFER WILL BE AT THE LOWER END OF OUR
 

ESTIMATES.
 

PLEASE LOOK AT THE 'PACKAGEWE HAVE PROVIDED WHICH HAS A SUMMARY OF
 

OUR ASSESSMENT OF NEEDS FOR THE COUNTRIES WE HAVE HIGHLIGHTED.
 

THIS INDICATES THAT TO DATE WE HAVE MADE PLANS TO PROVIDE 965,375
 

METRIC TONS OF FOOD ASSISTANCE TO THESE COUNTRIES. WhILE WE HAVE
 

NOT OUTLINED THE NON-FOOD NEEDS, THE FOOD AID LEVELS ARE INDICATIVE
 

OF THE SCALE OF NON-FOOD RELIEF NEEDS SUCH AS MEDICINE, WATER
 

SEEDS AND TOOLS, WHICH WILL BE NEEDED AND WHICH WE WILL BE HELPING
 

TO MEET.
 

WE PLAN TO CONTINUE TO INVITE YOU TO THIS TYPE OF INFORMAL PRESS 

BRIEFINGS AS EVENTS UNFOLD. AND NOW, I INVITE YOU TO ASK 

ADDITIONAL QUESTIONS OF EITHER ME OR MY COLLEAGUES. THANK YOU. 
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AFRICA 
EMERGENCY FOOD NEEDS 

PLANNED U.S. GOVERNMENT CONTRIBUTIONS 
IN FISCAL YEAR 1991 

ANGOLA ETHIOPIA UBERIA MOZAMBIQUE SOMAUA SUDAN 
(& ITS NEIGHBORS)"-
'---==Z 
 = -- =-- '----	 -- --  -

- - - -

NUMBER 1,900,000 4,600,000AT RISKNAupt	 1,950,000 4,500,000 N/A 	 up to 
9,000,000 

FOOD 102,210 750,000 189,705 973,000 N/A 	 1,200,000
REQUIRED 
(MT) 

PLANNED 40,515 250,000 136,600 191,650 15,610 	 331,000
USG FOOD 
CONTRIBUTION 
(MT) 

VALUE $20,000,000 $121,238,000 $81,942,000 $39,500,000 $5,800,000 $126,200,000 

TOTAL VALUE OF USG EMERGENCY FOOD CONTRIBUTION FOR FY 1991: $394,680,400 
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Kenya: Political Unrest 
and U.S. Policy 

by Theodore S. Dagne
 
Foreign Affairs and National Defense Division, February 12, 1991
 

SUMMARY 

In early 1990, the Kenya government of Daniel arap Moi launched a campaign to 
discredit multiparty democracy advocates by arguing that the status quo was ideal for 
Kenya. President Moi lambasted multiparty proponents as tribalists and trouble
makers. The murder of the Foreign Minister, Dr. Robert Ouko, in February heated the 
already tense political atmosphere, sparking a series of protests in the streets of Nairobi 
and Kisumu. 

By mid-1990, against a backdrop of growing pro-democracy movements in most of 
Africa, political tensions mounted in Kenya. In July 1990, the peaceful debate turned 
into violent confrontation between pro-democracy groups and the Kenyan government.
Shortly after the government ordered the use of force to crush the pro-democracy 
movement in July, security forces killed 23, wounded several others, and detained over 
1,000 people, including several leading multiparty advocates. 

The cLrrent political turmoil in Kenya challenges a concentration of powers in the 
hands of the President at the expense of Parliament and the Judiciary. Human rights
abuses, growing economic problems, lack of political tolerance, tribal politics, and 
increased Church activism in politics have also been contributing factors. 

The continued crackdown on opposition has not totally crushed the pro-democracy 
movement. The political movement against the Moi government, however, is neither 
well organized nor unified, and does not have a well-defined strategy. The demands 
articulated by opposition groups are orten conflicting, but the quest for change is clear. 
President Moi seems bent on crushing proponents of multiparty democracy, fearing a 
loss of national cohesion in tribal strife, and appears unswayed by international 
pressure to improve human rights and political conditions in Kenya. 

Relations between Washington and Nairobi have been strained, especially since the 
violent crackdown on anti-government protestors in July 1990. The United States had 
long considered Kenya a politically stable country with shared democratic values. 
Kenya was also considered by Washington to be a strategic asset in Africa. During the 
Cold War years, against the backdrop of intense rivalry between the United States and 
the Soviet Union in Africa, Kenya's unwavering anti-communist stance led to close 
strategic relations between Washington and Nairobi. 

The end of the Cold War, access to better ports and airfields in the Middle East 
since the Iraqi invasion of Kuwait, and growing abuses by the government of Kenya 
have reduced Nairobi's strategic significance. Deteriorating human rights and political
conditions in the summer of 1990 led to a freeze on U.S. military aid to Kenya. The 
Bush Administration and Congress agree that President Moi must take measures to 
improve conditions in Kenya, but disagree on tactics. 
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Issues in U.S.-Kenyan Relations 

Overview 

Against the backdrop of intense rivalry between the United States and the Soviet 
Union in the 1960s, Kenya's unwavering anti-communist stance in Africa led to a close 
strategic relationship between Washington and Nairobi. In 1980, the United States 
signed a military agreement with Kenya similar to those signed with Somalia and 
Oman. The agreements were considered essential to America's Indian Ocean Strategy. 
The invasion of Afghanistan by the Soviet Union, the Iranian revolution, and the 
spread of ccmmunist influence in Africa in the 1970s and early 1980s threatened U.S. 
strategic interests in the Gulf and the Indian Ocean region. The military agreements 
with the three countries were considered important to U.S. interests because none of 
the Gulf and Arab states were willing to enter into similar agreements with 
Washington. Two principal objectives of U.S. strategy were to contain the Soviets and 
ensure the flow of Persian Gulf oil. 

There were no specific commitments by the United States to provide Kenya with 
monetary compensation for the agreement, but it was reportedly understood that Kenya 
would get some sort of military assistance. The United States spent $57 million to 
improve Kenya's ports and airfields, and American warships have visited Kenyan ports 
110 times over the past 10 years. In FY1988, U.S. military aid to Kenya was $5 million, 
and in FY1989 $15 million. In response to a government crackdown on pro-democracy 
advocates, Washington froze $9.9 million in military aid approved for FY1990. Under 
the International Military Training Program (IMET), between 90 and 100 Kenyans 
come for trainirg to the United States each year. The United States also has been 
providing $250,000 annually to maintain thE Moi airport since 1985. The agreement 
could come up for review in 1990, although it will continue if neither party requests 
review. After 1990, either party can terminate the agreement after a one-year notice. 
Thus far, neither party appears interested in bringing the access agreement up for 
review. 

U.S. political interests in Kenya, at least until recently, were significant. 
Washington had considered Kenya a model developing country with shared democratic 
values. Kenya's political stability and relatively open political system were of pivotal 
interest to Washington, particularly in the late 1960s and 1970s, when several African 
countries were swayed by the Soviets and a tide ofanti-American sentiment sweut most 
of Africa. In a continent where civi' wars raged and military dictatorships and 
authoritarian governments reigned, Kenya's parliamentary system stood out as an 
exceptional model. In international politics, Kenya's moderate foreign policy approach 
was seen in Washington as a gesture of good friendship and civilized behavior. Kenya's 
anti-communist stance was rewarded by Washington. Because of close relations with 
Kenya, Washington and Nairobi often consulted each other on most African issues. 
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TABLE 1. U.S. Foreign Asaistanoe 
(milliona $)0 

FY1987 FY1988 FY1989 FY1990 
(est.) 

FY191 
(req.) 

Development aid 
(loans) 
(grants) 

20 

20 

31.1 44.3 30 26 

Economic aid 
(loans) 
(grants) 

15 

15 

10 

10 

10 

10 

7 

7 

Food aid 9.2 11.1 6.7 8.8 77 

Military aid 
(loans) 
(grants) 

Total 

7.5 

7.7 
51.7 

5 

5 
57.2 

15 

15 
76 

9.9 

9.9 
48.7 

8 

8 
487 

U.S. Total Foreign Assistance to Kenya 
(millions $) 

so ........... 

40 

40 

1987 1988 1989 1990 1991 

Fiscal VeArs
 

1io0 (se:illlm2t9)ulogI (reque.te)
 

*U.S. Foreign ossistancedata were takn from the Agency for InternationalDevelopment (AID) andfrom the Congressonal 
Presentation for Security Assistance Programs. 
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Economically, Washington had long considered Kenya as a locomotive for Africa. 
Several development programs have been undertaken by Washington, and Kenya is the 
largest recipient of U.S. aid in Africa. For FY1989 the United States provided Kenya 
$54.7 million, and $30 million for FY1990. The Administration has requested $33 
million for FY1991. Over 100 American companies operate in Kenya, and American 
investment is one of the largest in the country. American tourists also contribute to 
the economy of Kenya significantly. In 1988, for example, 78,000 Americans visited 
Kenya. The -vlume of trade between Washington and Nairobi, however, is 
insignificant. In 1988, the United States imported $69 million in goods from Kenya, 
and total U.S. exports for the same period totaled.$91 million. In recent years, officials 
in Washington have been increasingly concerned about the economic conditions in 
Kenya. 

U.S. Concerns 

The end of tensions between the United States and the Soviet Union has shifted 
American foreign policy priorities not only in Kenya, but in the rest of Africa as well. 
In the years ahead, U.S. Africa policy in the post Cold War era may focus much more 
on human rights, political pluralism, and economic improvement. 

Human Rights 

Since the late 1980s, human rights issues have emerged as one of the leading U.S. 
foreign policy concerns in Kenya. Moi's human rights record has been steadily 
deteriorating, particularly since the mid-1980s. Though the State Department has been 
consistently reporting human rights violations by the government of Kenya over the 
years, the United States has steadily provided the Moi administration with economic 
and military assistance. Notwithstanding international pressures, including L'hat of 
Washington, the Moi administration did not make any significant effort to improve 
human rights conditions in Kenya. President Moi has been hostile to U.S. human 
rights efforts, often telling American officials, in effect, to mind their own business. In 
January 1987, Representative Wolpe was lambasted by Kenyan officials and the Kenyan 
press for stating that there was a growing concentration of executive powers and a 
decline in human rights conditions. President Moi also accused Wolpe of "bankrolling 
dissidents, crooks, and swindlers". 

In the past several months human rights conditions further deteriorated, and the 
Moi government appears unswayed by the barrage of warnings coming from 
Washington. In late September, the government banned the NairobiLaw Monthly, a 
popular law journal, two months after security forces detained the editor of the journal. 
In October, the High Court of Kenya reversed the ban, pending the outcome of a suit 
filed by the editor of the NairobiLaw Monthly. Notwithstanding international calls for 
the Moi government to respect human rights, President Moi vows to crush multiparty 
proponents, whom he considers to be drug addicts and criminals. 

Democratization 

Democratization has also surfaced as an important interest of U.S. Africa policy. 
Relations were strained between Washington and Nairobi in May 1990 when the U.S. 
Ambassador to Kenya, Smith Hempstone, remarked in a speech that there was a strong 
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tide in Congress that favors granting assistance to those countries with good human 
rights records and multiparty systems. The ambassador was scolded by Kenyan officials 
and accused of interfering in the internal affairs of Kenya. U.S. officials agree that 
political reform is needed in Kenya, but say it is up to the Kenyans to decide their 
choice of political system. 

But there was a clear signal from U.S. officials to the Kenyan government that 
Washington will not tolerate attacks on Ambassador in Nairobi.its Bush 
Administration officials informed the Kenyan ambassador that Washington was fully
behind the Ambassador. The strong support Ambassador Hempstone received from 
Washington contained the implicit message that Kenya needs to implement political 
reforms if it wants to remain in good standing with Washington. Though Washington
has not made it a policy to link U.S. economic assistance to multiparty democracy, U.S. 
officials are quietly pressing Kenyans to go in that direction. 

Strategic Interests 

The easing of tensions between the United States and the Soviet Union and the 
Persian Gulf crisis appear to have reduced the strategic significance of Kenya. The 
circumstances under which the United States entered into the 1980 military agreement
with Kerya have changed, as well as the nee.d for Washington to maintain a military 
relationship with troubled Horn nations. Though Washington had not used Kenya's
airfields and ports for any significant military operations over the past 10 years, its 
military relationship with Nairobi was considered important to U.S. strategic interests 
in the Indian Ocean and the Gulf. Now that the United States has access to better 
ports and airfields in Saudi Arabia and other Gulf countries, Kenya appears less 
important. But some officials in Washington still maintain that continued access to 
ports and airfields in Kenya might be advantageous in the future, especially if relations 
between Washington and its Gulf allies were to deteriorate. The future of U.S.-Kenya 
military relations is uncertain, and more likely to be determined by internal political 
developments in Kenya and to a lesser extent the Middle East. 

Should U.S. Aid to Kenya Be Cut? 

In response to the government of Kenya's violent crackdown on pro-democracy 
groups in July, the United States froze its military aid to Kenya. In October, Congress 
suspended $7 million in economic aid (ESF) and $8 million in military aid (FMF) for 
FY1991, until the President certifies that the Moi government is taking steps to 
improve human rights and political conditions in Kenya. Bush Administration officials 
are of the same opinion as Congress that the Moi government must take measures to 
improve political and human rights conditions in Kenya, but differ on tactics. 

Administration officials insist ffhat cutting U.S. economic assistance will only hurt 
the common person, arguing that most U.S. funds go directly to assist the general
population. These officials maintain that the United States could use its economic 
assistance electively to force change in Kenya, but they note that cutting aid might
produce unintended results. Critics argue that President Moi has consistently ignored
U.S. calls for improved human rights conditions, and therefore he should not be 
rewarded for his abuses. In the view of some critics, the United States should link its 
assistance with human rights and democratization in Africa. According to these critics, 
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the United States should only reward those governments that strive towards 
democratization, as has been the case in U.S. policy towards Eastern Europe. 

LEGISLATION 

H.Con.Res. 356 (Lantos) 
Concurrent resolution regarding human rights conditions in Kenya. Introduced 

July 27, 1990; referred to Committee on Foreign Affairs; referred to Subcommittees on 
Human Rights and International Organizations and on Africa Aug. 8, 1990. 

S.Con.Res. 141 (Kennedy) 
Concurrent resolution expressingthe sense of Congress regarding the deteriorating 

human rights conditions in Kenya. Reported to Senate by Committee on Foreign 
Relations Oct. 2, 1990; passed Senate Oct. 18, 1990. 
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PERSPECTIVE ON SOUTH AFRICA 

The Battle Is Not Yet Over 
the lifting of sanctions, in-

Until key exceptions are cluding those imposed by the 
-rrect in De Klerk's United States. 

Until Feb. 1, the South 
A. 	 reforms, it is too soon to African government's position 

celebrate the end of was that the law could not gocelebraterthei euntil a new constitution had 
apartheid. 
By DESMOND M. TUTU 

APE TOWN-President F. W. de 
Klerk's address to open this year's 
session of the South African Par-

liament has moved the struggle against 
apartheid into a ne'; phase. 

For many peoplh outside South Africa, 
the most startling and obnoxious mani- 
festatin c aprtheid has been,! 	 the 
formal entrenchment of racial segrega-
tirmn in the country's laws: features such 
as separate living areas and schools 
reserved for children of one race only. 

With one major exception, De Klerk's 
speech on Feb. 1 has brought within 
sight the end of legally enforced racism 
in major areas of social and public life. 
The exception is in the area of education: 
The overwhelming majority of schools 
will remain stgregated by law and De 
Klerk still refuses t.o place all schooling 
in South Africa under one, integrated 
education ministry. 

Despite that exception, I have com-
mended Dc F!,'rk for his reforms. How-
ever, at its core, apaaheid is not simply 
the segregation of facilities and suburbs. 
It is the denial of political power to 
people on the basis of their race. This 
will be ended only when black South 
Africans have the vote, and this central 
thrust of our struggle against apartheid 
continues, 

Much of the international community 
fails to realize ti'c importance of this 
distinction when assessing how far the 
South African government has gone 
toward abolishiig apartheid. Nowhere is 
this more clearly demonstrated than in 
the response of Western governments to 
De Klerk's proposed changes to the 
Population Registration Act. 

This act is the law that requires every 
South African to be classified by race. It 
is a vicious law that has involved the 
authorities in deciding what race people 
are on the basis of the shapes of their 
noses or on the curliness of their hair. It 
has split families and led to suicides. It is 
one of the pillars of apartheid and its 
repeal is a fundamental requirement for 

been negotiated. 	 It said the 

current constitution was ra-
cially based, the law classified 
everyone according to race, 

and summary repeal would render the 
present constitution and government 
inoperable. Opening Parliament, De 
Klerk unexpectedly announced a 
change. He said investigation showed it 
was possible to "repeal" the act, "pro-
vided that this is accompanied by the 
adoption of transitional measures to-
ward the acceptance of a new consti-
tution." 

A key reason for our demand for the 
repeal of the Population Registration 
Act is because it enables the exercise of 
political power to be limited on the basis 
of race. Yet the government clearly 
intends replacing the law with measures 
having substantially the same effect in 
that crucial area: Pending the conclusion 
of negotiations on a new constitution, 
government will be on the basis of the 
current constitition. The implications 
are that white South Africans will have 
the right to veto the terms of a new 
constitution. This is totally unaccepta-
ble. 

If we are going to have a constitution 
that commands the loyalty and accept-
ance of the vast majority of South 
Africans, then it must be drawn up by a 
body that is truly representative of all 
the people of our country. That is why 
many of us are calling for the negotia-
tion of a new constitution by a constitu-
ent assembly elected on the basis of one 
perfon, one veto, on a common voters' 
roll. The Namibian constitution was 
drawn up very quickly and with over-
whelming consensus in this way. Elec-
Lions to such a body would also help to 
eliminate political violence in South 
Africa. One of the causes of the current 
fighting is a struggle for turf by different 
political organizations whose claims of 
support have never been tested by a 
democratic vote. 

We are angered at the way in which 
Western governments have sided with 
the South African government on the 
issue of the Population Registration Act. 
Their response to De Klerk's decision 

was one of elation. The act is to be 
* replaced, it is said, and a condition of the 

lifting of sanctions has been met. We 
have heard no expressions of caution, no 
calls for elaboration of the nature of De 
Klerk's "transitional measures." In fact, 
a South African government source -as 
claimed to local newspapers that its 

stratagem was planned in collusion with 
the U.S. and British governments. 

De Klerk's address had other sh irt
comings. For example, he did not deal 
with the very serious questions raised 
by the government's use of police and 
army death squads and the existen(e of a 
"third force" stoking violence in black 
communities. 
. He also failed to address another 

requirement for the lifting of U.S. sane-
Lions: the freeing of all political prison
ers. I am as eager as anyone to have 
sanctions lifted. Apartheid has created 
tremendous backlogs in housing, health, 
education and many other areas, and we 
need a strong, vibrant economy and a 
high growth rate to help us eliminate its 
effects. The intended abolition of the 
Group Areas Act and the Land Act, 
which limit land ownership and occupa-
Lion o'. the basis of race, will mean very 
little unless black South Africans can 
afford to buy land. 

But before I can call for sanctions to 
be lifted: 

-Schools have to be opened to all 
races without qualification, under one 
education ministry. 

-All political prisoners must be freed 
and exiles allowed home under a general 
amnesty. 

-- The Population Registration Act 
has to be abolished without qualification. 

-A mechanism needs to be estab
lished for negotiating a new constitution 
that is represenLative of the people of 
South A-frica and does not allow groups 
defined by race or ethnicity to veto 
decisions that are democratically 
reached. 

The South African government wants 
to be both a player in constitutional 
negotiations and a referee with final 
power to make decisions. De Klerk 
is a bold and courageous reformer, 
but his government needs to be told 
that the only way to negotiate a demo
cratic constitution is by democratic 
means. 

Desmond M. Tutu is the Anglican 
Archbishop of Cape Tou, South Africa. 
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JOHANNESBURG-Police say the 
prsoner died while trying to escape. 
The deceased's relatives complain that 
there were bruises and abrasions all 
over the body. The authorities have 
promised to investigate. Etc. etc. It 
could be almost anywhere in the world, 
But the story was in the Johannesburg 
Weekly Mail laSt month, and this detail 
caught my eye: "Police told Maphumu-
lo's
attorneys that he had drowned in 
the swimming pool at Protea police 
station." In South Africa, even the 
police stations have swuiming pools.

In his recent memoir, "My Traitor's 
Heart," South African journalist Rian 
Malan writes: "Anywhere else in the 
world, save perhaps the United States, 
a blue-collar worker would consider 
himself to be floaningterribly lucky 
face up in cool water under ahot blue 
sky in a coultry garden. In South 
Afnca, however, such an experience 
was a white mafi's virtual birthright." 
Even in 'he United States, though, it's 
a rare blue-collar worker who has a 
country house and swumniiig pool. 

High-minded white South Africans 
love to tell you, no doubt correctly,
what afadure apartheid has been as an 
economic system. But apartheid en-
abled many, many whites to enjoy a 
bigger piece of that smaller pie. The 
exclusion of the black mabority from 
the best jobs and lands, the assured 
pool of servants and cheap labor and s 
on have given middle-class whitlh a 
lifestyle that free-market forces, won-
derful as they are, could not duplicate. 

Politically, there are reasons for op-
timism. On Friday, President F.W,de 
Klerk announced that his government 
would repeal the last pillars of legal 
apartheid. ihe government and the 
African National Congress have agreed 
to a multiparty conference as the next 
stage in devising a sew constitution, 
The ANC's Nelson Mandela and his 
Inkatha rival, Chief Mangosuthu Buth-
elzi, have kissed and made up. 

But the real trauma is going to be 
economic. Everyone recognizes that 
any political solution will create pow. 
erful economic expectations among 
blacks. What good is freedom without 
electricity and plumbing? Where is 
the payoff for their decades of strug. 
gle? Meanwhile, even liberal whites 
seem resigned to the notion that the 
economy will shrink, not grow, when 
the blacks take over. They see the 
AIC's present internal chaos as a 
harbinger of what the whole country 
will be like. "African time," said one 
businessman with a smnile and a shrug 
when I mentioned that ablack pol had 
been very late for an appointment.

Two questions get muddied in dis-
cussing new economic arrangements
for South Africa. One is how to create 
growth; the other is how to share the 
goodies. In fact, the growth question is 

'largely settled, Those who believe that 
blacks will bungle any economic system 
are beyond consolation, but there's lit-
tie need to fear that South Africa's 
future leaders will choose the wrong 
rytern. It's a clhi inSouth Aica 
that the country is lucky the death of 
apartheid coincided with the collapse of 
comnunism. The grim experience of 
African sodalism isalso duly noted. 

But that doesn't settle the issue, 
Even the most devoted believer in 
free-market capitalism as a creator of 
wealth would have a hard time look-
ing at South Africa and saying: Fine, 
let's start tomorrow with afree mar-
ket and forget about who's got what 
at the moment. Nowhere else in the 
world do so much Western-style afflu-
ence and Third-World poverty exist 
side-by-side. And this disparity was a 
deliberate creation of the govern-
ment. The about-to-be-repealed 
Group Areas Act, to take just one 
example, forcibly removed 3.5 million 
black people from "white" areas and 
dumped them in arid "homelands." 
Should these people be satisfied thatfrom now on it's a level playing field? 

Growth alone won't provide enough 
resources to do justice to the black 
mrajority without impinguig on the pros
perity of the white minority. True 
enough, any serious exercise in redis
tribution will itself discourage economic 
growth But to concede that point
doesn't put redistribution beyond 
bounds. Blacks, like whites, are entitled 
to think of the slices as well as the pie. 

How much white prosperity will be 
impinged upon is the biggest unre
solved political question. Hard eco
Dornucs-who gets what-lies behind 
much of the theoretical debate about 
the shape of the new constitution. 
Whites want guarantees against na
tionalization, redistribution and other 
-tatist meddling. This passion for 
hands-off government is as recent in 
economics as in civil liberties. The 
present South African economy is 
dominated by state industries and 
government-sanctioned cartels. 

Over a drink at a fancy hotel in a 
Johannesburg suburb called Sandton, I 
asked Saki Macozoma of the ANC 
whether Harry Oppenheimer, head of 
the giant Anglo-American conglomer
ate, ought to fear majonty rule. He 
said, "People at the level of Harry
Oppenheimer needn't be concerned in 
any event. The more important ques
tion is: Will a person with a middle
class job and a maid and a pool lose 
that? Yes, they will have !o lose some 
of that, because we don't have the 
resouices....People say, 'moderate 
the expectations of your people.' I say. 
we will moderate our expectatiolns p'i 
Per= [instep with Sandton. I can't 
say to people in Soweto, forget about 
running water while people inSandton 
have two German cars." A pretty good 
answer, I thought. 
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Wildlife Resource Management With Local Participation
 

in Africa
 

by Agnes Kiss, editor
 

ABSTRACT
 

The decline in Africa's wildlife heritage and the persist- ..ipoverty of its rural people are 
linked by a common denominator: rapid human population growth and the resulting misuse and 
degradation of the land. Expanding settlemei-ts, crops, and livestock in marginal areas are 
reducing agricultural productivity and displacing wildlife. This conflict between people and 
animals is one which the animals must lose, and a rich natural resource may be lost before its true 
value is realized. 

Fortunately, conservationists and development planners are exploring a common solution: 
developinR alternative land uses based on wildlife resources generating food and income for rural 
communiti.-s. This paper examines the experience, the potential, and the constraints of wildlife 
management programs which involve and benefit local people. It also explores the potential for 
wildlife management to stimulate independence and institutional capabilities in rural 
communities, and greater complexity and diversity in their economies. 

The paper is divided into four main sections: 

PART I: PRINCIPLES AND ISSUES 

This section examines the objectives of wildlife utilization and management schemes and 
explores the integration of conservation and economic development based on sustainable 
exploitation of wildlife resources. A small number of wildlife projects are based outside 
protected areas. These aim at conserving and developing wildlife resources to generate food 
and/or income in fragile marginal areas which are unable to sustain productive agriculture or 
livestock husbandry. Most projects, however, are centered on protected areas and seek to 
preserve them. But, where possible, they have incorporated economic exploitation of wildlife 
to meet costs and win the support of the local community. This "new" approach of community
based, integrated conservation/development projects shares many of the basic principles -- and 
many of the complexities and problems -- of the concept of Integrated Rural Development, 
popularized in the 1970s. It emphasizes understanding and working with local communities, 
involving them in project planning and implementation and, to the extent possible, relying on 
local institutions to implement components which involve public participation. However, 
incorporating wildlife resources as an economic asset in rural development raises new issues 
concerning the relationship between rural peoples and wildlife. The most important of these 
relate to ownership -- often poorly defined or claimed by the state -- and practical problems
in controlling access to wildlife. The success of any community-based wildlife utilization plan
will depend on ensuring that individuals derive benefits from conservation and sustainable 
management of the resource. 



iv 

PART 2: PLANNING, PREPARATION AND IMPLEMENTATION OF WILDLIFE 
MANAGEMENT PROJECTS 

This section defines the economic, policy, technical, sociological, institutional, and human 
resource development issues in community-based wildlife management and, based on past and 
present experience, suggests ways to address them. 

Key economic issues include: (i) proper evaluation of the costs and long-term returns fromwildlife management compared to alternative land uses; (ii) distribution of costs and benefits
between national and local levels and among members of the local communities; (iii) concrete,short-term benefits or incentives to sustain community support for a project, even if the realenvironmental and economic benefits emerge over the long term (but maintaining a clear linkagebetween such incentives and the long-term conservation and management objectives); (iv) thelikely need for substantial external funding, often over a long period, before bea project canexpected to become financially self-sufficient, if ever; (v) opportunities for multiple use ofwildlife resourcc. (tourism, sport hunting, meat, etc.); and (vi) developing appropriate marketing
structures and institutions to enable wildlife use to compete with land uses generally supported
by well-established and often heavily subsidized infrastructure. 

The central policy issues include: (i) defining the role of wildlife resources in nationaleconomic development, (ii) proprietorship of wildlife, and (iii) distribution of authority and revenues between local and national levels. Many other national policies -- land tenure,exchange rates, import controls, foreign investments, access to firearms, public sectoremployment, quarantine and veterinary regula',ons relating to marketing or export of wild meat,administration and regulation of tourism and population -- can influence the success or failure
of wildlife-based enterprises and community programs. External donors play a significant partas well, especially in promoting the empowerment of local communities to manage indigenousnatural resources and the willingness to support consumptive use of wildlife. 

This paper does not try to provide detailed coverage of technical issues. It does, however,
identify some technical aspects critical to the planning and implementation of wildlifemanagement projects. These include: (i) assessment of existig wildlife populations and thefactors which threaten or limit them; (ii) population dynamics of key species, particularly thosetargeted for consumptive use; (iii) monitoring and survey systems to track changes in populationsand habitat conditions; (iv) demand various types of wildlifemarket for utilization; (v)harvesting, processing and marketing methods, and requirements for implementing them; and (vi)
promotion, management, and regulation of sport hunting and tourism for maximum financial 
return and minimum environmental damage.


Sociological and socio-econrnic issues relate to two aspects: (i) integrated rural
development and communal management of natural resources, and (ii) communities' attitudes and
relationship to wildlife. Both require a thorough understanding of the community's history andcurrent dynamics -- especially authority structures and patterns of resource use. It is essentialto identify all groups with a legitimate claim to the resource and address their interests andneeds. Often, these needs are religious and traditional, as well as economic. The g.eatest
challenge is stopping individuals from over-exploiting commonly held resources for short-term,
personal gain at the expense of long-term community stability. 

There are institutional issues for each of the three phases of a program: (i) initiation, (ii)establishment and implementation, and (iii) self-sufficiency and continuity after external inputscease. The initiation and establishment/ implementation stages should lay the groundwork forsustainability. However, itmay be argued that successful transition to the third phase has not
yet happened in any African wildlife project. Institutions are needed to fulfill a wide range offunctions including: (i) technical wildlife management, (ii) regulation and enforcement, (iii)administration of financial and other resources, (iv) allocation of responsibilities and benefitswithin the community, (v) promoting development of local enterprises, (vi) determining policy,
and (vii) representation to higher levels of administration. It is important to create irstitutional
capacity to fulfill these functions without building an inflated bureaucracy. It is best to adopt
and strengthen traditional institutions and systems for wildlife management where they exist. 



Training and education are essential elements in a wildlife program. Beyond technical 
training though, wildlife officials must be sensitized to the sociological aspects and be trained 
to communicate and work with local communities. Local people must learn about the present and 
potential value of wildlife and natural habitats and be trained in the technical, financial, 
organizational, and management skills needed to secure these benefits for themselves and their 
communities. 

PART 3: CASE STUDIES 

This section examines 17 projects in 12 African countries. These are divided into two 
categories: (i) projects whose initial objective was' preserving particular endangered species or 
protected areas; and (ii) projects not centered on protected areas and which aim to develop
wildlife resources to improve the living standard of rural communities. The projects also 
represent a variety of ecological and institutional environments, in some cases within a single 
country. Each case study analyzes the objectives of the proj.ct, the extent to which these 
objectives are being met, and the sociological, political, economic, and institutional factors which 
contribute to its success or failure. Particular emphasis is placed on the types and effectiveness 
of active community involvement. 

PART 4: ECONOMIC ASSESSMENT OF WILDLIFE UTILIZATION AS A LAND USE 
OPTION IN THE SEMi-ARID RANGELAND OF SOUTHERN AFRICA 

The success of community-based wildlife management programs ultimately depends on the 
overall economic value of the wildlife asset and its comparative advantage in relation to 
alternative land uses. In Africa, this has been most seriously explored in the semi-arid 
rangelands, and particularly in southern Africa where commercial wildlife use is replacing
livestock husbandry over a significant area. An examination of trends and ecological and 
economic data from Zimbabwe shows that wildlife systems have significant advantages in this 
ecosystem, in both earning capacity and sustainability. This applies even in tle face of market 
distortions which obscure the true economic costs and benefits of wildlife vs. livestock 
production. The most important constraint, as demonstrated by the example of Zimbabwe, which 
has alleviated it, is the status of wildlife as state property or as a de facto open-access resource. 
Other important factors include: (i) failure to take account of environmental degradation and 
investment of "environmental capital;" (ii) direct and indirect subsidies to the livestock sector; 
(iii) quarantine and veterinary policies which constrain production, local sale and export of wild 
meat; (iv) consumer preference for domestic meat; and (v) lack of research, training, and 
infrastructure to support wildlife development. Correction of these distortions could greatly
increase wildlife use throughout the semi-arid rangelands of Africa. 
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African Farmers Are 'State Serfs'
 
By MILTOi'l ALLIMADI 

The Uruguay Round of trade
talks under the General Agreement 
on Tariffs and Trade has come to an 
impasse over the issue of agricultur-
a! trade. But even if a multilateral 
agreement on farmg issues even-tuae is achieved, farmers in many 
African countries still would be un-
able to 'ake full advantage of the 
increased export potential brought 
by a reduction in farm supports and 
the opening of markets abroad. 

Thats because at home they still 
face production disincentives creat-
ed by agricultural "marketing
boards." These government-con-
trolled boards, which administer the 
purchase and export of agricultural 
commodities, have cultivated the
highest form of indirect taxation 
probably anywhere in the world If 
African farm exports are to com-
pete on the world r, arket, this sys-
tem, which skim the cream off ex-
port earnings "o subsidize national 
governments, must be reformed, 

To African peasant farmers, who 
lack the organizational structures to 
move commodities to end markets 
abroad, the board is, 'or all practi-
cal purposes, their "world market." 
The boards are thie sole legal ptur.
chasers and expor:ers of most major
cash crops, such as coffee, cocoa, 
cotton and vegetable oils, grown in
Africa. 

At the beginning ot every crop 
season, each board announces the 
price at which it will purchase a 
commodity from the farmers it i,
invariably, several times less thai 
the price on the world market The 
purchases are made with local cur-
rency and the commodities are sold 
at much higher prices on the world
market for convertible currency.
The export earnings then are redis-
tributed by the state, effectively
subsidizing other government de-
partments 

For that reason, African farmers 
don't benefit, even when export de-
mand increases and the price goes 
up. In 1977, for example, at the 
height of an international "coffee 
boom," Ugandan farmers earned on-
ly 15% of the crop value, with 4% 

going to the millers while the bal-
ance was retained by the state. 

The prices may have changed
since then, but the percentage of
Iarmers' earnings from their crops

still are abysmally low compared 
with those of farmers elsewhere 
This system is akin to state serfdom, 
Some African producers have tried,
either through smuggling or aban: 
doning commodities production and 
switching to other food crops, to es-
cape the boards' strangleheld But it 
continues to hold back Jficient and 
rewarding agricultural production. 

The boards are an unfortunate 
legacy of Africa's colonial past Brit-
am, fearing loss of supplies of cru,
cial commodities during World War 
I1, first introduced the concept in
West Africa to ensure the stockpil-
ing of surplus and to prevent the 
local price of cocoa from collapse as 
a result of shrinking markets and 
shipping shortages.

The first board was empowered 
to purchase all cocoa sold in British 
West Africa. The system soon was 
adopted in other countries and the 
power of the boards grew to include 
wider administrative duties 

Today the boards, inherited by 
new governments, have tremendous 
clout in their respective countries,
their influence is as pervasive as 

that of telephone monopolies in the 
United States The difference is that 
they are state monopolies, so key
*,;",cials, including the chairman and 
directors, usually are presidential
appointees, 

Economists would wish away

these boards altogether, but in most 

African countries it would be politi-

cally unfeasible to abolish them For 
most governments, that would be 
tantamount to economic suicide,
Apart from foreign aid and loans,
the convertible currency they re-
ceive from these commodities ex-

ports are their main source of reve-

nue. 


A more realistic solution would 
be for the governments gradually to 
permit increased participation by
farmers in the operations of theboards, including decisions about re-
distributing export earnings One op-
tion would be to run the boards like 
corporations, with some traded
shares. A certain percentage of theshares would be reserved exclusive-
ly for farmers, 

A handful of countries have be. 
g handfo forts In be. 
gun belated reform eforts. In Bi. 
try the small southea crn ceul
try below Uganda. a comm,','tyboard still exists, but private 'ousi
riessmen now are allowed to pur
chase and export commodities and 
retain the export earnings Thusfarmers can circumvent tU,? com. 
modity board and perhaps negotiate
better prices for their crops. 

Another reform effort is being
undertaken in the Central African 

'Republic. wheresale of commoditiesthe purchase andis under thecontrol of a management board rep
resenting prodcers and consumers 
The overnment has no access t. the
commodities export earnings. t " 

Hopefully, more countries will 
follow these examples. The World 
Bank has recommended the privat.
ization of Africa's p.rastatals, or. 
state-run companies. including com
modities trading businesses. But so 
far, reform in this area of agricul. 
ture has not been made a condition 
for future development funding.

Privatizing commodities trading
in Africa would give farmers real 
incentives to produce according to 
market conditions and would allow 
them to recover more of the true 
value of their crops. The surplus 
revenue then would be redirected 

reeuectenwl be rirted 
more the private sec" 
tor. 

Within a short period - perhaps
10 years - farmers could translate 
surplus into reinvestment in agricul.ture and rural light industrial production That would set the founda. 
tion for wider-scale Industrial.. 
ization. 

By disinvesting the boards of 
their powers, government would in. 
crease the private sector's role in 
economic development. And freeing 
peasant farmers from the hold of 
the boards could offer them econom
ic empowerment, steer surplus to
ward productive investments and 
lead to true social transformation 
and sustainable growth Wouldn't it 
be ironic if agricultural markets 
were opened up in subsequent multilateral trade talks only to leave Af
rican farmers at the mercy of even 
more powerful marketing boards? ' 

er based in New York, writes on 
economic development issues. 



Some 80 million Africans, like

A this Swazi woman, have difficultiesblue print for Africa finding fuelwood. 

% 
- Nv 

. .. . . 4;r ' " , .. " '""X ," 

~-..';;... 

There is no easy or quick ub-Saharp.n Africa poses the During the next decade, I see 
solution to Africa's problems, greatest development chal- expansion of agricultural output as 
says forme;" World Bank lenge facing the planet the foundation of growth. But that 
President Robert S.McNomora. But today. The problems are will require the relationship 
solutions are possible, he says, if deep-seated and multifaceted. between agricultural stagnation, 
Africa's leaders and the To reister even amodest impro- explosive population growth, and 
international community play vement ii the quality of life, the degradation of Africa's resource 
their part in developing long- Sub-Saharan economies must raise base to receive far more emphasis

their rate of economic growth from than in the past.term policies and plans to less than I per cent per annum - the Although the majority of the 
increase agricultural production, level of the 1980s - to at least 4-5 people of Sub-Saharan Africa are 
conserve the environment and per cent a year. Allowing for popu- dependent on the land for their 
slow population growth, in an lation growth, this is equivalent to 1 living, the land's capacity to 
integrated strategy. or 2 per cent per capita. produce is ebbing away under the 
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T "century. 
The magnitude of this task comes 

into focus when one considers that 
4. * over the last 25 years agricultural 

ow . -,production in Africa rose by only 
about 2 per cent a year - below the 

. -average population growth rate of 
about 2.8 per ceot. Per capita food 
production has declined. And 

-.• . though food imports are increasipg 
and food aid has expanded, about 

"- '100 million Africans are malnour-

This failure of African agriculture 
S., . has also choked off the continent's 

Aw earning potential in the global econ
omy. Agricultural exports have dec
lined sharply - by more than 3 per 

. c~int a year - s:nce 1970. 
• 	 " As Africa's agriculture declines, 

her population is growing - expo-
S. 	 - .-,, nentially. Sub-Sah;,ran Africa's 

average total fertility rate (the aver
*'age number of children born to 

women in their childbearing years) 
has remained constant at extraordi-

S" narily high levels since 1965. At 
current fertility rates, the region's 

K' a population - now approximately 
A.Ar. , F ] 500 million -would reach 1.6 billion 

by 2020. No region of the world has 
. _" : ""ever managed to develop satisfac

'• '..''-• torily with this rate of population:*""". .... growth. 
.., .' " Yet, many Africans remain to be 

." persuaded of the imperative of 
. -" - smaller families. They see land as 

abundant and labour as scarce. It is 
an increasingly false perception. 

As Sub-Saharan Africa's popu-
Desertification threatens the Sahel: periods of food shortage into lation has grown, the amount of 
village homestead, Kordofan famines. arable land available per person has 
province, Sudan. This vicious cycle spins in differ- declined. In some countries, the 

ent ways and at different speeds in pressure of population on arable 
pressure of rapidly growing different places. The nature of agricultural land and other natural 
numbers of people who do not have environmental degradation, for resources is already intense - for 
the wherewithal to put back into the example, varies from country to example, in much of the Sahel, 
land what they are forced to take country. Some countries, such as Burundi, western Cameroon, 
from it. Trees are being cut down 30 those in the Sahel, Namibia and Kenya and Rwanda. Other coun
times as fast is they are being Botswana, face serious desertifica- tries will soon face similar situ
replaced; sor.... million Africans tion. Others in coastal West Africa ations. In Nigeria, for example, at 
have serious w, -,d),. fuel- are witnessing rapid destruction of the present rate of population 
wood and, in cou.,,:s 1-.0- their tropical forests. Some coun- growth, arable land per capita will 
pia, topsoil losses of as muc,, is290 tries - like Madagascar, Lesotho decline to 0.19 hectares from the 
tons per hectare have been reported. and Mauritius - have already put current level of 0.3 hectares by the 

As the land's vegetative cover - national environmental pro- year 2000. 
trees, shrubs, grasses - shrinks, its grammes in place. The demographic choice facing
already fragile soils lose the capa- Despite these variations, the Africa can no longer be deferred. 
city to nourish crops and retain basic linkages between agricultural Africa has to decide whether to fill 
moisture. Consequently, agricul- stagnation, population growth and its land quickly with many ill-fed, 
tural yields fall and the land environmental degrad3tion are unhealthy, uneducated, unem
becomes steadily more vulnerable common for the region. And this ployed people; or to space its chil
to the naturally variable rainfall, nexus poses a critical threat to dren so that they and the society as 
turning dry spells into droughts and Africa's development in the 21st a whole have a better chance of a 
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much better life.
 
The choice has to be made now - , .
 

because exceptionally high papu-
 e~ 
lation growth is already compromis- ,_ "4N'-

ing econom ic growth and family ," . .- - 1 ' ' *' .±.. 
welfare - .. ' ,' and is jeopardizing Afri- .. .,, ,V _ 

ca's future development. No other, - -.
 

.
continent's destiny has been so k-:.',;"' -"
 

shaped by population growth as has : 4'
 

Africa's in the late 20th century. . ' ' o , :
 
The demographic consequences 

of procrastination and delay are --.. - , . 4 

inexorable. For example, if Nigeria 4. 
were to act so as to achieve replace- 'o--Z'-.. ,-- -,-. 
m' nt level fertility by the year 2010 
(instead of the year 2035. as is ,'0"presently projected) its population . ,.:..mf .,:
would level off at about 324 million 

instead of 509 million. 

People and trees, Rwanda .'. ... 

- - 7( ; -" - -"- '"'A% 

A'-"
"
 

K uK, .,"~ .-., 1 

1975 , v 1980 .,-. -,..... 

f )
summary, are my suggested targets Terracing work, as here in Kenva, 

,,-r..l:,A heseand can help stop soil erosion.action programmes for each of 

I 
Im ' these areas. 

i~J transform supply marketing,'; i , '-/ kTo Africa's agricul- the of inputs,

WJ W [LL 4 ture, expand its productive capacity processing, and exporting largely to
 

-:1/->- - and achieve food security, food individual entrepreneurs and
 

Si production will have to grow at reduce administrative controls; to,2.. o '.f ./ about 4 per cent a year - above the promote credit at realistic interest 

current 3.1 per cent population rates through homegrown financial 

0> growth rate. Beyond that, to raise institutions such as co-operatives
incomes and meet Africa's import and credit unions (as already exist, 

_1 t I'" the of for in Cameroon andJj needs, production export example,crops must grow by no less than 4 Rwanda); to gradually reform 
In 1970, population was 2.7 million per cent a year. Thus Africa must systems of land tenure to increase 
andforest area251,300 ha. By 1985, set its overall target for long-term security of ownership and stimulate 
population was 6.3 million and tree agricultural growth no lower than 4 investment in land improvements;
[cover had shrunk to 162,300 ha. per cent a year - twice the rate and to upgrade rural roads using 

achieved in the 1980s. small local contractors and local 
This potentially catastrophic situ- This is an ambitious, but not community contributions. 

ation can be reversed only by a impossible target. There is much evidence that the
 
combination of a reduction in popu- To achieve it all African coun- African farmer, like farmers every
lation growth, improved agricul- tries will need to allow prices to where, will respond to such incen
tural performance and better envir- move flexibly in response to chang- tives. In recent years, increased
 
onmental management. Here, in ing market conditions; to turn over production of maize in Zimbabwe, 
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coffee in Guinea, cotton in Benin -- ' ' 
and Tanzania, cocoa in Ghana, and -
groundnuts in the Gambia can be 
attributed in large part to policy
and, especiall), price reform. 

Slowing population growth is the 
second imperative. The positive
impact of modernizing African agi
culture is likely to be nullified if 
population growth continues to be 
high. A minimum target would be 
for Africa to realize the rates of 
fertility decline (a 50 per cent 
reduction in three decades) 21ready 
achieved by other developing coun
tries. Even under this scenario, the 
Sub-Saharan population would be 
over 1.2 billion by 2020 and wQpld 
not level off belov, 3 billion. More
over, the target is highty ambitious 
in the African context - requiringa
nearly 50 per cent reduction in the " 
total fertility rate by 2025. How can
 
this be achieved? munity. The record in Asia and This Madagascan farmer had
 

Most African governments now Latin America clearly shows it can plenty of land, tut now it is frag
officially endorse child spacing and be done. 
 mented between his nine children. 
family planning. But there is an To meet these fertility targets,

urgent need to match expressions of family planning aid would need to cost of continued environmental
 
general commitment with specific be increased to about $650 million a degradation at between $180-300

technical, financial and political year by tile turn of the century. As million a year. The cumulative loss
 
support. There is strong evidence for the costs to individual countries, to Nigeria of continued water con
that when family planning services- based on recent e-perience in Zim- tamination, deforestation and soil
 
which today are woefully weak - babwe and Botswana, annual allo- erosion is much higher, some say as
 
are made widely available, and cations of no more than 0.6 to 0.8 high as $5billion per year. I suggest

especially when they are backed by 
 per cent of GNP would allow coun- that external environmental assist
mass media campaigns and com- tries to put in place substantial ance to Africa be doubled at once.
munity-based educatior, contracep- family planning programmes. Not Are Africa's problems intrac
tive use rises, only are these costs modest. they table? They certainly have not been
 

Zimbabwe, for example has been would be more Vian offset by the handled successfully by myself and

developing family planning services savings in education and health others - in the past 30 years. But
since its Independence. As a result, budgets and food imports that surely we will not accept that they

the contraceptive prevalence rate lower fertility would bring. cannot be solved in the future? The

has risen from 5 per cent in the late Reducing the population growth action required must start within
 
1960s to an estimated 43 per cent in rate and increasing the productivity Africa. In that respect, in the past

1988. The total fertility rate has and sustainability of agriculture will five years or so, there has been one

dropped from over 7 to 5.3 over the be the two most effective means of great sea change for the better:
 
past 10 years. helping to protect Africa's environ- African governments and institu-


Such a 'success story' in fertility ment. But a specific and extensive tions are coming to the realization
reduction stands in stark contrast to affirmative environmental pro- that the primary responsibility for 
most African countries where, on gramme will also be required. This Africa'sfuturerestsinitsownhands. 
average, only an estimated I1 per must combine productivity and pro- But I would add that Africa also 
cent of couples use contraceptive tection and help African farmers to needs sustained and increased 
methods (whether modern or tradi- make the right decisions in their external support - including debt
tional) - compared with over 80 per own self-interest, relief mechanisms - if it is to 
cent in China and 40 per cent in Each country will need an envir- overcome its development crisis. E 
India. onmental action plan - backed with 

To reach the fertility rate target sufficient staff, institutional and The full text of a speech by Robert 
by the year 2025, nearly half of financial resources, and political McNamara to the African 
African couples would need to be support. Leadership Forum in Lagos last
using effective contraception. Donors currently provide about June, in which he gives a more 
Achieving this target will require an $509 million a year to Africa for extended account of the views 
intensive effort by African coun- environmental activities. This is expressed here, is available from
tries and greater, more enlightened, totally inadequate. In Madagascar the World Bank, 1818 H Street 
support from the international com- alone, the World Bank has put the NW, Washington DC 20433. 
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Overseas Development Council 
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U.S.-Third World Policy Perspectives Books 
After the Wars
 
Reconstruction in Afghanistan, Indochina, Central America,
 
Southern Africa, and the Horn of Africa $15.95
 
by Anthony Lake and contributors 

"a stimulating and provocafve book. Itrightly challenges us to re-examine our 
interpretation of vital interests and to recognize our responsibility to help affected 
Third World nations rebuild in the aftermath of the Cold War. We have both a 
moral obligation and a self-interest in doing this." 

-Cyrus R. Vance 

Economic Reform in Three Giants 
U.S. Foreign Policy and tie USSR, China, and India $15.95 
by Richard E. Feinberg, John Echeverri-Gent, Friedemann Miller,and contributors
 
'fascinating radingfor an -on, interested inthe "a very timely assessment of the socialist
 

historic developments tinder wav in these economic reforms of our time"
 
countries and their impact on the global -John Hard[
 
econony CongressionalResearch Service
 

-Robert
1). lorzniats 
G(olfnan. Sach & CC'UI1)y 'at once innovative, comprehensive, and wise" 

-Harry Harding 
The Brookings Institution 

Environment and the Poor 
Development Strategies fosr a Common Agenda $15.95 
by H. Jeffrey Leonard and contributors 
"offers useful steps for policyinakers concerned "clearly demonstrates the urgency of solving the 
with the critical challenges of integrating problems of poverty if we are to stop present 
environment and development concerns" abuses of the natural world and begin to achieve 

--Jessica Tuchnian Mathews sustainable development"
lbrtI -Jim MacNeillRe.unes In.ntjiute 

Institute on Public Policyfor Research 

Pulling Together 
The International Monetary Fund in a Multip~lar World $15.95 
by Catherine Gi'in, Richard E. Feinberg, and contributory 
"a thoughtful and thorough assessment" "a vivid srnpshot of the world's economic 

--l~awrcncc A. Brainard challenges' 
lianker.'ComnpanY LeachTruit -Jim 

US. House of Representatives 

Fragile Conditions 
The Politics of Economic Adjustment $15.95 
by Joan M. Nelson and contributors 

"focuses on one of the frontier topics in the political economy of 
development: The politics of economic reform" 

-Roben H. Bates 
ltenry It Lure Prfe'ssor.Duke University 

Books in the U.S,-Third World Policy Perspectives series are published by Transaction Publishers
 
in cooperation with the Overseas Development Council
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TestiIHonyV of Teresita C. Schaffer 
Deputy Assistant Secretary of Etate Bureau of Near Eastern and 
South A-qian Affairs 
before the Subconwittee on Asia and Pacific Affairs 
louse F'oreign Affairs Collunitte 

1991March 7, 

Mr. Chairman, Members of the Subcommittee:
 

I appreciate this opportunity to appear before you today,
 

joined by my colleagues from the Defense Department and the
 

Agency for International Development, to discuss the current
 

situation in South Asia and our aid policies and programs for
 

the region.
 

Since Ambassador Kelly testified on November 2, democratic
 

institutions have displayed encouraging vitality. Bangladesh
 

held elections February 27 and elections are scheduled for May
 

12 in Nepal. The new government in Pakistan, elected in late
 

October, has established itself following elections which we
 

believe to have been on balance free and fair despite some
 

irregularities. The orderly change in the Indian government
 

last November in spite of serious social and communal
 

disturbances demonstrated the dynamics of democratic government
 

in the world's most populous democracy. We are confident India
 

will find a solution to the crisis sparked yesterday by Prime
 

Minister Chandra Shekhar's resignation in accordance with the
 

same democratic principles.
 

There have been some signs of improvement in regional
 

stability as well, notably in Indo-Pakistan relations.
 

However, other trends remain problematic. The problems of
 

Afghanistan, Kashmir, and Sri Lanka continue to tester. We
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continue to 
be concerned about nuclear weapons competition in a
 

region as volatile as this.
 

All countries in the region support the twelve UNSC
 

resolutions which formed the basis of rur 
actions in the Gulf,
 

though the shock of the outbreak of hostilities generated a
 

spasm of anti--American demonstrations in several countries.
 

The basic United States policy goals for South Asia are:
 

to continue to support and promote security in the region
 

through decreasing tensions between states;
 

to discourage a race toward acquisition of weapons of mass
 

destruction;
 

to promote and strengthen democratic institutions through
 

economic development, encouraging privatization, and
 

assisting with the building of democratic structures; and
 

to seek support for a successful winding up of the issues
 

raised by Gulf War.
 

U.S. economic and security assistance is a key tool in
 

supporting these goals. My colleagues and I will be ceviewing
 

how this is being accomplished.
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First, however, I need to discuss the impact of the Gulf
 

War at greater length. It is an event- external to the region,
 

but nevertheless has an immediate impact-.that overshadows
 

longer term trends. South Asian nations opposed Iraq's brutal
 

occupation of Kuwait. They all honored the UN economic
 

sanctions against Iraq, at some expense to their own
 

economies. Pakistan, Bangladesh, and Afghan Resistance
 

organizations sent troops to help defend Saudi Arabia. The
 

war's economic impact on South Asia has not been as heavy as
 

was feared last Fall, largely because oil prices have returned
 

to traditional levels and supplies are plentiful. Almost all
 

countries in the subcontinent, however, have suffered because
 

of a serious decline in remittances, as well as a drop in trade
 

with the Gulf region. This has been accompanied by a great
 

deal of personal hzardship and dislocation for South Asian
 

expatriat- workers.
 

In Pakistan, there were demonstrations against U.S. Gulf
 

policy and in favor of Saddam Hussein. These disturbances were
 

also rooted in other resentments, particularly the suspension
 

of U.S. aid in October because of the nuclear issue, and
 

attempts by political parties to manipulate popular passions
 

for short term gains. However, Prime Minister Sharif's
 

government continued to support implementation of all the UNSC
 

resolutions related to -the Gulf crisis, including total and
 

unconditional Iraqi withdrawal from Kuwait. In addition,
 

Pakistan contributed 11,000 troops, which are stationed in
 

Saudi Arabia. This support has prevailed despite strongly
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negative reactions from the Pakistan Peoples' Party opposition
 

and certain Islamic parties, and the different views
 

articulated in December AnX nua.ry.by-.te.-m ary
 

leadership. We estimate that Pakistan's economy could lose up
 

to $1 billion as a result of the crisis.
 

The Afghan regime told the UN Secretary General in late
 

December that it 
was complying with sanctions. Privately, it
 

appeared to fdvor Iraq, with prominent media coverage of
 

anti-coalition demonstrations in Kabul. 
 Afghan Pesistance
 

parties split between Hekmatyar, Sayyaf, and Rabbani, who
 

conderned coalition efforts, and Mojaddedi, Khalis, Mohammedi,
 

and Gailani, who supported the defense of Saudi Arabia and
 

liberation of Kuwait. 
 Most mujahidin commanders and refugees,
 

while sympathetic to the suffering of the Iraqi civilian
 

population, were opposed to 
Iraq's takeover of Kuwait, and
 

supported the expulsion of Saddam's forces. 
 The Gulf crisis
 

has had no significant impact on the Afghan economy. 
Despite
 

initial concerns about sharp cut-backs in funding, private
 

Saudi and Kuwaiti assistance organizations have continued to
 

serve Afghan refugees throughout the crisis.
 

We have welcomed India's continued support for the UN
 

resolutions. We also appreciated India's willingness to 
refuel
 

our 
supply planes en route to the Gulf, even though we decided
 

to make alternative arrangements when domestic criticism of the
 

government over 
the flights became intense. However, India
 

also joined NAM efforts at the UN and elsewhere to promote an
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early ceasefire, without the explicit linkage to concrete Iraqi
 

moves to withdraw from Kuwait which we consider essential.
 

Many anti-war and anti-U.S. demonstrations haye taken ple.ce in
 

India; in Calcutta they threatened the security of our
 

Consulate. The Gulf crisis has seriously worsened India's
 

already weak balance of payments situation.
 

The interim government in Bangladesh supports the UNSC
 

resolutions on Iraqi withdrawal from Kuwait and continues the
 

deployment of 2,300 troops to defend Saudi Arabia. Popular
 

sentiment expressed in generally peaceful demonstrations and in
 

the press, ranges from anti-Iraq to pro-Iraq. Bangladesh has
 

been particularly hard hit by the gulf war. Taking into
 

consideration its increased oil bill and the loss in
 

remittances and trade, the overall decline of its GNP is 2.5%.
 

Nepal has complied fully with economic sanctions and
 

supports the 12 UNSC resolutions. It had few citizens in the
 

Gulf and minimal trade relations with Iraq and Kuwait so the
 

overall economic impact cf the crisis is not great. However,
 

the crisis has caused a 50% reduction in the important tourist
 

industry, reducing Nepal's annual foreign exchange receipts by
 

around 3%. Higher fuel and transportation costs caused by the
 

crisis are affect garment sales already hurt by the U.S.
 

recession
 

Earlier this month, the Government of Sri Lanka reaffirmed
 

its support of all UNSC resolutions on the Gulf. Citing UNSCR
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678, it restored refuelling privileges for coalition ships and
 

aircraft which it had briefly suspended. The costs of the Gulf
 

crisis to Sri -Lanka,.originall:y.est-imated by the Asian
 

Development bank at 5% of GDP, will probably be much less than
 

anticipated given rerluced oil prices and the brevity of the
 

fighting.
 

Strengthening support in the region for the UN Security
 

Council resolutions will be one of our key policy goals as we
 

move forward. Stability and peace in South Asia take on added
 

importance as we contemplate the establishment of a more
 

durable regional security system.
 

Mr Chairman, before I discuss each of the South Asian
 

countries in turn, relating our aid request to our overall
 

policy goals, I would like to address a management issue you
 

have raised. The Department transmitted on June 25, 1990, its
 

report on the reorganization of the regional and functional
 

bureaus, as required by Section 127 of the 1990 - 1991 Foreign
 

Relations Authorization Act. The report was transmitted to the
 

Chairman of the House Foreign Affairs and Senate Foreign
 

Relations Committees. It included a section on the Bureau of
 

Near Eastern and South Asian Affairs specifically addressing
 

the issue of whether to establish a separate South Asia
 

Bureau. The conclusion of the study was that there were strong
 

substantive and management arguments against dividing the
 

present Bureau of Near Eastern and South Asian Affairs.
 

Accordingly, we plan to retain our current organizational
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structure. Our experience since Iraq's invasion of Kuwait last
 

a separate South Asia
August confirms our view that setting up 


Bureau would not be advisable. Our internal organization has
 

withstood the extraordinary stresses of this period, and we are
 

satisfied that the present structure provides for both good
 

staff support and strong attention from the leadership of the
 

Department to the problems of South Asia.
 

AFGHANISTAN
 

To support war-affected Afghans who have remained in their
 

country and to create conditions which will draw Afghans home,
 

we are continuing our cross-border program at a level of $60
 

million. An additional $4.8 million will go for food
 

assistance to needy civilians.
 

support for UN efforts to encourage a
In addition to our 


political solution, the U.S. and Soviet Union have continued
 

discussions on ending the Afghan conflict which would include a
 

cut off of U.S. and Soviet arms support. We are in general
 

a
agreement in a number of areas, including the need for 


transition process that would guarantee free and fair
 

elections. We have not been able to agree on how best to
 

disengage our respective support and to achieve a ceasefirs.
 

We anticipate renewing senior level discussions with.the
 

Both we and the Soviets
Soviets but have not set a date. 


recognize that it is the Afghans themselves who will have to
 

determine their own future.
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In Afghanistan, there was considerable fighting over the
 

past year,-but little significant ehange£in ;Contro.l of
 

territory. The Najib regime continues to seek increased
 

international recognition, but has not broadened its internal
 

support. Within the Resistance, the Afghan Interim Government
 

has degenerated into ineffectiveness and disarray as party
 

leaders have continued their rivalries. Divisions have
 

deepened over the Gulf War. The National Commanders' Shura has
 

gained support from a broad range of Afghans and is focussing
 

on coordinating military activities. The increased cooperation
 

among commanders could extend into administrative and political
 

areas in the future and is an encouraging development.
 

PAKISTAN
 

For Pakistan in Fiscal Year 1992, the Administration is
 

requesting $100 million in Economic Support Funding, $25
 

million in Development Assistance, $ 113.5 million in Foreign
 

Military Financing, and $.9 million for International Military
 

Education and Training. We also expect to continue providing
 

about $7 million in counter-narcotics assistance.
 

As you know, Mr. Chairman, new aid to Pakistan as well as
 

U.S. Government military deliveries have been suspended-.since
 

October 1 because the President !as not certified, as required
 

by law, that Pakistan does not possess a nuclear explosive
 

device and that continuation of our assistance and military
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supply programs will significantly reduce the risk of its doing
 

so. We have allocated aid for Pakistan this fiscal year in the
 

hope that developments on the nuclear issue will lead to a
 

Presidential certification, permitting resumption of aid. If
 

this does not occur, the funds would become available for
 

reprogramming to other recipients.
 

As a result of overall constraints on the foreign
 

assistance budget, and the necessity to address pressing needs
 

elsewhere, the FY 91 allocation was significantly reduced from
 

the earlier Administration request. For FY 91, a total aid
 

package of $237.8 million was allocated, including $91.9
 

million in foreign military financing (in the form of both
 

grants and concessional credits), $.9 million in International
 

Military Education and Training, $100 million in Economic
 

Support Funding, $25 million in Development Assistance and $20
 

million in PL 480 Title I. In addition, we are providing $ 7.5
 

million in counter-narcotics assistance, aid that is not
 

limited by Pressler.
 

Pakistan remains a valued friend, with shared interests in
 

a just political settlement in Afghanistan, maintaining peace
 

and stability in the region, combatting the spread of illicit
 

narcotics, strengthening democratic institutions, and fostering
 

economic growth. The U.S. is encouraged by the Sharif
 

Government's steadfastness regarding the Gulf and its efforts
 

to liberalize the economy, and will continue to work to restore
 

the relationship to a more balanced footing. Within the
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constraints of our nonproliferation objectives, we would 
like
 

to be able to continue our material support for Pakistan's
 

economic development and security.
 

The October 1990 national elections represent another step
 

toward the institutionalization of democracy in Pakistan.
 

Despite indications of possible fraud in 
a small number of
 

National Assembly constituencies, on balance, the elections
 

were free and fair, producing a result that we believe reflects
 

the will of the electorate. Although the elections were held
 

in a more polarized political atmosphere than the 1988
 

elections, and there have been a number of unsubstantiated
 

charges of vote-rigging and fraud, given the paucity of hard
 

evidence to support these allegations and the magnitude of the
 

victory oy Prime Minister Sharif's coalition, any
 

irregularities would not have been significant enough to 
affect
 

the overall outcome of the vote.
 

The Administration's commitment to 
nonproliferation remains
 

strong. The issues posed by Pakistan's nuclear program are
 

being carefully monitored by our government and are under
 

discussion witi' the Government of Pakistan. 
 We are confident
 

that the GOP fully understands the requirements that we face
 

under U.S. law. In addition to our bilateral discussions of
 

the nuclear issue with the Pakistanis, we remain concerned
 

about the broader problem of nuclear competition in South
 

Asia. The Administration continues to encourage regional
 

efforts to prevent the proliferation of nuclear weapons.
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Pakistan and India have taken some initial steps to address
 

this problem, including.the January exchange of instruments of
 

ratification for their agreement not to strike at each other's
 

nuclear facilities. We hope that they will be able to identify
 

further steps they can take -- either bilaterally or with
 

outside support -- to reduce the risk posed by these nuclear
 

programs in a volatile region. We are ready to do what we can
 

to help.
 

Indo-Pakistani relations have continued to make progress
 

since I last appeared before you. The level of tension between
 

New Delhi and Islamabad over Kashmir is perceptibly lower than
 

it was last Spring. At upcoming talks, the two Foreign
 

Secretaries may sign agreements on military confidence building
 

measures which could contribute positive momentum to the
 

relationship while reducing risk of stumbling into conflict.
 

We continue to urge both India and Pakistan to find ways of
 

broadening their understanding in this crucial area.
 

INDIA 

The Administration is requesting $99.9 million in aid to
 

India for FY-1992: $22 million in Development Assistance,
 

$77.6 million for PL 480. $15 million in housing guarantees,
 

and $.345 million for International Military.Education and
 

Training. The PL 480 program, the largest Title II program in
 

the world, integrates food supplements with maternal and child
 

health programs administered by voluntary agencies.
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Development Assistance focuses on increasing participation of
 

the private sector in the Indian-economy.
 

Prime Minister Chandra Shekhar's surprise resignation
 

yesterday throws the Indian political scene into disarray. The
 

President accepted the resignation, and has asked Chandra
 

Shekhar to stay on as caretaker. The President must now
 

decide, however, whether to ask Rajiv Gandhi, as leader of the
 

largest bloc in Parliament, to form a new government, which
 

would require him to find an additional fifty supporters. If
 

the President does not ask Gandhi, or Gandhi declines, new
 

elections must be held after 35 days and within six months.
 

Tne government faces a pressing balance of payments problem
 

exacerbated by the Gulf conflict. To deal with this, India
 

departed from past practice and obtained $1.8 billion in
 

assistance from the IMF. This may not be sufficient to bridge
 

the balance of payments gap for the coming year.
 

The Shekhar government tried to resolve the conflicts in
 

Punjab and Kashmir through dialogue. The Prime Minister
 

consulted widely on the Kashmir problem and declared
 

willingness to meet with anyone to discuss resolution of this
 

conflict. Militant groups rejected his offer, and the violence
 

continued. The daily rituals of militant attacks and security
 

force counterattacks have claimed almost 200 lives in Kashmir
 

this year. Our view on the violence in Kashmir continues to be
 

that there must be a resolution through political dialogue. In
 

/ 
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Punjab, Chandra Shekhar replaced the governor and police chief
 

soon after taking office. More importantly, he met in late
 

December with Akali Dal leader S.S. Mann to lay the groundwork
 

for future substantive meetings. The number of violent
 

incidents declined somewhat in December and remained fairly
 

constant in January and February. Even so, in Punjab more than
 

675 people have already died this year in terrorist-related
 

activities.
 

India's domestic economic activity remains hampered by 

excessive central control and government interference. India's 

investment regime effectively discourages U.S. businessmen from 

committing capital there. Even though the U.S. was the leading 

foreign inestor in India last year, the amount was tiny -- $19 

million from a total of $76 million. In Uruguay Round 

negotiations, India supported us on agricultural policy, but 

impoztant differences remain on other fundamental issues such 

as intellectual property rights, market access, and 

trade-related investment matters. 

India's membership on the Security Council will give it an
 

opportunity -- and a responsibility -- to help shape some of
 

the major features of the world political landscape. The U.S.
 

and India consult closely on issues likely to come before the
 

Council, and share ,he hope that the UN wili be able to play a
 

constructive role in reducing the risk of instability and
 

conflict in the world. We don't always see eye-to-eye, but I
 

believe the enhanced dialogue inc.ieases mutual understanding
 

and thus strengthens bilateral ties in the long run.
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BANGLADESH
 

For Bangladesh in Fiscal Year 1992, the Administration is
 

requesting $62 million in Development Assistance. $74.5
 

million in P.L. 480 food and commodity assistance and $350
 

thousand in International Military Education and Training
 

Funds. This assistance will improve the lives of the
 

Bangladeshi people, strengthen the partnership between business
 

and development and promote and consolidate democracy.
 

During the past six months, while the world's attention has
 

been focused on the Gulf, there has been a peaceful democratic
 

evolution in Bangladesh that compares favorably with last
 

year's democratic change in Eastern Europe. On February 27 the
 

people of Bangladesh went to the polls to elect 297 members of
 

Parliament from a field of over 2700 candidates representing
 

over 60 political parties. The elections have been viewed by
 

international observers, the press, the students, and the
 

diplomatic community as the most free, fair and non-violent in
 

the twenty year history of Bangladesh. We commend the interim
 

government of Bangladesh, the political parties, the students,
 

the security forces and the voters who worked together in the
 

spirit of compromise and cooperation to build democracy in
 

Bangladesh.
 

We consider this election to be only the beginning of
 

Bangladesh's progress toward stronger democratic institutions.
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The next months will present the unique challenges of forming a
 

parliament and. then holding presidential.-elections or -changing
 

the Constitution to allow for'a-parliamentary democracy as
 

preferred by some parties. We look forward to working with the
 

new Government.
 

The U.S.has actively promoted democracy in Bangladesh for
 

many years. USAID-funded programs have contributed to the
 

process through voter education programs and training of poll
 

watchers and indigenous election observers. The National
 

Democratic Institute for International Affairs has sent several
 

missions to Bangladesh, including a four-person team for the
 

parliamentary elections, that worked with local election
 

observers and party members to develop election monitoring
 

skills. We consider the recent election to be a solid
 

foundation for U.S. cooperation with Bangladeshi efforts to
 

strengthen its evolving democratic institutions.
 

The U.S. continues to be interested in the economic
 

development of Bangladesh. We have contributed over $3 billion
 

to the country's development since its independence in 1971.
 

Bangladesh continues to enjoy one of our largest Development
 

Assistance and P.L. 480 food and commodity assistance programs
 

totalling over $130 million annually. These programs emphasize
 

helping Bangladesh to meet basic human needs particularly in
 

the areas of health and population, agriculture development and
 

employment generation.
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The Administration and Congress have been concerned about
 

the debt of the poorest countries. In this context Congress
 

passed Section 572 of the 1989 Foreign Operations Appropriation
 

Act which relieves the burden on the neediest debtors who 
are
 

making appropriate economic reforms. Mr. Chairman, you and
 

other colleagues have expressed interest in seeing this
 

provision benefit Bangladesh. Because of Bangladesh's
 

commitment to continue economic reforms and its efforts toward
 

strengthening democratic pluralism, the Administration has
 

announced relief for Bangladesh's outstanding Development
 

Assistance debt of $292 million during this fiscal year. This
 

debt is for Development Assistance provided prior to 1983.
 

Since 1983 all Development Assistance aid to Bangladesh has
 

been in grart form. We believe that debt relief can make a
 

significant contribution toward the country's economic and
 

political development.
 

We are satisfied with the Government of Bangladesh's efforts
 

to continue economic reform. Last year's sharply falling
 

foreign reserves have stabilized and Bangladesh is apparently
 

sticking to its IMF Enhanced Structural Adjustment Program
 

negotiated in August of 1990, in spite of the impact of higher
 

oil prices lest Fall and lost remittances from workers in
 

Kuwait and Iraq.
 

NEriAL
 

For Fiscal Year 1992, the Administration is requesting $15
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million in Development Assistance, $500 thousand in Foreign
 

Military Financing, and $18.5.. thousand in International Military
 

Education and Training .funds.for Nepal. We will- continue to
 

stress liberalizing markets with a strong sectoral emphasis on
 

agriculture/forestry and health/population, working closely
 

with the World Bank and the Asian Development Bank in
 

restructuring agricultural policy.
 

Nepal continues its transition to democracy. On November 9,
 

King Birendra promulgated a new Constitution which establishes
 

constitutional monarchy and multi-party parliamentary
 

democracy, guarantees basic human rights, and provides the
 

framework for democratic institutions. Nepal's first
 

multi-party elections in 30 years are scheduled for May 12.
 

The mechanisms planned and implemented by the Natioral
 

Election Commission (NEC) were designed to ensure a free and
 

fair election. The NEC registered 10.7 million voters and
 

evaluated applications from 47 groups seeking recognition as
 

political parties. To qualify, groups had to adhere to
 

democratic norms, hold internal elections, and be "national" in
 

character (i.e., not based on ethnic, regional, tribal,
 

religious, or caste identities). The Delineation Commission
 

drew the lines for 205 constituencies, which have an average of
 

35,000 voters each.
 

The United States has encouraged and supported Nepal's
 

democratic transition from the beginning. Through the Asia
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Democracy Program, we provided more than $800,000 in FY 90 to
 

support constitutional reform and the development of
 

pluralistic democratic institutions. An additional.$130,000
 

has been made available from FY 91 funds. Some of these funds
 

are being used to firance ongoing voter and citizen education
 

projects, and some have been allocated to such activities as
 

parliament strengthening, election observer training,
 

assistance to the election commission and to non-partisan human
 

rights organizations, and training assistance for a number of
 

emerging political leaders.
 

The Embassy has been in contact with the National Endowment
 

for Democracy (NED) and the two U.S. party institutes, NDI and
 

NRI, since April 1990 to use their expertise and resources in
 

support of Nepal's democratic process. We plan to field a
 

10-member NDI/NRI observer team coordinated by International
 

Foundation for Electoral Systems, and we will continue to offer
 

our experience of democratic systems in whatever way the
 

Nepalese find useful.
 

SRI LANKA
 

For Sri Lanka in fiscal year 1992, the Administration is
 

requesting $19.3 million in Development Assistance, $21.6
 

million in P.L. 480, and $200,000 in International Military
 

Education and Training funds.
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Sri Lanka embodies one of South Asia's starkest paradoxes.
 

On the one hand, it takes. pride in a strong, -democratic
 

tradition- and dynamic economic policies which brouqht a five
 

percent annual growth rate for 1990. At the same time, Sri
 

Lanka has suffered two brutal insurgencies. Although the JVP,
 

which has a brutal record, was crushed by early 1990, the
 

Liberation Tigers of Tamil Eelam continue to wage a bloody
 

separatist war against the Government. Deputy Defense Minister
 

Ranjain Wijeratne, who was assassinated on March 3, was the
 

latest victim of Sri Lanka's tragic cycle of violence. We have
 

consistently urged dialogue, not bloodshed, as the means to
 

resolve Sri Lanka's ethnic differences. While the ceasefire in
 

early January did not last, we are encouraged that the
 

Government left the door open to future talks.
 

We are also troubled by the human rights abuses committed by
 

all parties to the conflict, including government forces. The
 

Government's establishment of a human rights task force was a
 

welcome development. We commend its efforts to maintain
 

communal harmon, and to promote military discipline while
 

fighting a vi,)lent insurgency. Plainly, a democratically

elected government has the right to protect itself from those
 

who would overthrow it by force. Yet those charged with
 

enforcing the law -- including the Sri Lankan military and
 

police -- have a special obligation to obey it. On human
 

rights matters, the Government of Sri Lanka's primary
 

responsibility is to vigorously investigate all extrajudicial
 

killings and disappearances credibly linked to security forces
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and bring those responsible to justice. Beyond that, there
 

must be greater effort to investigate officials linked to
 

serious abuses. Discipline in the security forces must be
 

strengthened. We have underscored this point on many
 

occasions, including at the donor Consultative Group meeting in
 

Paris on October 25. Other delegations, including the European
 

Community, expressed similar concerns in their statements.
 

I would like to conclude, Mr. Chairman, by noting again our
 

encouragement by the improved climate for democratic
 

institutions in several South Asian nations. U.S. assistance
 

programs, supported by the Congress, have made a real
 

contribution to this development. But working for greater
 

democratic government and widened opportunities for free
 

enterprise in South Asia, as anywhere else, is a means to an
 

end: an improved life for the people of the region. We will
 

continue our diplomatic efforts in South Asia on behalf of
 

non-proliferation, increased security, and improved human
 

rights. We also must continue our programs to help build the
 

political, economic, and social foundations required for South
 

Asian nations to adequately address themselves the tremendous
 

problems they face.
 



Opening ;,tatement of Rep. Stephen J. Solarz 

Chairman, Subcommittee on Asian and Pacific Affairs 

On Foreign Assistance Legislation forFs..al Years192-93 

Wednesday, March 6, 1991 

This is the first in a series of hearings that the Subcommittee on Asian and Pacific Affairs 

will hold on the Administration's proposals for Foreign Assistance for Fiscal Year 1992. 

In today's session, Administration representatives will present the entire aid proposal for 

East Asia and the Pacific. In tomorrow's session, Administration witnesses will present the 

proposal for South Asia. And in subsequent sessions, the Subcommittee will consider aid 

proposals and policy issues surrounding Cambodia and Philippines, two countries of particular 

importance to U.S. policy in the region. 

On March 12, Administration and non-governmental witnesses will testify on developments 

affecting Cambodia, including the issue of aid to the non-communist resistance and to others 

within Cambodia, as well as the prospects for success in efforts to negotiate an internationally 

recognized political settlement. On Thursday, March 14, Administration witnesses will testify 

on recent developments in the Philippines. At that time, we will consider the Administration's 

aid proposal for the Philippines for 1992, as well as progress on the Philippine base negotiations. 

The Subcommittee's markup will be held on March 20 and, if necessary, will contnue on 

March 21. 

It is my understanding that the full Committee will mark up the foreign aid bill soon after 

the March-April recess, after which the measure will be scheduled for floor action. 

Because we will be focussing on Cambodia and the Philippines at separate hearings, we will 

focus attention today on aid programs and U.S. policy toward the other countries of the East 

Asian and Pacific region. 

An initial examination of the aid figures indicate few major changes in the program for 

1992 as compared to 1991. I am happy to see that that the Administration is proposing a 

((C 



doubling of aid to Mongolia, the first Asian Communist country to attempt a transition to 

democratic rule. I am also encouraged by the request for development aid to the South Pacific, 

which would amount to an increase of about 70% over the 1991 allocation, much of which would 

represent a restoration of aid levels that have been cut in recent years. I might add that the 

increase would be consistent with recommendations made by a congressional delegation that 

conducted a study mission to the region in 1989 and urged that U.S. policy-makers accord higher 

priority to the region's development challenges. 

On the other hand. other aid requests raise important questions about which we will be 

eager to obtain Administration comment. For instance, the Administration is requesting 

International Military Assistance and Training funds for Malaysia, which were eliminated in 

last year's Appropriations Act due to the Malaysian practice of pushing off Vietnamese boat 

people. In view of the Malaysian Government's continued unwillingness to grant first as-'lum 

to newly arriving boa: people, I will be interested in the Administration's response to concerns 

that resuming IMET would send the wrong signal to the Malaysia. 

Finally. I look forward to Administration comments on recent events in Thail.'and, and, in 

particular, on whether the recent military coup triggers the provision of U.S. law that would 

suspend foreign assistance to that country. I note that the Administration's 1992 request for 

$17.3 million in aid to Thailand represents a 23% increase over the figure for 1991, and we will 

want to learn whether the Administration is tiinking of reevaluating the request in light of 

recent events. 

To help us consider these issues, we are fortunate to have a panel of distinguished 

Administration witnessess, including: 

Richard Solomon, Assistant Secretary for East Asia and the Pacific, U.S. Department of 

State, 

Carl Ford, Principal Deputy Assistant Secretary for International Security Affiars, U.S. 

Department of Defense, 



and Henrietta Holsman Fore, Assistant Administrator, Bureau for Asia and the Pacific and 

Private Enterprise, U.S. Agency for International Development. 

Mr. Solomon, you mly begin... 
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One of the main strengths of the OECD is its capacityto adapt its activitiesto new 
developments in the world economy. In January 1989 the OECD broke new ground

by embarking on an informal dialogue with the East and South-East Asian economies 
whic'i have exhibitedconsiderabe dynamism in their market-oriented development: 
the Dynamic Asian Economies. What economic circumstances underlie the mutual 

interests that are the basis for this dialogue, and how has it progressed? 

ver the three decades of the 
OECD's existence, the gross 
domestic product of the OECD 

area, measured in real terms, has risen at 
a rate of approximately 3.9% per annum. 
While it is difficult to identify the relative 
importance of various factors which con-
tributed to this impressive performance, 
two appear to have been critical. One has 
been rapid technological change, espe-
cially in communication and transpoita-
tion. The second is the liberalisation of 
intematicnal movements of goods, ser-
vices an.), capital. 

Time is a great leveller. The remarkable 
performance of OECD growth in the last 
few decades has led to the convergence 
of productivity and per capita income 

Andr6 Barsony is Deputy Head of tho Liaison and Co-
ordination Unit of the OECD's General Secretanat. 
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levels among OECD countries.2 During the 
period oi economic integration that 
crvered the life of the the OECD's pre-
decessor, the Organisation of European 
Economic Co-operation (OEEC) and the 
early years of the OECD itself (1950-65), 
this convergence stemmed mainly from 
Europe's recovery from the Second World 
War. In the years that followed, shifts in 
economic weight inside the OECD area 
reflected mainly the 'catching up' of the 
technological and economic management 
capabilities of Japan with those of the most 
advanced industrial countries (Table 1). 

A striking development is that the con-
vergence process has begun ivo encom-
pass a number of economies from outside 
the OECD area. The emergence of the Dy-
namic Asian Economies (Hong Kong,9. 
Malaysia, Singapore, South Korea, Taiwan 
and Thailand) as major economic part-

ners, notably as importers of merchandise 
and exporters of manufactured goods 
(Table 1), has significantly expanded the 
foundations and improved the prospects 
for growth through economic integration.

The Dyr.mic Asian Economies (DAEs) 
showed strong economic performance in 
the 1980s (Table 2). On average, they out
performed OECD countries by a healthy 
margin, growing at considerably higher 
rates. Indeed, productivity and per capita 
income in several DAEs are close to aver
age OECD figures. During the latest upswing 
in world economic activity (1983-89), 
1. See Rayiond Vernon, 'Global interdependence in 
a Historical Perspective', in Interdependence and 
Co-operation InTor,.orrow's Word,. OECD Publica
tions, Pans, 1987. 
2. See OECD Economic Outlook, No. 42. OErDPublications, -ans, 1987, and John Helliwell, 'Globali
sation and the National Economy', in Perspective 
200, Economic Council of Canada. Ottawa, 1988. 
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labour productivity in the manufacturingj deeper sectoral expertise in the two larger 
sector increased by 104% in Korea, 40% in economies; Malaysia and Thailand have 
Taiwan, 45% in Japan, 24% in the United , narrower but rapidly expanding technologi-
States and 20% in Germany. Interms of per calIcapacities) 
capita income, Singapore and Hong Kong ' '' ' t 0 modem transportation and communica
are fast approaching Australia, whie , ,.*,. , tion infrastructures, --erially in Hong 
Taiwan is closer to Spain. In turn, income , Kong and Singapore. 
per capita in Korea is approximately the-, The impressive performance of the DAEs 
same as in Portugal. And, further down the in recent years tOOK place in the context of 
income scale, Malaysia and Thailand are ''*" 

close to Turkey. 
Inthe 1980s, the convergence of product-	 Tbe INDICATORSPERFORMANCE 

ivity and incomes in DAEs towards OECD 	 FOR THE DAEs ,
..
 
figures occurred during an extended period 


of non-inflationary growth in the OECD 110 1 1, t19,6 

area, cumbined with a favi.urable trading Growth of roaiGDP(%)
 
environment and currency realignments .*
 

which l3d to a rapid increase in the demand 6.5 11.6 13 7.3 7.4
 
for D'AE exports. In parallel, policy reforms ','/t- 1 . -. .,a-wu.
. 1 3 7.4 
based on market principles further in

6.3 .8 8.3 11.0 9.2
creased the flexibility of the OAEs and con-
tributed to the full exploitation of the ex- , 

tremely favourable external environment. MaIY 52 1.2 5.3 8.7 7.6 
Saving as %ofGDP 

Table I 
32 36 38 35 32
SHIFTS IN RELATIVE 


ECONOMIC WEIGHT, 1965-89
 
The United States, Japan, Germany 42 39 40 41 43 
and the DAEs' .. ...
 

1965 11975 1985 19894M 	 V W 39 3 

' WGross Domu* wt Investment as %oiGDP
 
8 %ofthe total
 

142 1.0 233 23.9 in South Korea 	 18 23A stool mill 	 23 20 23 

More specifically, the 'catching up' pro- - _E " 
cess rests on several factors that the DAEs S ,¢,oto 47 C3 39 37 38 

... 10.0 3,3 4.9 6.0 have in common, to various degrees: 
mTotal100.0 100.0 100.0 100.0 generally sound monetary and fiscal poli- 35 26 23 26 2MeomhandiseImpods 	 cies providing a stable macro-economic Growthorea exports ofooods andsmces( 

as% ofthetotal 	 , environment for the efficient allocation of 

resources, including particularly successful TBJUI 9.4 27.6 18.9 5.7 4.9 
Jawe 14.5 20.7 11.4 16.0 policy responses to external shocks 

_0r - financial policies promoting high domes- " & 1 2 9.1 
~t3 tU W 23.0 tic savings as a proportion of GDP $1goI 5,1 14.5 13.1 27.9 91 I 

100.0 	 100.0 100.0 100.0 o high efficiency in investment achieved in I 
the framework of outward-oriented poli- 1,y .-. 17A 10.0 15.5 -naj 

ports of Manufacttad Goods 	 cies, providing similar incentives to the pro- Growh o1real imports ofgoods and services I%) I 
as %0' thetotal 
__ 	 motion of exports and the substitution of 0 

17.0 233 292 24.0 1 imports with domestic production 	 3A s 28.0 18.6 9. 
24.0. • large investments in education, training 

and, most importantly, public and private 
• A A * 17.0 20.0 science and technology programmes, crea

100.0 100.0 100.0 100.0 	 ting the capacity in individual firms to in- ' 2 ' 

1. Dynamic Asian Ec.nomies: Hong Kong. Malay- troduce new technologies (this is particu
sia, Singapore. South Korea, Taiwan and Thailand larly true for Singapore, Hong Kong, Korea n.a. = not available.
 
Source: OECD and Taiwan. with a broader and perhaps Scurce: (iEC D
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increasing integration between these area. It was against this background that 1987. The United States remains the mosteconomies and those of the OECD. First, the OECD member countries considered important single market, absorbing 35%the DAEs' share in the OECD imPorts of that discussions with the DAEs - based on of DAE exports. Singapore is tne least degoods from the rest of the world increased mutual interests and taking into account the pendent on OECD markets (51 %), whilefrom 12% in 1980 to 30% in 1989. Second, diversity of these economies - could con- Korea exports most of its merchandise to
the DAEs grew considerably in importance tribute to a better understanding &nd the the OECD area (78%).as markets for OECD goods and now ac- convergence of views on policy co-oper- Conversely, almost two-thirds of thecount for nearly a third of OECD exports to ation (box). DAE merchandise imports (610% in 1987)the rest of the world. originates in the OECD area. Japan is theIn sum, then, the emergence of the DAEs Macro-economic most important source, accounting for
has expanded the foundations of and im- Interdependence 26% of their imports. OECD estimates inproved the prospects for growth through dicate that an increase in domestic de
economic integration. But clearly, by the Trade linkages are the main channels of mand in four DAEs (Hong Kong, Korea,end of the 1980s, the OECD/DAE economic macro-economic interdependence be- Singapore and Taiwan) of 4% leads torelationship has moved out of the confines tween OECD countries and DAEs. The additional growth of 0.5% in US exports
of the then existing framework for inter- OECD is the main export market for the and 1.0% in Japanese exports. Thes3 are
governmental co-operation between OECD DAEs as a group, accounting for nearly significant effects, and yet 4% is a relatively
countries and countries outside the OECD 70% of their merchandise exports in small increase in the domestic demand 

THE OECDIDAE INFORMAL DIALOGUE 

The emergence of dynamic, market- emerged from the Seminar on the desirabil- and Thailand but also from Korea andoriented economies InEast L-nd South-East ty of engaging In further contacts. It was Taiwan, throughout the Informal WorkshopsAsia has significantly expanded the founda- considered that, although Malaysia and was hat development considerationstions for sustained global eck;tmrnic growth. Thailand did not participate In the Informal should be given their due weight In theThis is why the OECD countries considered Seminar (Thailand sent an obsever), the course of the dialogue.that discussions Involving these new impor- possibility of their future participation Inthe Deepening and BroadanIng
tant economic actors, recognising mutual diakdue, should they so wish, would remain 
 ft Informal DialoguInterests and taking into account the diver- open. The discussions in the Informal Workshopssity of the economies conerrd, couldiw Four informalWorkshops held Inearly 1990 on specific topics showedprove mL'tlalunderstanding and help views heldIn early loo that In the opinion of the participants, theseon policy co-operation cc'vsrge for the Four mutually agreed topics were de- Workshops were of Interest and useful tocontinued gWowth of the world economy. veloped through a seres of Informal Work- both the DAEs and the OECD countries.They agreed to propose an Informal and shops in order to gain a more thorough They confirmed that their usefulness had byexploratory dialogue not only to the four understanding of the substantive aspects of no means been exhausted. And they demeconomies (Hong Kong, Korea, Singapore the OECD/DAE relationship: onstrated that the Informal dialogue shouldand Taiwan) which are customarily tefrned 0 'Financial Markets', Paris, February 1990 theoefore be deepened Inthe future by treatnewly industrialising economies' (NIEs), but * The International Trading Enviinment; Ing some of the subjects dealt with in thealso to two others (Malaysia and Thailand). Issues and Policies', Seoul, March 1990 Informal Workshops In mor detail.Indeed, the aim was to engage Ina dialogue 0 'Maro-economic Unkages and Inte- Simultaneously, a progressive broadeningwith the six e<onomles which had demon- natione Adjustment', Tokyo, AprIl 1990 of the dialogue to other scctors also sevmedstrated particular dynmism Intheir market- 'Trade, Investment and Technology: New desirable. Consultations with the DAEs onoriented development: the Dynamic Asian Patterns and Associated Policy Issues Ina the work programme revealed broad sup-Economies (DAE).- Global Economy', Paris, April 1990. port for the strengthening of the dialogue al-
Flrf Contact An Informal Son*w Participants from all six DAEs (including though, on the whole, with a clear preferheld In January 1M Malaysia and Thailand) and the OECD coun- ence for 'deepening' topics. The topics re-As a result, an Informal Seminar was held tries attended the Informal Workshops. They taned for the next phase of the dialogue are:in January 1989 at the OECD under Joint came, as before, from the public, business 0 recent trends In the organisation and responsorship with the Institut Fran a des and acade-kc sectors and, agan, in thei gulation of securities marketslelations InternatlonlJes. Its aim was to personal capacities. • global macro-economic modelling
offer an occasion for InformaJ discussion of The sucessful completion of these four • macro-economc policy dialogue
an exploratory character on broad topics Workshops has served to show that there Is a an infomal meeting on trade after theand among peopla from the public, bust- a strong potential for a special relationship' Uruguay Roundness and academic sectors, participating In between OECD countries and DAEs based * long-term perspectives of the world ecotheir personal capacitie on converging interests. That Is true despite nomyThe Informal Seminar served to confirm some of the bI.zic oharacterdstics of the * the DAEs and the Integration of centralthat tK.re Isa basis and, Indeed, a need for DAEs; indeed, a recurring thee expressed and eastern Europe In the global marketa policy dialogue. A clear oonsensus by DAE participants, not ony from Malaysia econony. 
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Y, -	 A video and TV plant 
inSouth Korea. 

,W I 
uses. While the financial sector has con
tributed to increases in productivity in 
each of these countries, an examination of 

Itheir individual experience immediately re
veals several rather distinct financial pol
icy approaches, each of which is of con
siderable interest.3 

In Hong Kong and Singanore, financial 
S .institutions ,ere seen as operating in an 

, internationalised market, and were basi
, 
cally left free to respond to international 

X-	 competition. Financial policy in Korea and 
Taiwan, although recently becoming more 
market-oriented, has generally been char
actersed by heavy official intervention, 

of these economies when compared with economies must undertake to build up an particularly through a strict control over 
the experience of the last decades. The advanced outward-oriented manufacturing interest rates and over the allocation of 
estimated effects underline the import- structure alongside a dynamic primary credits with limited discretion for financial 
ance for the OECD of a thorough under- sector and thus to reap fully the efficiency institutions. Moreover, the financial system 
standing of economic developments and gains of their integration into the global has been largely closed to international 
poli-ies in DAEs. market economy. competition. 

Macro-economic financial linkages dif- But the authorities in Korea and Taiwan 
fer among DAEs because they are at Financali clearly recognise that their economies 
rather different stages of financial devel- Markets have now entered new phases of economic 
opment and have different policy aD- development where significant modifica
proaches. In Hong Kong and Singapore, The DAEs have adopted successful fi- tions of the earlier patterns, although suc
domestic and international financial mar- nancial policies: they have generatcJ both cessful, are required. For one thing, both 
kets 	 are strongly integrated. While the high rates of savings and investment, and economies have now reached the point 
other four DAEs are not participating as directed financial resources to productive 
directly as Hong Kong and Singapore in The Hong Kong Stockmnaret. 
global financial markets, they dr, not face c 
the kind of external financing constraints ' - -

that most developing countries encounter. X ....-....... .....--Instead, these DAEs are confronted with ."....	 _-"_"'-_ 

critical policy choices involving their cur- r 	 , 
.,. 	 ' . .' 1.. U rs 

rent account and net international asset 
position. ;-

In Korea and Taiwan. a number of such '.14"" 7-4 %2 

policy choices might be identified:, ,", 1, . ,4 

* tho. appropriate mix of consumption 	 qtr., 

and domestic savings, in view of the actual " -, 

and expected rapid increases ir,incomes . 
* the allocation of domestic savings be- '. f , .; .
tween dompoot; and~ 'L. ,qn investmentoi 
* the respective roles o, currency ap
precial on and trade liberah.ation in the , /
 

pursuit of more efficient resource alloca- T Ov
 
tion. Z .
 

In Malaysia and Thailand, a central. 
issue might be the appropriate balance A *i , -1 
between foreign and domestic financing 
of thn large investments in human and
physical capital that these developing 

3 See 'Financial System4 and Cinancial Rogulaion in .'__,p1 

Dinamtc Asan Eronomes'. Financial Market 
Ti ends, No. J 7, OECD Pubiicaions, Pans, 1990. 
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As the process of domestic deregulation 
and international liberalisation proceeds, 
these markets will participate more directly 
in global financial markets. 

In view of this growing relationship, a 
certain number of key issues in the finan
cial sector emerge as matters of interest: 
o the prospects of deregulation and 
liberalisation of the financial markets, not 
only in Korea and Taiwan but also in

V Malaysia and Thailand, a process which 
may well be similar to the experience of 
dacontrol of financial markets that has 

"~., 	 been occurring in OECD member coun
tries in the past 15-20 years and which is
continuing 
* the systemic risks arising from inter
nationalised markets in banking ar,d secu
rities and the challenge thus posed for 
financial supervisors and r,,gulators 

,--. .world-wide" 

.L. ... e the importance of ensuring fair market 
- access for institutions from all countries to 

: .:'.the financial services sector. 

Developments
where their balance on current account is countries. Indeed, the domest, markets inTrade
 
either always or usually in surplus and of the two DAE offshore centres are already

hence international assets are accumulat- inextricably linked with financial cintres in The DAEs have reached the top ranks of
ing. For another, outward direc! invest- other regions of the world, the world's merchandise traders, both as 
ment is expanding rapidly: Korean and The markets of the two large DAEs exporters and importers (Table 3). Thas
Taiwanese companies are seeki-.g to relo- (Taiwan and Korea), although substantially development has primarily been the result 
cate many labour-intensive productive fa- of increased exports and imports ot manu
cilities abroad, especially in tho lower Table 3 factured prod.,cts, although exports of 
waqe countries of south-easten and MERCHANDISE TRADE food and raw maierials represented a sig
southern Asia and to invest in the OECD PERFORMANCE OF THE DAEs, nificant but decreasing share for Malaysia
areE, in order to gain access to markets 1988 and Thailand. Another characteristic of
and technologies. Finally, these two . a this evolution was that, for ep'ch of the
ecoromies are soon likely also to become 	 US$ wodd tno DAEs except Hong Kong, the share of ex
major international portfolio investors. pots IIim ports to and imports from the OECD 

A large number of financial institutions countries increased, while the share of
(bank, securities firms, insurance com- ocm 60.7 51.0 12 15 trade with developing countries declined. 
panies and other institutions) from OECD But this dynamic trade growth was ac
countries are establishednumber in DAEs. Ainstitu-small i 	 '1 companiscompanied by growingtradetrajle frictions be-bebut growing of financial 43 16 byn ricthons 

tween OECD countries and DAEs. Indeed,tions from DAEs are also established in - the growth of discriminatory trade barriers
OECD markets. The process of globalisa- c .. U i11.IEn O.-CD countries, including voluntary
tion, which first affected banking, has a ibs inI reXoorts trade restraint arrangements, has added 
more recently affected the securities busi- SIncludes i .s',antiai imports for rD-expod impetus to the 3conomic restructuring in 
ness. Hung Kong and Singapore have So-rce GATT 	 the DAEs - but 	 it has simultaneously
participated fully in the process. The isolated from global financial markets. ar' heightened uncertainty over whether the 
amount of cross-border trading that occurs important enough to merit serious corisid- rapid trade expansion observed in the
between these offshore centres and the eration in their own right. Thus, reflecting past. in particular through increased mar
markets of OECD countries is exceeded the global view of securities markets par- ket shares in OECD countries, can be sus
only by the volLme of dealing among a ticipants, foreign interest in the securities tained. Access to OECD markets, which 
few of 	the largest markets in the OECD markets of Taiwan arid Korea has grown. has been a key element in the impressive 
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performance of the DAEs, is particularly most all the negotiating groups covering they have put forward during negotiations 
at- have often closely resembled those of theimportant in view of the very high trade 	 issues of market access. Most DAEs 

dependence of these economies. 	 tach real importance to strengthened dis- OECD countries. Finally, for Malaysia and 
ciplines, notably on safeguards, the anti- Thailand development considerations re-The application of Taiwan for accession 

to the GATT and the active participation of 	 dumping code and the GATT dispute 3et- main very important and this justifiable 

the other DAEs in the Uruguay Round tlement. concern was reflected in their submis
areas of the Uruguay sions.negotiations reveal that the DAEs and the In the three new 

OECD countries are strong allies in the 	 Round - trade in services, trade-related So a number of trade topics seem to 

goal of strengthening the multilateral, non- aspects of intellectual property rights and emerge as matters of mutual interest to 
measures - the the OECD countries and the DAEs, to bediscriminatory trading system governed 	 trade-related investment 

by rules. The DAEs have been active in al- DAEs took an active role. The positions 	 addressed after the Uruguay Round: 
e the relationship between trade policy

Rural telecommunications in Thailand 
r 	 . - -..... and domestic macro and micro-economic 

policies, including competition, technology 
development, environment, investment 
and subsidies 

" .t the trade effects from the activities of 
multinational enterprises, covering pract
ices in production, pricing, marketing and 

'N 

N,. 

sales 
9 the continuing analysis of protectibnist 
policies and instruments that have not 
been fully disciplined in the Uruguay 
Round 
* regional integration and its repercuss-

A i .- ions on the multilateral trading system. 

/ . . To a large extent, the informal nature of 
/ .the OECD/DAE dialogue acts as acommon 

denominator of the interests of the parties 
presently involved. Based on topics which 
are generally agreed to be of value, the 
dialogue is likely to make steady progress in 
the years ahead, taking account of the wide 
range of aspirations and circumstances. It 
will no doubt improve mutual understand
ing and help views on policy co-operation 
converge for the continued growth of the 

t ,I,,world 	 economy. U 
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Abstract
 

Over the last three decades, government intervention had negative

effects 
on the producer prices (and hence, the output and export earnings) of

wheat, rice, and cotton in Pakistan. Theue outcomes were the result of 
a
 
strategy designed to keep domestic food prices low and to build up the
 
country's industrial sector by protecting it from overseas competition.
 

Although agriculture is still an important part of Pakistan's
 
economy, providing employment for roughly half of the work force, 
its share of

the gross national product (GNP) dropped to 24 percent in 1988. 
 In 1950, by

contrast, the agricultural sector accounted for 53 percent of GNP. 
 Of
 
Pakistan's 60 million hectares of land, roughly 21 million are cultiv3ted,

mostl%, in Punjab and Sind. 
 Because of the irregularity of rain and inadequate

annial precipitation, about 70 percent of Pakistan's farmland is irrigated.
 

Government intervention in agricultural prices has taken many forms
 
over the years. 
 Along with indirect intervention a'=ising from oveivaluation
 
of the rupee, 
the most important types of direct intervention included the
 
government monopoly on international trade in rice and cotton, government

control of internal trade in wheat, and 
(at times) regulation of domestic
 
sales of flour through a network of ration shops. 
 The customary justification

for intervention has been that it kept prices stable, particularly for
 
consumers, who paid substantially less than world prices for wheat, rice, and
 
cotton in the 1960s and 1970s.
 

Pakistan's policies, however, depressed the prices received by

farmers, resulting ir depressed farm production. Over the period of this
 
study, the combination of direct and indirect 
(i.e.total) price intervention
 
may have reduced actual output (compared to the potential) of wheat by 12
 
percent, irri rice by 25 percent, basmati rice by 32 percent, and cotton by 44
 
percent. (Irri rice refers to high-yield varieties developed at the
 
International Rice Research Institute; basmati rice is a traditional long
grain aromatic variety produced mainly for export in Pakistan.)
 

The study also reports that, over the long run, total price

intervention may have led to a very substantial reduction in foreign exchange

earnings. The loss to farmers over the long run as a result of total
 
intervention can also be put in counterfactual terms. Without intervention,
 
average value added would have been 45 percent higher for wheat, 65 percent

higher for basmati rice, 53 percent for irri rice and 4 percent for cotton.
 

In the 1980s, interve.tion in agricultural prices in Pakistan was
 
greatly curtailed. The exchange rate became more 
realistic, and domestic
 
prices for the crops discussed in this study were allowed to rise to world
 
levels.
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MB89020 Cambodian Crisis: Problems of a Settlement 
and Policy Dilemmas for the United States 

by Roger G. Sutter 
Foreign Affairs and National Defense Division, March 4, 1991 

SUMMARY 

The military conflict caused by Vietnamese military occupation of Cambodia is 
changing and negotiations for a peace agreement have become more active. Vietnam 
withdrew most, if not all, its combat forces from Cambodia in 1989. Vietnamese 
officials and representatives of its client government in Phnom Penh have expressed 
flexibility regarding a compromise political settlement of the Cambodian conflict. This 
has been strongly encouraged by their main international supporter, the Soviet Union. 
The three resistance groups (those led by the Khmer Rouge, Prince Sihanouk, and 
former Prime Minister Son Sann) and their main international backers in China, 
ASEAN (see map), and the United States have responded with varying degrees of 
flexibility. 

All parties in the conflict appear to see their interests as better served by making 
some adjustment in their positions, rather than by sticking to the intransigence of the 
past 10 years. The five permanent members of the U.N. Security Council announced 
on Aug. 28, 1990, their detailed plan for a Cambodian settlement, which was 
subsequently endorsed by the four Cambodian parties. But obstacles to a peace 
agreement remain. They center on guaranteeing Vietnam's military withdrawal and 
achieving a peace agreement in Cambodia that will neither allow the return of the 
genocidal practices of the Khmer Rouge, nor permit Vietnam to continue domination 
over Cambodia. 

U.S. policy faces a dilemma in Cambodia. The United States wants to help push 
back Vietnamese expansion in Indochina, and to support the positions of our treaty ally 
Thailand, other friends in ASEAN, and elsewhere in Asia. But the United States 
strongly opposes the Khmer Rouge and fears that Vietnamese withdrawal may result 
in expanded scope for the Khmer Rouge and their draconian rule. In the past, U.S. 
policy dealt with these competing pressures by adopting a low posture that followed the 
lead of ASEAN. The United States has provided small amounts of nonlethal assistance 
to the two noncommunist resistance forces led by Prince Sihanouk and Son Sann, but 
it has refused any support to the third and most powerful member of the resistance 
groups, the Khmer Rouge. As the Vietnamese have withdrawn troops and the search 
for a peace agreement has intensified, U.S. policymakers in the Bush Administration 
and Congress have proposed steps to strengthen the two noncommunist resistance 
groups led by Sihanouk and Son Sann, to block the return to power of the Khmer 
Rouge, to relieve human suffering in Cambodia, and to support international peace 
efforts. 

But U.S. policymakers disagree about what steps are appropriate to reach these 
goals and support broader foreign policy objectives. In 1990, controversy centered on 
proposals to cut off aid to the noncommunist resistance on account of their reported 
battlefield coordination with the Khmer Rouge, and to open official U.S. contacts with 
Vietnamese-backed PRK government in Phrom Penh. Subsequently, the United States 
opened talks with Hanoi and Phnom Penh to reach peace in Cambodia, and withdrew 
support for the coalition government representing the 3 resistance forces at the United 
Nations. (See also CRS Issue Briefs 87210, Vietnam-U.S. Relitions and 88061, POWs 
and MIAs in Indo-China and Korea.) 
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Western hopes to keep Pol Pot out of 
power in Cambodiamay be undercut 

O*PINIONk 6), a$100 million slush fund availableNfor buyingweapons and votes 

Khmer Rouge's Riches
 
By CathWnIZ Dwapiio 
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eth doing busines, ot the "Thai 
Cambodian border In the '1!.-
riai.-d zone%- the% cctent. it 
soouh',,estertt Combodia. tlie art 
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p,, ircttin to Southeakit Asian 
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rist of them from Thailand. i,hi, 
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ciaite international mat kit, 
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ti ade fill Pi tA ; and hi. senot 
off]tisit eunited at a miii-
milti) of $5 million pet nmthtf 
\iosteitn anahsi, belies that 

putchase nes, arms. 
A more basic assump ion in the 

We:. hti.eser. isthat the Khmer 
fou,,e might prevail on the bat-
tfield. but the%could never win 

bt the ballot bois The UN plan 
m'iempl, to create a "le.el playing 

field." on which the factions 
subrnit , the %,ill(if the Cambo-
dian people through alt op,:n and 
fait elction Behind that neutral 
constructir. the West is ma-
getItg that the Khmer Rouge sill 
be deltated at the polls. 

But dispropotnionate ",ealth 
can be a telling factor in the elec-
0eal PtIw ess It established de. 
mtracirs. the balance is often 
tipped in faot of the candidate 
able It, finane s%,erping media 
campaigns In poorer. deseloping 
comtlit" %,iti little detocratic 
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dt-tie the Khmet Rouge aic al. 
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undermine the \ts ntii dht. 
islird assumptios about the 
Carlbdiau conflict One tetnt 
hold. dat it is p,,,iblt-Ii, emti-
goith tle Khner Rtige thurai i 
pt,tiasing Chtia. its hngsiatnd-
Itg pattun. ii "ut olf '((tlttiii 
as,,tatr and arnis Esuitate, til 
Beijing satd It, the kitniit R,rt,,-
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million annualh 

That a sisticr. ho,,c\ii i, 
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independetn nomr (if Still nil-
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judged I(,1ie sidespread. aballht 
in the rutal ata, srni liol S2 c.n 
the aserage. and In ,angkiik for 
S4 Ott that scale the Khtrrer 
RHuge could "but' Cambodi. 
srelal tines otec 

OTE.BL'YING seldom 
I takes plate at the polls 
V Fund, are ofitn chan-

tield ihrugh middlrenii like 
illdge leaders or factir- lssrs 

An international team mon-
tintg thi Cambodian elections 
ssill find %ou-btmgfat miore dif. 
ficuli to detct thatt intimidatuon 
ai the polls or tampenng %isth 
balhit hors 

If the Khner Rtuge are al-
loserd I(s(osiLtt amassing such 
elt0inonii pocd. Ithe\ (ould 
eclipse the U\ -lan %hilt 
appearing it) fitllhs i scrupt-
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the snusitug c(tintni( pi tmiil f 
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Nor is pressure on business
men in the region to cease trad. 
ing with the Khmer Rouge likels 
to be eflectise In a climate ofeco
nomi( boom. the Southeast Asian 
private sector has taken an om
nisorous approach to Cambodia 
These businessmen are wont to 
maintain that thet are pursuing 
an esen-handed polic%. in the 
spirit of the UN agreement 

Finalls. the unceriuni% of 
Cambiha's securit% and of its pir
litital future will make VWestern 
businesse, reluctant to insesi 
esen a modest amount, much less 
enough to balaute the books 
against the Khmer Route. 

Much is made at preseni of the 
nes tonDomie %ibrapcs in Phntom 
Penh Less attention is gi en. 
houeser. to the sldetniig ecu
nonic gap besten the capital 
and the counirsidr, or to the 
grosing perception in the rural 
areas of corrupuon among highl 
plated gmernmeni offitals. 

It is questionable shether the 
benefits of foreign imestnient at 
this point s.,(uld find iht'Asa%tol 
Cam.,dia's rural population If 
thet di not. the Hut Sen go.. 
etinent cou.d be ill-prepared to 
face a political challenge front the 
Khmer RY':ie Indeed. at the 
hean of Pol Pot's nos,, "heansand 
minds- campaign in the inienor 
is an emphasis on Phnom Penh's 
unabashed 5poills stein. in cun
tras in the eontrni discipline of 
the Khmer Rouge. 

The Hun Sen gmernment is 
-eluctant to gise up poAer under 
a UN arrangemnt. and the 
prognois fur the pla" is Aobbl% 
at best But it constitutes the best 
hope c,. dismantling tile Khmer 
Roruge e-ontnir apparatus in the 
lberat'd zones. since the UN 
Aould assumte conrtl of the fi. 
nancial aflats cf the rountr flir 
the itr -it penod betlueeti a 
cease-fire ind rlecilureus 
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Vietnam-U.S. Relations: The Missing-in -Action (MIAs) 
and the Problem of Cambodia 

by Roger G. Sutter 
Foreign Affairs and National Defense Division, larch 4, 1991. 

SUMMARY 

U.S.-Vietnamese exchanges over the issue of the approximately 2,300 Americans 
still missing-in-action (MIA) in Indochina and other bilateral concerns revived in 
mid-1987 after a hiatus of one year. Hanoi renewed discussions to resolve MJA cases 
ard returned the remains of many MIAs; all]wed U.S. representatives to resume 
interviews of prospective Vietnamese immigrants under the U.N.-sponsored Orderly 
Departure Program; and held talks with U.S. representatives on immigration to the 
United States of some Vietnamese children fathered by American servicemen during the 
war and of released 'Reeducation Center" detainees and their close family members who 
wish to emigrate to the United States. The Vietnamese-backed government of Laos also 
renewed cooperation with U.S. officials to settle MA cases. The Reagan Administration 
officially acknowledged U.S. interest in meeting some Vietnamese "humanitarian" needs 
stemming from the war; dispatched medical team to survey needs for rehabilitation of 
those crippled because of war injuries; and encouraged private U.S. groups to provide 
humanitarian assistance to the Vietnamese. Both Hanoi and Washington continued 
forward movement in these areas during the Bush Administration. Meanwhile, 
Vietnam withdrew most, if not all, of its military forces from Cambodia by late 1989. 

These developments renewed debate ir. Con.gress and elsewhere between those who 
favor greater U.S. flexibility and forwarc1 movement in relations with Vietnam, and 
those who oppose such changes until Vietnam ends completely its military occupation 
of Cambodia, plays a constructive role in settling the Cambodian conflict, and accounts 
fully fo: U.S. MIAs. Advocates of these competing perspectives share generally similar 
goals for U.S. policy involving settlement of the MIA question and restoration of peace 
and stability in Cambodia and Southeast Asia. And they see the possibility that recent 
circumstances including changes in Vietnam's leadership, shifts in Soviet policy, 
Vietnam's withdrawal of troops from Cambodia, and intensified international efforts 
to settle the conflict over Cambodia may prompt Vietnam to change policy further in 
accord with U.S. interests. But they differ markedly in judging how the United States 
should respond to the current situation. The Bush Administration gave new attention 
to t.iis issue when it announced on July 18, 19 O, that it would seek contacts with 
Hanoi to dscuss a peace settlement in Cambodia, and announced in early September 
1990 that it would oven official talks with the Vietnamese-backed government in 
Phnom Penh. On Sept. 29, 1990, the U.S. and Vietnamese foreign ministers met in 
New York. The Victnamece foreign minister later met with U.S. officials in Washington 
and promised "new levels of cooperation" in resolving MIA cases. in October 1990 
several Senators wrote to the Bush Administration urging a relaxation of the U.S. 
economic embargo against Vietnam. On Dec. 5, 1990, Assistant Secretary of State 
Solomon speculated that U.S. i,,i malization with Vietnam could be accomplished in two 
years, given ap, opriate -onditio,,.. (See CRS Issue Briefs 88061, POWs and MIAs in 
Indochina and Korea: Status and A .2ou:.ting INsue:, by Robert Goldich; and 89020, 
Cambodia Crisis: Problems of a Settlement and Pol ,y Dilemmas for the United States, 
by Robert Sutter.) 
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Burma: a Key Test for Bush's 'New Order'
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1lousehold Consequences of High Fertility in Pakistan 
Susan Cochrane, Valeric Xozel, and Harold Alderman 

This paper reviews the theory and evidence on the consequences of high
 
fertility in Pakistan. In addition, several data sets are analyzed to examine
 
the effects r.f number of children on school participation and labor participation
 
of men, women and children in urban Pakistan.. Another data set is utilized to
 
examine the effecis of children on savings in urban and rural areas. Results
 
show that the number of children negatively affects schooling of girls, but not 
boys. Number of bvys and girls in the household have differential effects of 
women's labor participation while female children, but not males, affect adult 
male's participation. Children 6-15 have negative effects on rural savings, but 
less effect in urban areas. In general, the effects of high fertility for 
household's in Pakistan seem more negative than in many countries. This may 
explain the high proportion of women who say they want no more children. Why 
so few of these women do use contraceptive is more difficult to explain. 
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India and Nuclear Weapons 

by Warren II.Donnelly
 
Enviroi-nent and Natural Resourcess Policy Division, February 11, 1991
 

SUNMARY 

India probably could produce a small nuclear arsenal within a few years, and some 
analysts say it already has nuclear weapons. What India does will depend in part on 
what Pakistan does, on India's relations with China, and on its domestic political 
situation. The tension between India and Pakistan over Kashmir is cause for concern. 
If Pakistan tests or openly manufactures weapons or hints at their use, it will be 
difficult for the Indian government to resist political pressures to resume nuclear 
testing and perhaps to manufacture a small nuclear arsenal. If Pakistan's nuclear 
situation remains ambiguous, India may be content to remain just short of making 
them. Indian nuclear testing could damage India's relations with both the United 
States and the Soviet Union, antagonize China, and result in a cutoff of U.S. economic 
aid, although this is comparatively small. 

At present it seems likely that India will continue its restraint as long as Pakistan 
does not cross the nuclear threshold. In January 1991 India and Pakistan agreed to 
formally implement a 2-year-old treaty tanning attacks on each other's nuclear 
installations. Over the longer term, and assuming that India's civil use of nuclear 
power continues to grow, India's nuclear industrial base can be expected to outstrip 
Pakistan's inability to produce the materials and parts for nuclear warheads. 

A complicating factor is the effort by both states to develop missiles that could 
carry nuclear warheads. 

While India opposes any spread of nuclear weapons, it continues its opposition to 
the Non-Proliferation Treaty and probably will argue against its extension in 1995. 
India prefers a general and complete treaty on disarmament that includes elimination 
of all nuclear weapons. 



American Enterprise Institute for Public PoiJcy Research 

The Chinese and Their Future 

More than 250 scholars, journal-
ists, diplomats, and business 
leaders met at the Vista Interna-
tional Hotel inWashington Janu-
ary 8-9 for AEI's conference 
"The Chinese and Their Future: 
Beijing, Taipei. and Hong Kong." 
Sixteen research papers were pre-
sented at the conference, which 
also featured luncheon addresses 
by Arthur Hummel, Jr., U.S. am
bassador to thle People's Republic 
of China (1981-1985), and Ding 
Mou-Shih, representative to the 
United States of tile Coordination 
Council for North American 
Affairs, Republic of China on 
Taiwan. 

The Arm,," in Politics 

The first day of the conference 
was devoted to panel discussions 
of political, social, and economic 
conditions in the People's Repub-
lic of China. Feng Shengbao. 
visiting scholar, Institute of East 
Asian Studies. University of Cali-
fornia at Berkeley, presented a 
study, of the relationship of the 
People's Liberation Anny to the 
Chinese Communist party'. He 
criticized observers for failing to 
foresee the coming of martial law 
before the Tiananmen incident, 
saying that the use of Western 
concepts like modernization and 
professionalization obscures the 
fact that the PLA is an army sub-
ordinate to the party commissars. 

The Role of Ideology 

Zhang Shuqiang, assistant profes-
sor of educational psychology, 

University of Hawaii at Manoa, 
described the ideological crisis 
of contemporary Chinese Marx-
ism, saying that while socialism 
is stagnant, "capitalism refuses 
to die." Theoretical efforts to re-
vise Marxism notwithstanding, 
"The party' leadership has lost 

, 

, ,Fertility 

-. 

Titrol 
Ding M,,u.Shih 

both the confidence in its intel-
lectual invincibility and the ap-
peal of a moral cause to justify 
its exclusive control of the state," 
he said. As Marxism becomes in-
creasingly irrelevant, the pros- 
pects for liberal democracy in 
China remain dim, Mr. Zhang 
concluded. 

Marxism-Leninism may be 
largely dead. agreed Donald J. 
Munro of the University of Michi-
gan, but the appearance in the 
1980s of Western-style nongov
ernmental institutions like labor 
unions and student unions makes 
the eventual development of a 
democratic regime more likely, 

Such democratization would 
require a transformation of Com-
munist party culture, according 
to AEI Research Associate Lin 

1991February 

Zhiling, who called party control 

of work units, jobs, salaries, hous
ing, and even personal activities 
like marriages a major problem 
for China. Too many Chinese 
have seen the modern West for 
them to believe what the part), 
tells them, Ms. Lin said, adding 
that modern Western culture 
could coexist with traditional 
Chinese culture in a way that 
Communist party culture does not. 

Living Standards and tile
 
Quality of Life
 

rates will be the key to 
China's population growth in the 
1990s, according to Judith Ba
nister, chief of the China Branch, 
U.S. Bureau of the Census, who 
described Chinese efforts to con

population by raising the mar
riage age and limiting the num
ber of children each family can 
have. 

Yet the domain of family life 
scores highest in surveys of per
sonal satisfaction, according to 
Duke University Professor of 
Sociology Lin Nan, whose 
study of Chinese cities compared 
personal attitudes toward hous
ing, neighborhoods, and leisure 
opportunities wiih objective 
measures of dwelling space, 
salaries, and the av~ilability of 
consumer goods. 

The Economy 

China is an "economy in 
shambles," and the next five-year 
plan (1991-1995), which aims to 
recentralize the economy, will ex
acerbate China's problems, re

(continued on next page) 
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ported Ellen Salem. regional 
research manager, Asia Equity, 
Hong Kong. 

"What China needs," Ms. 
Salem said, "is a charismatic and 
effective leader who can garner 
popular support for a genuine 
period of austerity and reformis. 
At present, no one among the 
second and third generation of 
leaders appears equal to the 
task." 

Jean Oi, a national fellow at 
the Hoover Institution, reported 
that a combination of lowered 
price supports. alternative em-
ployment opportunities, and in-
creased fuel and fertilizer costs 
were leading many Chinese peas-
ants to scale back grain produc-
tion, a disturbing trend for 
Chinese agricultural planners. 

The Future of Taiwan 

i	The transition from authoritarian-
ism to a more open and demo-
cratic system is never easy, ac-
cording to Wei Yung. professor 
of political science, National 
Chiao-tung University, Taiwan, 
who spoke on the second day of 
the conference, devoted to 
Taiwan and Hong Kong. 

Mr. Wei attributed Taiwan's 
social stability and economic 
progress to well-conceived gov-
ernment land reform and educa-
tion policies rooted in the teach-
ings of Taiwan's founder, Sun 

Yat-sen. 


Despite this progress people 
in Taiwan are increasingly con-
cerned with juvenile delinquen-
cy, crime, prostitution, political 
corruption, transportation, en-
vironmental pollution, and other 
social problems, according to 
Chiu Hei-yuan, professor of soci-
ology, National Taiwan Univer-
sity. And yet it isan exciting time 
in Taiwanese history, said Repre-
sentative Ding Mou-Shih in his 
luncheon address, describing con-

stitutional reforms that will bring 
greater political participation and 
prosperity to Taiwan. Mr. Ding 
said his country, now the sixth 
largest U.S. trading partner, 
looked forward to greater Ameri-
can investment, and he expressed 
his government's willingness to 
accept additional immigrants 
from Hong Kong as 1997 
approaches. 


What's Ahead for Hong Kong? 

The reversion of Hong Kong to 
Chinese control in 1997 is al-
ready creating problems in gov-
erning the former British 
colony, according to Lau Siu-
kai, professor of sociology, 
Chinese University of Hong 
Kong. "Political radicalism was 
difficult to nourish during 
colonial rule," Mr. Lau said, be
cause independence was not a 
practical alternative and the 
British bureaucracy was gen
erally perceived as fair. Now, 
with civil servants afraid for their 
future and others scrambling for 
foreign passports, residents of 
Hong Kong face China with what 
Mr. Lau calls a mixture of "fear, 
hostility, condescension, and 
aversion." 

"The political side of the pic-
ture looks gloomy but the econo
mic side is bright," said Sung 
Yun-wing. senior lecturer in eco-
nomics, Chinese University of 
Hong Kong, who noted that a 
feared brain drain has not mate-
rialized. Immigrants outnumbered 
emigrants by 35.300 in 1989, and 
the flight of capital as native busi-
nesses move abroad has been re-
placed by foreign investors want-
ing to participate in the Hong 
Kong economy. 

The Three Chinese Entities 

"There is no question that more 
and more cooperation among 
China, Taiwan, and Hong Kong 
will become possible," said 

Byron S. J.Weng, professor of 
government, Chinese University 
of Hong Kong, concluding a 
theoretical analysis of five stages 
of Chinese political development 
from 1949 to 1991. But Huan 
Guocang. an economist with the 
Deutsche Bank Capital Corpora
tion, said that uncertainty over 
the future leadership of China 
will hamper closer political rela
tions in the short term. While 
China suffers from a stagnant 
economy and a bankrupt ideol
ogy, it continues its efforts to 
isolate Taiwan, which itself now 
finds possibilities of improved 
relations with the Soviet Union 
and the former East Bloc 
countries. 

Thomas W Rohnston 

The end of the cold war in 
Asia means that old alliances 
will become less important or 
will disappear altogether, accord
ing to Thomas W. Robinson, dir
ector of AEI's China Studies 
Program and organizer of the 
conference. With no new secur
ity system set to replace the 
cold war matchups, a new series 
of bilateral developments will 
likely be the central force for 
diplomatic and security activity 
in Asia for the foreseeable 
future, he said. 

Conference papers and audio
tapes are available upon request 
from Tom Skladony. 
202/862-5914. 
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Break Up the Chinese Gulag 
By Robert L. Bertin 

hina's sentencing last 
week of two dissidents 
to 13 years in prison Is 

C the ultimate demon-stratton of the failure of 
so-called quiet diploma. 

cy. Wang Juntao and Chen Ziming 
wera champions of freedom, and 
their names deserve to be known to 
the world. Their arrest and convic-
tions are an outrage, and the Chinese 
'Government needs to hear It, In the 
sil-ongest terms, 

'Wang Juntao. now 32, was a teen-
ager when he was jailed by the Gang 
Of Four for writing a poem to mark 
Zkiou Enlal's death in 1976. The same 
year, Chen Zimtng, now 38,got out of 
prison long enough to make a rousing
speech in Tiananmen Square, only to 
be arresied again and sent to a labor 
camp. Three years later, as college 
students, they joined the Democracy 
Wall movement. After graduation 

Robert L. Bernstein is chairman of 
Purngo Rights Watch. 

Mr. Wang was relegated to a low-

level job at a remote physics labora. 
tory as a result. In 1985, the two men 
set up a think lank that conducted 
unprecedented opinion polls on issues 
of democracy and social justice. 

In 1989, they were advisers to thestudents in Tiananmen Square and 
went into hiding after the June mas-
sacre. Mr. Chen and his wife were 
arrested that October trying to es
cape io Hong Kong, she was six 
months pregnant and had a miscar-
riage in prison. She is now free. Mr. 
Wang was arrested about the same 
time. Both men have been in solitary 
confinement, 

The West's task Is to make Wang 
Juniao and Chen Ziming a moral 
cause as Andrel Sakharov and Natan 
Sharansky were before therp - and 
to get the same recognition for the 
hundreds of others who face prison 
terms. 

To this end, Asia Watch, a division 
of Human Rights Watch, has formed 
the Committee to End the Chinese 
Gulag. It is headed by the Chinese 
dissidents Fang Lizhi and Liu Bin-
yan; Yuri Orlov, the former Soviet 

-

Punish
Pan 
Beijing on 

fronts. 

political prisoner, and myself. 
We urge the boycott of professional 

conferences held in China until these 
men and women are released, 
(American Bar Association officials 
have been considering a visit to China 
to set up links with official law societ. 
ies; they shouldn't go.) Nor should 
conferences held outside China in. 
clude Beijing's hand-picked repre-
sentatives. 

We will protest any high-profile vis-
its to China - by executives, must. 
cians, writers and Government offi-
cials - unless these people raise the 
dissidents'cases. We will press for an 
end to the trading privileges the U.S. 
grants China as a most favored na-
lion until those dissidents are freed. 

We demand that their release be as 

high on the Bush agenda as freedom 
for Soviet prisoners was for the Rea. 

Administration. 
China has been completely let off 

the hook for the Tiananmen crack. 
down. Economic and political sanc.lions Imposed y tie U.S. and other 
governments
aoir ments have vanthed into th, 

In November, President Bush re
ceived China's For,,,n Minister, 
Qian Qichen, a ge~lure t: ;cmoved 
much of the force from the visit to 
Beijing a few weeks later of Assistant 
Secretary of State Richard Schiller. 
He took a list of 150 prisoners, but the 
names were never made public. The 
trials started lust after he returned. 

We have to change China's disdain 
for human rights. Constant attention 
worked for the Soviet prisoners. We 
have to make it work for the students, 
workers ar.d intelleciuals swallowed 
up by the Chinese gulag. 

Simple justice demands it - and so 
does any hope for the "new world 
order" we hear so much about these 
days. 03 

.: 1 
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FMC Barrier-of-the-Month Club

WASHINGTON - The Federal 

Mantime Commission has been fir-
Ing warning shots across the bows of 
foreign governments that Impose re-
strcltions on US shipping - partly 
for the benefit of other governments 
that might contemplate doing ro 

The commission has been taiget, 
Lag & host of barriers allegedly im-
posed on U. sp h within Chi-
na, South Korea and Talwan. The 
allegauons of branch office rmtric-

cast at this point...WASHINGTONv Weexcellent dialogue wit the 

T m 

Connors 

Lions, tariff filing and rate collection 
difficulties and freight handling
problems are serious in themselves,
according to FMC Chairman Chris-
tWpber L Koch. 

The series of actions announced 
by the commission over the last aev-
eral months against such barriers 
a sort of bamer-of-the-month club 
- In part reflects "the magnitude of 
those trading partners," he sid In 
an i e st we 

But the commission also is par.
tJcularly concerned with the allega-
tions of restrictions by China, Korea 
and Talwan on shoreside operations,
They "indicate a type of prac.
tice . . . that's potentially fairly 

widespread and serious, Mr. Kw-h 
says. 

Tbe commiuison's chairman has 
called ending such practices a prir,
Ity since his Senate confirmLlon 
hearing last year and clearly hopes
the rest of the maritime world will 
note ls emphasi. 

He jays there is concern now that 
similar restrictions might be a part
of the European Cummunity's move 
toward a unified markt in I2. 

"We see no indication of that be-
ing the 

EC and we are very hopeful that we 
won't have those kind of problems. 
But should we not be vigilant with 
our major Asian trading partners, 
then there's a perception that we 
are going to tolerate this kind of 
stuff and that could be an incentive
for anybody to. , . do it," be 
stres-n, 

In the Chinese case, the commis-
sion decided in late November to 
begin gathering information on bar-
rl s that seem to have survled a 
U.S-China bilateral shipping agree-
ment aimed in part at ending them. 

The FMC cited reported restric-
tlons on US. carriers' branch offices; 
the non-recognition of the U.S. carri-
era' lawfully flied.,tariffs, port and 
intermodal service restrictions, and 
other 'exorbitant" cost-! for doing
business in Chi". 

Mr. Koch says that given thoseallegations, the Chinese case "proba. 
bly embodies the best example of 
the problems we are facing with 
'doing-businme' restrictions* of the 
sort also at issue in the Korean and 
Taiwanese cases. 

He says the barriers attributed to 

China would make it hard for U.S 
carriers to make truck or rail at. 
rangements, leave local officials 
without real functions and prevent
them from collecting their own 
freight. 

US. carriers in Chin 'are having 
difficulty collecting, as we under-
stand it, the tariff rates they have on 
file hem because they have to go
through somebody else and whaetv, 
er they get back that the tbrd piarty 
collected, that's what they get." be 
says.In a satement released with theFMC's January order for tnlforma-
tion In the case, the commission 
chairMan said that all foreign barri. 
ers hurt both the U.S.-flag merchant 
marine and U.S. ahippers. But "they 
are particularly troublesome wh 
that foreign country operates its 
own merchant marine in our trades 
and does not have to operate under 
the same restrictions," be said then. 

He notes that China Ocean Ship-
ping Co., a Chinese-flag carrier, has 
several new vessels in the U.S. 
trade, plus double-stack train ar. 
rangements, exceptional port facill-
ties and sales offices here The re-
ports coming to the commission 
suggest, meanwhile, that "our guys 
over there, who are competing bead 
to bead, are sitting there with the 
handcuffs on," he says. 

The commission's action and Mr. 
Koch's comments sound like a voteof Do confidence in Chinese adher-
ence to the bilateral agreement and 
also like a warning of a general US 
determination to end such practice 
one way or another. 

There was a clear admonition as 
well In the commission's decision 

last week to pursue a formal investi. 
gallon of the fets that the Japan 
Harbor Transportation Association 
assesses on all cargo moving
through Japanese ports. The revenue 
goes into a fund to provide import
distribution centers and to help eta. 
bilize the supply of port labor. 

Unofficial accounts sy the fund 
supports Don-shipping activities of 
the harbor association'a members 
and that the fee schedule favor, 
Japanese carriers and container 

c 
In announcing the Investigation, 

Mr. Koch said the fees are "a prac-
Lice which allegedly costs U.S.-flag 
carriers millions of dollars annually 
with o apparent maritime-related 
benefit'to them 

That same annouwcement stated
the FMC's concern that, while the 
fund is due to expire March 31, it 
should not be renewed or replaced
with a similar fee system.

More action will follow In all 
four cases this spring after regulato
ry deadlines pass. The question ii 
whether the commission, having 
lobbed several warnig rounds, will 
not only find unfair practices in
 
many of the cases but also use the
 
heavy ordnance that US. shipping

laws give It.
 

Those laws authorize suspension 
of the tariffs or agreements of the 
country's flag carriers, denial of access to US. ports or penalties of up
to $1 million a voyage - ammuni
lion the commission has never fired. 
-
Tom Connors is chief of The Jour. 
nal of Commerce's Washington bu
rau. 
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Remarks by M. Camdessus
 
Managing Director of the International Monetary Fund
 

to The Council on Foreign Relations
 
New York, New York
 

March 20, 1991
 

It ij a privi.ege to have this opportunity to discuss with you one of
 
the most exciting and historically significant challenges of our time--the
 
transformation of the economic systems of the countries in Eastern and
 
Central Europe.
 

Some of these countries, notably Hungary and Poland, had attempted
 
partial and gradual reforms over a period of many years. And of course the
 
Yugoslavs had developed their own unique type of economic system. More
 
recently three ot'ar countries, Bulgaria, Czechoslovakia, and Romania, also
 
decided to discard central planning and move toward a market-oriented
 
system. Each of these countries has adopted its own approach. One of the
 
important things they have in common, however, is that they decided in 1989
 
or 1990 to accelerate radically the process of economic transformation, and
 
adopt a more far-reaching approach. In practice, what these countries are
 
undertaking is a fundamental transformation of their economic, social, legal
 
and political systems.
 

A common feature of these countries is that they have begun the
 
transition to a market economy in a relatively unfavorable macroeconomic and
 
external environment. The policies pursued previously have left them with a
 
legacy of large domestic and external imbalances, including in some cases a
 
substantial amount of excess liquidity. At the same time, regional trade
 
has begun to decline. This reflects the impact of economic dislocations in
 
most countries in the region, notably the Soviet Union, and the dissolution
 
of trade arrangements among the members of the Council for Mutual Economic
 
Assistance (CMEA). These initial conditions are complicating the process of
 
transition. They require tight financial polic;-- "o avoid a rapid
 
acceleration of inflation and unsustainable external deficits.
 

In each case the IMF has been assisting the governments with a
 
combination of help in designing their programs, large scale technical
 
assistance, and financial assistance (including the catalyzing of support
 
from many other sources, both bilateral and multilateral). I expect the IMF
 
will extend up to $5 billion of its own resources to these countries in
 
1991, so catalyzing somewhat more than $15 billion of support from other
 
sources. This figure is based on the financial arrangements we already have
 
with some of these countries (Bulgaria, Czechoslovakia, Hungary and Romania)
 
and other arrangements to be discussed by our Board before the end of April.
 

re
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What I would like to do, in the brief time we have today, is to explain
 

how the IMF is trying to assist these countries, and what are the most
 

important challenges.
 

Note that I will not touch on the subject of r.forws in the Soviet
 

Union, tempting though that is! The Soviet Union ha. also embarked on the
 

road to reforw,, although in a much more c-utious and partial way. Like the
 

countries of Eastern Europe, it faces difficult problems of economic
 

structure and political system; if anything the problems are even more
 

As you know, the Soviet Union is not a member of the IMF, but at
daunting. 

the request of the Houston Summit, the Fund, :ogether with three other
 

institutions, has made a study of the Soviet economy and Lfered some
 

preliminary suggestions on reforms in tiat country.
 

Why, you may wonder, has the IMF been asked by these reforming
 

countries--and by the wider membership--to play a leading role at the
 

outset? I think the main reason has been the widespread recognition tLat
 

fundamental reforms of the economic system to create a market-style of
 

economy will only succeed if they are accompnii_' Uy firm ?,id consistent
 

to deal with the immeoiate problems (budgetary and
macroeconomic policies 

moneta-y imbalances, and the attendant ills of high inflation, external
 

payments difficulties, poor growth, etc.). Clearly the success of
 

structural and systemic reforms would be seriously undevmin'd by the
 

persistence of macroeconomic instability Such an approach has been part of
 

the daily bread and butter work of the IMF for several decades, with what
 

Our experience with
are now 155 industrial and developing country members. 


them is proving to be truly rElevant to Eastern Europe.
 

f these countries is
I mentioned already that the programs of each 


unique. The IMF is careful to tailor its advice on program design, and its
 

financial and technical assistance, to the particular circumstances of each
 

country. In an ideal situation, countries would introduce all the major
 

reforms immediately--because the parts of an economic system are interlocked
 

and because there are even higher transitional costs if the reforms are
 

spread out over time. In practice, however, iZ is not porsible to make all
 

the changes at the outset. So 4mportant and difficult questions arise,
 

about which reforms have priority, and about their speed and sequencing.
 

I think it is now generally agreed--and this is a common el2ment of
 

most of the programs introduced recently--tnat it is desirale to introduce
 
(and
a market-determined price system, to open tne eco1,cmy to foreign trade 


hence, inter alia, to competitive pressures) and to move tocard currency
 

convertibility, as early as possible.
 

But it is likely that price liberalization, together with the reduction
 

or removal of subsidies and an initial correction of the exchange rate, will
 

spailk off a substantial initial jump in prices--the necessary "currectiv

price adjustment." There is then, however, a serious danger that this
 

initial jump in prices could trigger an inflationary spiral. This explains
 

the special importance, in each of the programs, of strict fiscal and
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monetary policies, to try to ensure that the "corrective" jump in prices is
 
a once-for-all episode. Another common element of the programs is that they
 
have aimed at a change in the role of the State, including, in practice,
 
reduction in the size of the state enterprise sector, to makc. room for the
 
emergence of a growing and more dynamic private sector.
 

One important area where there have been notable differences in the
 
programs is in the choice of exchange rate regime nd policies.
 
Czechoslovakia, Yugoslavia, and Poland, for example, have opted for pegged
 
rates in order to provide nominal anchors. Other countries have preferred
 
to operate somewhat more flexible arrangements, in part because of the low
 
initial level of their international reserves, or the need for a rapid
 
improvement in the balance of payments, or greater uncertainties about the
 
appropriate initial exchange rate.
 

A judgement of the best combination of policies has been made more
 
difficult because of the uncertainty about the immediate supply response to
 
reforms. We have attempted to take account of those uncertainties, as well
 
as of the urgent need for these countries to build up their external
 
reserves to support trade liberalization and their moves toward currency
 
convertibility.
 

Let me provide now a brief account of Poland's experience with reforms
 
in 1990, and then a brief encapsulation of the others, to illustrate the
 
main objectives, the main policy tools they have used, the most interesting
 
achievements, and the areas where problems arose. I should perhaps stress
 
immediately that we, like the authorities and people of these countries,
 
have simply been doing our best to produce workable strategies, in
 
situations of great difficulty, complexity, and uncertainty. None of us
 
would claim to have a blueprint for systemic reform. Rather, we are
 
applying, where possible, the lessons learned from many other countries, and
 
are learning a lot from experience.
 

Poland has been a dramatic and important example. To go back a couple
 
of years, you may recall that in late 1989, Poland was in a crisis of major
 
proportions. It was burdened with $40 billion of convertible currency debt;
 
high inflation (30 percent or more per month in the last quarter of 1989)
 
which threatened to escalate to hyperinflation; falling output and spreading
 
shortages; and an unsustainable and widening current account deficit. In
 
sum, the economic situation was deteriorating rapidly and the country was on
 
the verge of disaster. The government that came into office in late 1989
 
introduced a major program of systemic economic reforms. It became, in
 
effect, -he test case for this kind of bold approach. This package of
 
reforms was accompanied by--buttressed by, I should say--an equally
 
courageous macroeconomic program, designed to stabilize the economy rapidly.
 
The program aimed to bring down inflation quickly, after an initial upward
 
adjustment when prices were liberalized and the official exchange rate was
 
devalued, and to elicit an early supply response to eliminate shortages.
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The bold strategy to achieve these objectives included the following
 

main elements:
 

* a pegged exchange rate, and a tight incomes policy to control wages,
 

as nominal anchors; and
 
* tight fiscal and monetary policies.
 

The most important elements of systemic reforms were:
 

* the immediate freeing of domestic prices,
 
o the opening up of the foreign trade system, 
* and a wide range of measures to reduce the many institutional
 

rigidities that inhibited the greater market orientation of the economy.
 
Among these, the Poles embarked on a break-up of monopolies, extensive
 

reforms of the enterprise system, and progressive privatization of state

owned enterprises.
 

Now, what were the initial results of this bold approach?
 

The most encouraging gains were with respect to the fiscal position,
 
inflation, and the balance of payments. The pace of inflation decelerated
 
sharply from the previous year, producing a noticeable break in inflationary
 
expectations. Both the budget and the balance of payments showed
 
substantial surpluses. Another notable success of the program was the
 
almost complete elimination of shortages and lines outside shops, as a
 
result of the liberalization of prices and foreign trade. The most
 
disappointing results--even if not unexpected--were the significant fall in
 
real output, and the rise in uneuiployment. These were probably inevitable,
 

however, in view of the existeroe if many enterprises that were simply not
 
viable, and the large structuial transformation that was under way in the
 

economy.
 

The Polish experience in 1990 also revealed the persistence of deeply
embedded problems in a number of areas. These will need to be addressed in
 

the period ahead.
 

In particular, it is clear that implementation of major institutional
 

changes, such as privatization of large state enterprises and the creation
 
of a modern and competitive financial sector, are required, but these will
 

take time. And in the meantime the responsiveness of the economy to
 
liberalization and to macroeconomic policies may not be as efficient as we
 

had hoped. For example, the decision to free prices (at a stage in the
 
reform process when large state enterprises had not yet been either
 
privatized or split up into competitive units) may have allowed some state
 
enterprises to exercise the monopoly power they already had. This may
 
explain why prices rose more than expected in 1990, despite tight monetary
 
policy. Of course, we know how difficult, and slow, the process of
 
privatization has been in other countries--for example the industrial
 
countries of Western Europe--so we should not be too surprised by the slow
 

progress on this score.
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On balance, and despite some slippage, I would rate the Polish
 
experience in 1990 a very encouraging one. The Polish government is
 
designing an ambitious program of further reforms for 1991. I expect to
 
submit soon to our Executive Board for their approval an Extended Fund
 
Arrangement, to support a prcgram for the next three years. Its financing
 
has been significantly improved as a result'of the far-reaching debt
 
reduction operation agreed in principle by the Paris Club last week.
 

Having discussed Poland in such detail, I shall describe only briefly
 
the programs of the other countries. Hungary's program aimed at improving
 
the current account in convertible currencies to preserve external solvency.
 
In practice, the current account improvement exceeded the initial
 
expectations, but output and inflation performance were worse than
 
programmed. In Yugoslavia, the key target of the program was to reduce the
 
monthly rate of inflation to 1 percent by mid-year, using the exchange rate
 
and a temporary wage freeze as anchors. The program was initially
 
successful in stabilizing prices, but a breakdown of incomes policy and
 
slippage in monetary policy to accommodate the resulting pressures led to a
 
flare-up of inflation in the second half of 1990. Output also fell by more
 
than expected. Bulgaria, next, has very recently introduced a reform
 
program, and IMF support for this was approved only a week ago; their
 
program aims at price liberalization and adjustment in those prices that
 
were still controlled, together with a tightening of financial policies to
 
stabilize the economy quickly. Czechoslovakia also began to introduce
 
reforms in 1990, including an overhaul of legislation, dismantling of the
 
planning system, and reform of the banking system. For 1991 they are
 
combining major structural reforms, especially price and trade
 
liberalization, with measures to protect the external position, including a
 
devaluation, and tight financial policies to prevent the initial price Jump
 
from starting an inflationary spiral. And Romania, also, is in the process
 
of introdiicing far-reaching systemic reforms, including price and trade
 
liberalization, while simultaneously implementing macroeconomic measures 
to
 
stabilize prices and move towards a viable balance of payments situation.
 

Now, where do we stand with these programs? It is too soon to draw
 
very firm conclusions, but we are reasonably satisfied with the first
 
results, as reflected in the early experiences of Poland and Hungary, and
 
the first few months' results of Czechoslovakia's program. Also we are
 
impressed by the determination of the governments of these countries in
 
implementing their reforms, and the broad public acceptance.
 

There are three areas which deserve particular comment:
 

First, the fall in output in 1990, although inevitable, was
 
substantial; it exceeded 5 percent in all these countries except
 
Czechoslovakia.
 

These falls reflect a combination of unfavorable factors, most of which
 
were temporary. The introduction of reform, and expectations of reform,
 
generated large changes in actual or expected relative prices, as well as
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heightened uncertainty; either way, these induced a widespread suspension of
 
forward-looking spending decisions regarding investment and durable
 
consumption. Another factor was that the change in relative pri:es,
 
following liberalization, made some of the output unmarketable. And then
 
the reduction in output probably also was partly due to the breakdown of the
 
previous system of central planning. Next., the contraction in CMEA trade
 
also contributed to the reduction of demand and the disruption to the
 
productive system. And finally I would add that the official statistics
 
probably overstate the decline, because they give undue weight to the
 
traditional socialized sectors that are contracting, and give insufficient
 
weight to the private sector activities that have arisen in their place.
 

In sum, the fall in output was an inevitable result of the initial
 
phase of the transition to market economies. It was not, in general, the
 
direct consequence of the macroeconomic stabilization policies.
 

A second matter for comment and indeed concern, is the relatively slow
 
pace at which structural reform can actually be achieved, despite major
 
efforts by the authorities in these countries. This is because these
 
reforms are complex and far-reaching, and it inevitably takes time to design
 
them carefully, reach agreement on them in parliaments or other political
 
forums, and have them implemented. Many of them require new institutions,
 
or fundamental changes in basic legislation, or new work practices. For
 
example, it must be a major task for a newly-elected legislature, with
 
virtually no experience of the working of a market economy, to legislate on
 
property rights and bankruptcy or collective bargaining! And to take
 
another example, progress in privatization, introducing genuine competition,
 
and in really reducing state intervention in major enterprises, has been
 
very uneven.
 

One of the unfortunate consequences of the slow pace of structural
 
reform has been to complicate the task of macroeconomic policies. This is
 
especially noteworthy in the way that incomplete reform of the financial
 
sector has hindered the application of firm monetary policies. Three
 
aspects of structural rigidities and deficiencies may be stressed; the
 
weakness of banks' balance sheets, the lack of competition in financial
 
markets, and the segmentation of markets. Each of these has tended to make
 
monetary policy less effective than in a competitive and properly
 
functioning market economy.
 

Third, I would note the persistence of high levels of inflation. The
 
reforming countries will need to persevere with firm policies, if they are
 
to succeed in making an orderly transition to a market economy, while
 
maintaining social cohesion. They need to speed up the pace of structural
 
reform so that financial discipline will be more effective.
 

These three areas of difficulty show that these countries face a
 
daunting challenge in the period ahead. These problems can be surmounted,
 
provided the countries persevere with their reforms, and provided they
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receive sufficient support from the international community in the fields of
 
finance, debt, and trade.
 

External finance and debt. It is 
apparent that the reforming countries
 
will need substantial assistance for several years to come. In 1991, out of
 
the approximately $20 billion of financing-requirements that we can estimate
 
for East and Central Europe, we can expect about two-thirds to come from
 
official sources; this will include some $5 billion from the IMF, new
 
lending from the World Bank and other development banks, and debt relief
 
from official creditors, such as that which the Paris Club has just
 
announced for Poland.
 

As regards the IMF's contribution, I would expect the Fund's
 
involvement to continue to be substantial 
in some cases, depending on the
 
situation in each country and the strength of their programs. It might

follow the pattern of one or more stand-by arrangements followed by an EFF
 
for three years, as 
with Poland and Hungary. In most of these countries,
 
the pressing problem of macroeconomic stabilization will undoubtedly remain
 
an issue; but I would expect an acceleration of progress on structural
 
reforms, and with this 
one could expect the relative contributions of
 
institutions such as 
the World Bank, the EBRD, and the EIB tL. increase.
 

Finally, trade liberalization is an essential element of systemic
 
reforms, as 
it helps the countries to break down domestic monopolies and
 
reap the efficiencies from the international division of labor. 
 As I
 
mentioned earlier, the reforming countries have rightly put trade
 
liberalization high on their priorities. 
 But this requires also that the
 
rest of the world extend an appropriate welcome to these countries, as they

seek this closer involvement in trade. Provided the domestic and trade
 
reforms by the East European countries lead to market-determined prices and
 
the introduction of nondiscriminatory tariff structures, this should pave
 
the way for a suitable basis for their full integration into the GATT. This
 
in turn will allow the abolition of the special safeguard clauses that are
 
presently maintained by other GATT members 
in the face of the nonmarket
 
prices of state-trading systems. 
 Clearly the external trade restraints that
 
exist in many markets, especially in agriculture, soft goods, and high

technology exports, where East Europe has 
(or could attain) a comparative
 
advantage, are a serious impediment to the eventual success of their reform
 
efforts. Reduction of these impediments will be important, if these
 
countries are to achieve the increase in their exports that will be
 
necessary to finance their large import-intensive requirements, achieve
 
strong growth and establish a viable balance of payments.
 

To my mind it is essential that 
the industrial countries, in
 
particular, promote more open trading relations with these countries. 
 It
 
would be tragic if Eastern Europe, after abandoning a "bloc" mentality
 
because they recognize that it leads to inefficiency and a lack of progress,
 
would now be forced back into thinking defensively by a failure of the
 
industrial countries to observe market principles.
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I hope that this account of the experiences of Eastern European
 
countries has shown their diversity of approach, the courage such far
reaching programs require of the authorities, and the tremendous
 
difficulties that they face.
 

Clearly these countries will need sizeable assistance as they transform
 
their economies and seek a closer integration into the global trading and
 
financial networks. They realize that it will take a sustained effort on
 
their part, over many years, to bring about the far-reaching changes needed
 
to create a modern and competitive economy. They need not only economic
 
changes, including restructuring of production, and substantial investment,
 
but also a major effort of institution-building, and in many cases the
 
development of new attitudes and entrepreneurial spirit.
 

I think that all of us who are supporting their reform efforts--in
 
particular the governments of the industrial countries, the multilateral
 
financial institutions, and private creditors--are keenly aware that we will
 
need to stay committed. For my own part, I can state categorically that the
 
IMF understands its mandate. The IMF will continue its three-pronged
 
approach; by giving advice on the design of economic policies and reforms;
 
by providing technical assistance in the areas where we have expertise; and
 
by extending financial assistance on a conditional basis to those countries
 
whose programs hold out the promise of economic and financial viability in
 
the medium term.
 

*i,J 
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EXECUTIVE SUMMARY 

In 1990, the countries of Eastern Europe', including the Soviet Union, 
embraced the principles and spirit of post-World War Hl Western development 
embodied in the Bretton Woods institu,.ons, the General Agreement on 
Tariffs and Trade (GATT) and the Marshall Plan-principles of democrati
zation, marketization, modernization, and integration into a liberal, global 
commercial community. At the Bonn Conference on Economic Cooperation 
of the Conference on Security and Cooperation in Europe (CSCE), accep
tance of these shared objectives was expressed formally in the detailed 
concluding document signed by all thirty-five member nations. 

Responding to the new environment and consensus on objectives, Western 
multilateral institutions have begun to expand their scope and programs to 
include and assist the transforming countries. In addition, bilateral programs, 
aimed at fostering the flow of Western private capital into Eastern Europe 
and increasing East-West commerce, are moving forward. As this substantial 
assistance indicates, Western governments, including the United States, 
consider successful European transformation to be a high priority, worthy of 
attention and resources. 

CAN EUROPEAN TRANSFORMATION SUCCEED? 

Nevertheless, despite the far-reaching changes already initiated in the 
transforming countries and the impressive support programs marshalled by 
the West, the prospects for successful transitiop to freedom and prosperity 
in Eastern and Central Europe remain quite uncertain. Failure is threatened 
by two critical gaps between the anticipated (and needed) results of reform 
and actual performance. For the populations of the transforming countries, 
there is an expectation gap: the revolutions of 1989 and elections of new 
governments offered great promise for freedom and prosperity. But instead 
of new economic opportunities and higher living standards, these populations 
are now faced with the prospect of massive unemployment, starkly falling 
economic perftrmance, and deteriorating quality of life. Without some 
narrowing of ..his expectation gap, reform is not likely to be politically 

'For the purposes of this paper, the term "Eastern Europe" will be taken to include Poland, 
Czechoslovakia, Hungary, Bulgaria, Romania, Yugoslavia, and in most cases, the Soviet Union. 
The five new states of unified Germany may likewise be considered part of Eastern Europe for 
the period of transformation. Although no single term is fully satisfactory for encompassing
all of these countries, we have chosen to employ "Eastern Europe" for simplicity, based on its - 
usage by the U.S. Congress in the "Support for East European Democracy" programs. 
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sustainable. Furthermore, the economic sustainability of reform is jeopar
dized by the investment gap: foreign investment into the transforming 
coun.'ies, expected to be a primary engine of economic reconstruction, has in 
fact been rather limited. Without a narrowing of this investment gap, 
modernization of the East and Central European economies and their 
integration into the global economy will be significantly constrained. 

These critical shortcomings-the need to ameliorate popular expectations and 
assure the conditions for private investment-have become evident in spite of 
the substantial and well-conceived Western assistance provided to date. 
Without action to bridge these gaps, Western aid may be ineffective and 
ultimately wasted as European transformation efforts collapse. 

However, the critical gaps may be narrowed if Western institutions and 
governments direct their attention and work collectively to encourage 
comprehensive and simultaneous transformation programs within the 
transforming countries and remove external constraints that inhibit East 
European success. The United States has the opportunity and obligation as 
a global power and leader in the multilateral institutions to improve Western 
assistance efforts through better targeting and increased coordination. 

NEED FOR COMPREHENSIVE TRANSFORMATION PROGRAMS 

Lack of comprehensiveness and simultaneity in the domestic transformation 
programs of these countries leaves critical needs unaddressed. Transforma
tion, involving simultaneous marketization and democratization, produces 
difficult policy trade-offs and potentially conflicting purposes and goals. 
Moreover, in the wake of electoral revolutions, popular expectations are high, 
despite the likelihood of economic hardship in the transition. To ensure that 
these tensions and painful choices do not destabilize the reform process 
altogether, the transforming countries need to balance conflicting objectives 
and create stable mechanisms for building social consensus in support of 
change. Thus, although monetary stabilization must be a high priority, it 
could be balanced rrom the start with plans for coping with unemployment, 
the sharo decline in production and living standards likely to occur in the 
process of stabilization, and pressing needs in infrastructure, housing, 
environment, and health care. Building the basic institutions of market and 
democratic sysrems is also an urgent requirement because they serve as 
mechaiudsms for resolving recurring policy trade-offs. If social needs are 
deferred in favor of partial, rapid adjustment and democratic processes are 
avoided in favor of decisive executive action, transformation is less likely to 
be successful or sustained. 
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Targets for Western Assistance 

Clearly, it is neither possible nor desirable for Western institutions and 
nations to establish the underlying social pact for change in the transforming 
countries, or to decide how the inevitable trade-offs should be resolved. 
However, the West can assist in identifying the trade-offs of alternative 
strategies and can then target its assistance to complement the domestically
selected programs so that, as steps are taken toward market-zation and 
modernization that create painful dilemmas, Western programs could help to 
facilitate and ease the transition. In this way, Western assistance might be 
more effective in narrowing the dangerous expectation gap that threatens 
political stability; moreover, by enhancing stability, it would improve the 
environment for foreign investment. 

Specifically, urgent needs the West could address include: 

.	 Technical assistance and expertise for assessing the economic and 
social impact of alternative reform programs. Tests of "strategic 
consistency" could be developed and applied to proposed programs 
that consider together fiscal balance, monetary growth, labor con
straints, foreign exchange constraints, and political constraints. 
Through such concrete technical assistance, for which Western multi
lateral institutions (particularly the new OECD Centre) have substan
tial capability, the West could promote greater comprehensiveness and 
simultaneity in country-specific transformation programs and help to 
identify the crucial gaps likely to arise in the process. 

o 	 Technical assistance in building basic market and democratic 
institutions, for example, development of central banking institutions 
through IMF programs and development of legislative institutions 
through interparliamentary exchange, coordinated potentially through 
the CSCE. 

o. 	Targeting financial assistance to critical, transitional needs that 
cannot be adequately met by domestic governments or by private 
foreign investment. For example, support for infrastructure, environ
ment, and health care could provide for social needs and absorb labor 
released from military production; such programs have been successful
ly provided by the World Bank elsewhere. 

NEED TO MITIGATE EXTERNAL CONSTRAINTS 

External constraints over which the transforming countries have little control 
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could overwhelm their prospects for economic growth and integration Into the 
global economy even if domestic market and democratic systems begin to 
function successfully. These constrabnts also inhibit the inflow of private 
foreign investment, contributing to the investment gap ai.d lurther damaging 
the prospects for economic developmen. The obstacles could be reduced 
through coordinated action among the Western nations and institutions; 
furthermore, if coordinated, Western action to alleviate these constraints 
could be linked to progress within the transforming countries toward shared 
objectives of marketization and democratization. 

Market Access. Developing modern, competit'.ive economies will not 
be enough for Eastern Europe if external markets are limited or 
substantially closed to competition, especially int agriculture. The 
results of the current GATT talks on expanding the scope of GATI 
rules, reducing non-tariff barriers, and strengthening GATT sanctions, 
are therefore critical to East European transformation prospects. 

Debt Burden. Even if Western loans for development spur industrial 
modernization and increased trade, some countries, especially Poland, 
Hungary, Bulgaria and Yugoslavia, will find it difficult to carry their 
debt servicing through th, medium- or long-term and get necessary 
access to the financial market in the near-term. 

P. 	Technology Transfer. Slow and uneven lifting of export controls and 
continued lack of protection for intellectual property will add uncer
tainty to technology transfer, needed in the earliest stages of reform to 
support modernization of productive capacity and infrastructure. 

i 	 Regional Cooperation. The deterioration of the Committee on Mutual 
Economic Assistance (CMEA) and the shift of all Soviet energy trade 
to convertible currency (at sharply rising world prices) in Januaiy, 
1991, could cause serious dislocations and substantial unemployment 
in Eastern Europe. These changes could place unbearable pressure on 
the transforming economies. Building on the Marshall Plan experi
ence, regional cooperation could be made an element of Wester-n 
assistance to the East; e.g., assistance to the USSR might be condi
tioned on developing a plan that moderates price increases and assures 
adequate continued supply to Eastern Europe. 

ROLE OF THE UNITED STATES 

The United States, while expressing support for East European reforms, has 
appeared hesitant to become fully engaged in the transformation process. 

-7 :



IX 

Several important steps have been taken: three advisors on Eastern Europe 
were named by the U.S. administration; a coordination mechanism for the 
Group of 24 was proposed at the 1989 Paris summit; some direct assistance 
has been approved. But these efforts fall short i the potential :eadership the 
United States could provide. Assuring a peaceful and sustainable transition 
in Europe does not depend only on the volume of material resources; the 
United States has an important role to play in influencing how resources are 
used. The United States can exercise leadership by drecl.ng Western 
attention to the dangers inherent in the expectation and investment gaps. 
Western multilateral institutions and governments have undertaken many 
valuable programs; the problem is not one of generating new programs of 
assistance. Rather, the challenge for the United States is in coordinating 
existing efforts and targeting them to ieet the most urgent needs of the 
transforming countries at the most crucial times, and in encouraging Western 
cooperation io remove the external constraints, despite the real political costs 
these actions may entail. This is a role that the United States is uniquely 
positioned to fill. 

Working through Multilateral Institutions 

A new kind of leadership bears consideration, in which the United States acts 
as primus interpares among the developed nations. The United States should 
work through the existing multilateral institutions to advance the shared 
objectives of democratization, marketizadon, modernization., and global 
integration. Drawing on its long investment and leadership in the Western 
multilateral institutions, the U.S. can reap an "alliance dividend" by emphasiz
ing a combination of financial and technical assistance funded primarily 
through these organizations and strengthening coordination among them. 

Promoting Structured Dialogue 

More specifically, the United States should generate and participate in 
structured dialogues in the transforming countries and between them and 
external actors. Structured dialogues are officially organized debates, hearings 
or discussions that address problems of strategic policy; they should compre
hend all transformation objectives, give voice to a spectrum of viewpoints, 
apply tests of "strategic consistency" to po!icy decisions, and seek balance in 
resolving the problems of transition. With use of democratic processes such 
as public parliamentary hearings a necessary process of comprehensive, 
simultaneous domestic transformation that balances monetary stability, 
employment, output and social needs in a social pact is likely to make 
transformation more likely and sustainable. 

Structured dialogue is a useful mechanism for addressing the particular short

http:drecl.ng
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comings of transformation outlined herein, because it can establish stable 

underpinnings for action based on consensus among all affected parties. Such 

dialogues can be fostered by individual institutions (for example, among the 

IMF, the World Bank, the EC, and/or the OECD and a transforming country) 

or by individual countries (for example, bilateral interparliamentary exchanges 

aimed at developing legislative structures and parliamentary procedures). 
Coordinated dialogues, however, are also needed; the OECD and the CSCE 

are potential forums for developing such dialogues and adding incrementally 
OECD Centre forto the effectiveness of Western assistance. The new 

Cooperation with European Economies in Transition and the expanded 

monitoring and consultative role of the CSCE will provide new opportunities 

for coordinated dialogue among transforming and aid-providing countries. 
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American Business and Private Sector Development
 
Initiative for Central and Eastern Europe
 

U.S. trade and investment can play a major role in supporting

political and economic reforms in Central and Eastern Europe.

The American Business and Private Sector Development Initiative
 
is designed to promote the growth of U.S. investment,

participation by U.S. firms in infrastructure development, and
 
increased involvement of small and medium sized U.S. companies in
 
bilateral trade.
 

This initiative is a $45 million two-year project carried out by

AID, the Department of Commerce, the Overseas Private Investment
 
Corporation and the U.S. Trade and Development Program in
 
partnership with the private sector.
 

Primary emphasis will be on five key sectors identified by the
 
Central and Eastern European countries and ourselves as of key

importance: agriculture and agribusiness, energy, environment,
 
telecommunications and housing.
 

The six elements of the program are:
 

An American Business Center in Warsaw, Poland which will make
 
available office space and technical business services on a user
fee basis in cooperation with the private sector.
 

Consortia of American Businesses in Eastern Europe which will
 
support groups of mainly small and medium sized U.S. companies

wishing to enter the East European market. Grants will assist
 
U.S. trade and business associations in selected sectors in
 
establishing a presence in the region.
 

Expansion of Commerce's Eastern Europe Business Information
 
Center to develop information and provide assistance to U.S. and
 
East European companies interested in trade and investment.
 

An AID Capital Development Initiative designed to provide

assistance to Eastern European governments and private sector
 
firms in designing infrastructure projects in ways that will
 
encourage the involvement of U.S. companies.
 

Additional funding for feasibility studies by the Trade and
 
Development Program related to the five sectors described above.
 

We are also seeking legislative authority to expand OPIC's pilot

equity investment program to include Eastern Europe, so that OPIC
 
can make direct investments in promising joint ventures.
 

# # / 
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FACT SHEET
 

Trade Enhancement Initiative
 
for Central and Eastern Europe
 

From the beginning, U.S. support for political and economic
 
reform in Eastern Europe has emphasized not only aid but trade.
 
The U.S. has led the way in extending increased access to its own
 
market and in encouraging the European Community and others to do
 
the same. Listed below are additional initiatives in the trade
 
area that the U.S. is undertaking at this time.
 

(1) GSP Duty-free Benefits
 

The President is expected to approve shortly a significant
 
expansion of duty-free benefits covering $182 million in Central
 
and Eastern European country exports under the Generalized System
 
of Preferences (GSP). Czechoslovakia will be added to the list
 
of beneficiaries which already includes Poland, Hungary and
 
Yugoslavia. These increases are in addition to $500 million in
 
duty free imports from Central and Eastern Europe at this time.
 
In addition, the President has decided to speed up implementation
 
of $176 million in benefits to May 1 from the traditional July 1
 
date.
 

Over half of the expanded Eastern European GSP benefits will
 
go to Poland -- $93.3 million of the $182.4 million. This
 
action will more than double the amount of Poland's duty
free exports under GSP.
 

(2) Overcoming Informational Barriers toTrade:
 

The Administration will sponsor a series of seminars designed to
 
ensure Central and Eastern European countries': a) understanding
 
of U.S. trade laws including anti-dumping and countervailing duty
 
provisions (AD/CVD); b) familiarity with the GSP program and
 
procedures; c) access to data on trade flows, and on U.S. quota
 
fill rates; d) familiarity with open procurement laws and
 
procedures.
 

AD/CVD: 	 The Department of Commerce will conduct seminars for
 
Eastern European officials on U.S. anti-dumping and
 
countervailing duty laws. These seminars, to which
 
interested enterprise representatives will be welcome,
 
will focus on the methodology used to analyze dumping
 
in non-market economic cases. The Commerce Department
 
will also 	discuss the implications under AD/CVD laws of
 
the move towards greater market orientation.
 

- more 
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GSP: 	 Commerce, State and USTR representatives will conduct a
 
series of GSP seminars in eligible Central and Eastern
 
European countries to ensure that enterprises are
 
familiar with GSP benefits and procedures for taking
 
full advantage of the program. The next seminar series
 
is scheduled for late March in Prague, Budapest and
 
Warsaw.
 

QUOTAS: 	 Embassies in Central and Eastern European countries
 
will be kept informed on quota fill rates and ensure,
 
in cooperation with responsible host government
 
officials, chambers of commerce, etc., that this
 
information is available to local producers.
 

PROCUREMENT: Commerce and OMB are prepared to organize a series
 
of seminars for Central and Eastern European countries
 
on recommended government procurement laws and
 
transparent procedures which, if adopted, would result
 
in savings, purchase of improved products, and fair
 
competition, and would also enable these countries to
 
seek accession to the (GATT) Agreement on Government
 
Procurement.
 

(3) Regional Economic Development Initiative (REDI):
 

The Administration is developing a program to promote new
 
commercial ties between companies and business organizations in
 
comparable economic regions of the United States and Central and
 
Eastern Europe, with a particular focus on promoting trade with
 
the region's burgeoning private sector.
 

The Commerce Department program will match companies in
 
complementary economic regions in the United States and
 
Central and Eastern Europe. The program, using existing
 
Commerce Department resources and facilities (e.g., the
 
Eastern European Business Information Center and U.S.
 
Foreign Commercial Service offices), will focus on building
 
a data base of regional and local business leaders and
 
groups in the United States and Eastern Europe. This
 
information will be particularly useful in matching small
 
and medium-sized U.S. companies with counterparts in Eastern
 
Europe's burgeoning private sector and in promoting new
 
trade and investment ties among these entities.
 

(4) Removal of Impediments to Trade Expansion:
 

The President is prepared to send to Poland and other reforming
 
Central and Eastern European countries a team of experts, led by
 
the Office of the U.S. Trade Representative, to conduct a prompt
 
and intensive review of internal and external barriers to
 
expanded trade with the region, and to propose specific solutions
 
to problems identified.
 

(5) Access to the European Community
 

The President is challenging the European Community, Central and
 
Eastern Europe's largest market, with the largest potential for
 
trade expansion, to re-double its efforts to open its markets to
 
Central and Eastern European countries and to open all sectors
 
(including agriculture) for liberalization under the free trade
 
area agreements now under negotiation with Poland, Hungary and
 
Czechoslovakia.
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EXECUTIVE SUMMARY 

The United States faces a drastically new geopolitical and economic situation 
in Europe and is now in the process of reexamining its national interests and 
redefining its policies in light of the radical changes now taking place in 
Europe. In doing so, it must discard the old assumptions which formed the 
foundation of its policies during the Cold War. Soviet domination of East 
Central Europe is now a thing of the past, and a new balance of power is 
taking shape that will affect Europe and the world. The United States must 
forge new policies based on new thinking and a new long-range policy 
framework different from the guidelines formulated at the onset of the Cold 
War almost a half century ago. 

Poland remains strategically important to the rest of Europe and the United 
States. It lies between a reunified Germany and a changing, albeit politically 
and economically diminished, USSR. With a population of 38 million and a 
land area of over 300 thousand square kilometers, Poland is the largest of the 
East Central European countries. 

The Atlantic Council's Task Force on Poland concludes that the Solidarity-led 
government has made gre±at strides towards establishing a democratic gov
ernment and a market economy but it faces some rough terrain ahead. The 
Task Force believes that the United States and the West have a strong inter
est and role to play in helping to ensure the long-term viability of the reforms. 

Since the beginning of 1990, the government has drastically reduced a rate of 
inflation that had been crippling the economy, restored a degree of economic 
stability that has permitted food and other necessities to return to store 
shelves, and devalued the zloty to a realistic exchange rate that has restored 
it as an acceptable means of exchange. The government is now pursuing pri
vatization to demonopolize industries and eventually make them competitive. 

But Poland confronts immediate and long-term economic problems that, if not 
correctly addressed, could undermine its accomplishments. Stabilization has 
come with the price tag-unemployment. Poland faces the possibility of having 
one tenth of its labor force unemployed. A $45 billion foreign debt promises 
to strangle economic reform even before it has had a chance to get underway 
unless Western creditors seriously consider some form of debt relief. Poland 
is suffering from dislocations resulting from severely reduced oil and natural 
gas supplies from the Soviet Union and from reduced or eliminated markets 
in East Central Europe, as Germany has unified and the other members of 
the Committee on Mutual Economic Assistance (CMEA) members pursue 
economic ties with the West. 
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The government has established a political structure that permits the 
transition from a Communist dictatorship to democracy. Poland is poised to 
undertake its first freely democratic presidential elections in November, to be 
followed later by free elections for the parliament. The Mazowiecki gov
ernment had made great strides in replacing the nomenklatura with non
communists in policymaking positions at all levels. 

Poland now faces long-term domestic political challenges. The consensus that 
overthrew the Communist government has split and new parties are emerging 
from all points on the political spectrum. Poland will have to be able to forge 
a working consensus among the various political forces to maintain political 
stability and allow democracy to succeed. 

In terms of its foreign policy and national security interests, Poland has 
achieved much in a short time. Polish concern over its border with the newly 
unified Germany has apparently been resolved with German assurances. The 
Mazowiecki government has taken steps towards the removal of Soviet troops 
from Polish soil within two years, if not sooner. Poland's task will now be to 
forge new relationships that allow it to become part of a restructured Europe 
and to play an important role in the international community in general. 
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Summary
 

Transforming Eastern European economies into market economies
 
requires unprecedented reforms. After identifying the main features
 
of these reforms, this paper analyses their sequencing, that is,
 
whether an optimal ordering of their introduction can be discerned.
 

A clear statement about the intended end results of the reforms
 
is indispensable for their success and to smocth the transition path.
 
Not only do the final objectives of the reforms condition the nature
 
of the required policies, but also private sector responses are more
 
likely to reinforce government action if the ultimate objectives of
 
the reforms are clearly understood.
 

The various aspects of the reforms are interdependent. Issues
 
of macroeconomic stabilization, for instance, are not easily distin
guished from structural reforms, nor is it always correct to propose,
 
as is common in the context of developing countries, that the former
 
should precede the latter. Similarly, price reform is ultimately
 
linked to currency convertibility, and problems associated with
 
privatization, decentralization, and enterprise management are
 
interrelated.
 

This interdependence implies that a reform strategy should be
 
as broadly based as possible. At a minimum, the first phase of a
 
reform package should contain measures to achieve macroeconomic
 
stabilization by removing open-ended subsidies to enterprises,
 
price reform by introducing external convertibility to make the
 
economy more competitive, and rapid but prudent privatization of
 
state enterprises.
 

The paper also gives a number of reasons for preferring a rapid
 
t. a more gradual reform process. Finally, it recommends that in the
 
early phase of the reforms a social safety net should be established
 
to defuse opposition to the reforms.
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Financial Reforms Essential
 
In Eastern European Economies
 

T he Eastern European nations Conditions in Eastern Europe form: banking reform-because the 
must restructure their financial Brainard points out that the state- bulk of savings will flow through the 
market if they are to become owned commercial Lanks in Eastern banking system-and privatization of 

successful market economies, accord- Europe "are engaged in a misalloca- enterprises, because it is essential that 
ing to Lawrence J. Brainard, an tion of resources of massive propor- users of investment capital be respon
international economics consultant. tions." Many of them sarted operat- sible for its effective application. He
Brainard won first prize in the 1990 ing with an inherited overhang of stresses that the two types of reform
Amex Bank Review awards for his troubled assets; they face restricted must go hand in hand: pnvatization
essay entitled "Reform in Eastern Eu- competition; they never put their own without banking reform would faii torope' Creating a Capital Market." capital resources at risk because any ensure that capital is allocated to fims
The awards, which were launched in potential losses would accrue to the that can use the resources most effec1987 to promote new ainalysis Ministry of Finance or the central tively. And banking reform without on current intemational economic bank; and they have limited leverage privatization would only perpetuate
and financial issues, are given in over their borrowers. Thus hobbled, the accumulation of bad loans in 
memory of Robert Maijolin, the first banks' portfolios.
Secretary-General of the Organization 

* " 
 In his recommendations for finan
for Economc Cooperaion 
 and cial reform, Brainard suggests that the 
Development. 
 ;focus should be on cleaning up theIn his essay, Brainard discusses why balance sheets of firms and banks. The
reform efforts in Eastern European .mechanisrs for cling this include
economies have not succeeded, re- bankruptcy, rehabilitaion, and/or pri
views the state of banking and finance 
 -- vatization. Governments should pur
in socialist economies, and makes rec-
 ;  sue these options but at the same time
ommencations for financial reform. carefully momtor their costs with a 

" -'t ,, ~ view to rmnmin:,g their fiscal impact;Why Reforms Haven't Worked otherwise, inflation will result. In ad-

The reformrs in Hungary, Poland, and 
 dition, sound accounting principlesYugoslavia have generally not been and practices should be used.
 
successful, accorchng to Brainard, be- Brainard: financial reforms should
 
cause there has been an ovemding focus on.cleaning up balance sheets. Brainard says that cleaning up


banks' balance sheetsemphasis on radical economic stabi- should not bethese banks simply cannot play a role done by pushing them into

lization measures before key structural in the allocation of capital that is simi-
 bankruptcy. Given their pivotal role in

reforms were ready to be imple- lar to the role played by sound bank-
 the financial system, this would have

mented. Moreover, the structural re- ing institutions active in Western capi-
 ittle social value. The only viable op
forms were msguided, for, although ta. markets. They should be viewed tion, he says, is to restructure the
they included privatization, financial more as fiscal agents of the treasury banks. The best way to do this is toreforms-in particular, banking re- than as banks in their own right. recapitalize them, first, by lifting the

forms-were inadequate. Notably, the 
 bad loans out of their portfoos, and

financial reforms focused on ehmi- Recommenda~ions for Change 
 then, by providing a mechanism for in
nating losses associated with subsidies 
 Brainard maintains that the creation of jecting new capital.
and credit flows. They did not address a capital market in which resources are One approach is for the govern
the balance sheet losses of banks allocated efficiently is an essential ment to purchase the banks' bad loans
and enterprises, which "lie at the component of Eastern Europe's eco- with long-term bonds, paying a posi
heart" of Eastern Europe's financial nomic transformation. Creating such a tive interest rate spread over the
market ills. market calls for two major types of re- banks' cost of funds. The capital of the 

January 7, 1991 
..
 



banks could then grow over time. 
thanks to the elimination of problem 
loans and the positive net income flow 
from the government bonds. With 

improved 1ccounting practices and 
prudent supervision, the banks could 

be made profitable fairly soon. They 
could then form the core of an emerg
ing capital market. 

Brainard notes that such an opera
tion could be fiscally costly: the gov

ernment would have to absorb losses 
on the banks' bad loans as well as 
transfer new resources to banks 

through interest payments on the 

bonds. But the operation would be a 
one-step exercise, with fiscal costs 
spread over the life of the bonds. As 
such, it is likely to be "less costly than 

doing nothing." 

The Role of Foreign Banks 
Finally, Brainard considers the role 
that foreign banks could play in accel

crating the creation of new capital 

market institutions in Eastern Europe. 
He suggests that, in the short term
especially during the transition to mar
ket-based economic systems-foreign 
banks are likely to perceive "substan
tial risks" in domestic lending, and 

their activities would not come close 
to matching those of local banks. 

Eventually, however, the rapid 
creation of a modem banking system 

in Eastern Europe would require the 
transfer of skills and know-how 
quickly and on a signi6cant scale. 
Such a transfer is unlikely to occur 
"unless countries are willing to grant 

interested foreign banks a significant 
domestic banking franchise without 

the legacy of past bad corporate 

debts." This would suggest, according 
to Brainard, that financial market 

restructuring in Eastern Europe "is a 
necessary precordition" for the 
successful and rapid transfer of West

em capital into commercial banking 

in these economies. 
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In EasternEurope: 
e P eVS. 

The Socialist Elite 
By MILTONFIINiOAN 

Afew months ago. my wilfeand I spent 
a week inPoland(ur experience in War-
saw illustrates strikingly thecentral jocnt

splendid 
Dec. 24 editorial "Uh. Gh. thePeople--
nafoiely. thetendency fortetliectual elites 
isdenigrate ordinary people andinbelieve 
that they should run thegovernment 

In the course cI our visit. I gave a tal 
toClub Europa. an organlatinn of the 
leading intellectuals in Poland. mst of 

that this newspaper made in its 

whosi hadIwre menmbers of Solidarity's 

Intellectual faction andhadparticipated 

actively in theanll.-cio iinunlst caipaign. 

Many are currently serving in the govern. 

inent of Tadeusz i,
Mazowiecl now the 
carela.ker prime ninister. 

I choeasmy topic -Whythe United 
Statesis Nstthe Right Model forPoland," 
eventhough thetalk hadbeenarranged by 
theUS InformationService My pont was 
that during the century and more preced 
Ingetelnsive governlmient inInvolvement 

theeconomnty.
theUS hadbecome wealthy
 
enough afford to s o 
sothat wecould now 
port large and wasteful governments. ti-
gether federal, stale andlocal I spending 
more than ,r" of our national income and 
lnirposing regulations andcontrols that dis-
toi the econotity Iargued that theright 
nodel fora country currently aspooras 
Poland wasHongKongibeforethe Chinese 
takeover orthe U.Sofa century ago,not 
theU.S t ttoday 

Thepredominant sentiments of theso 
dience quickly tecame evident onceshe 
talk wasfollquedbyquestions My te 
andI were Inmlediately transported back 
a decde or more, t sintilar confrona-[ion s on,deite omerican eto-r.
tins with Amoerican 'kberaa"-l. so 
cialtsta, 


out of 
that era, when I wasunder continual at. 
tack for having lectured InAugusto Pino 
Cie's Chileandfor supposedly directing 
theactions of the s-called Chicago boysin 
reforming Chile from my office inChicago 
To paraphrase, the first question was 
"flow doyoujustify having served as con 
sultant to GenPlinochet whenhewas the 

The hrst question was strictly 

dictator .fChile' Theshort answer. -I 
never did "But more iniportan., it isyears
since I have been bedeviled bythat qucS 

WeStL Chilehaslurned 
into a success story. having 
tionIs dhe stnce 

succesfully
achieved a transition topolitical demur 
racy. sndhaving becomethe arongest 
-uoomy inLatin America 

TheInitial question wastoflowed by 
more subsuanive onesthat made itclear 
that most of the intellectuals.while 
strngly anti-communist, werestill Scital 
IsiThey werebending tothecurrent tash 
fonbytalking abouttheneedt resort to 
the market, buttheir conceptofthemir. 
ketwasstrongly Influenced by the Lange 
Lerner vision ofa socialist markel econ 
ony-I e.,onerun bythet They did not 
trust thepeople, they knew belter what 
wasgoodforthem A few participants dil
feted. and agreed with my free private 
market sentiments, butthey were clearly 
Is a mminorltyin this elite group 

This neettng sharply contrasted with 
we we had ha aday earlier with a group 
of legislators atthe Parliament, a meeting

arranged forthat hadbeen s bya War
sawlibertariangroup. The atmosphere 
was hospitable. nothiotile. directed at pro
ming greater understaniing ofwhat a 
free market required andhowItprivate
worked, notatmaking debatnr points sod 
questioning motives.Had that beenmy 
only expos re to the intellectual climate of 
Poland. I would have departed with wholly
unjstfiedspumLomabout lorthcotnWIu 
events 

Thesocialist inellecualsdonot have a 
monopoly ofie intellectual community 
There are strong anddedicated groups of 
libertarians. Iti in Kracow andin War 
saw. and presumtably elsewhere as well. 
All ofthe libertarians wemet, all strotg 
proponents ofrapid movementto a true 
free private markei economy. were back 
ing Iech Walesarather than Mr. Ma. 
bOwiecki forthcoing presidesinthethen 
stWelection 

The split between the proponents of a 
socialist market econonmy.or-to uselan
guage they would prefer-sociad denoc
racy aIASweden.andproponents Ofa true 
free private market ecohmiy is byno 
meansitinutedtoPoland Weexperienced 
ite same pheionlenon toCzechoslovakia 

VaclavKlau.thecur
On theoneside. 

rent financeminister, oandhis followers 
want toconvert sute proporty toprivate 
property promptly andlet the marketrule 
On theother, veterans oftheDuticek at
tempt toachieve communism with a hu
man face," both returned exiles andourvI. 
vorsat home.reliiato convinced that their 
progriat could have worked Ifithadnot 
beensorudely interrupted bytheSoviet in
vaslon They have thesupport of many 
younger Intellecluals, particularly In the 
humanities andthesiedia, whomight label 
their version of essentially thesane pro, 
gram "Capltaiism with a human face -

ts 
I

believe that neither the one nor the other
cccopailble with economic prosperity and
humanfreedom. 

hat hp I ut Er d 
inEaer Europe
Wha happens de.
 

very much onwhich ofthese intel 
lect theday.
pends. 


lamovements Carries 
If the intellectual planners carrythe 

day, I fear that Eastern Europe will settle 
down tosomething like many Latin Amerl 
can countries, aneconomic level decidedly 
higher thanunder Communist rule, but 
without any internal dynamic sources of 
growth andwith severe Imnitations oitper.
aoval freedom. 

On the other hand,Ifthe proponents of 
truly treeprivate markets carry the day.
Poland. Czechoslovakia and the other East 
European countries could duplicate the 
"economic miracles" of Germany. flong 

Kong. Taiwan, Chile and Japan. They 
could becomethe most rapidly growing 
area in EuropeAfter all. they lack net 
ther human nornatural resources, only the 
economic Institutions required to bring 
them In life. 

Mr. Frtedinni, I7 N,be lieratefor
 
)a mtrk munnalnrn IS4 elan enionomirs. 

osea lArHtwir Sitiltlu
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U.S. Assistance to Poland
 

Recent Economic Developments
 

In 1990, Poland adopted and implemented a comprehensive program
 
of economic reforms more extensive than that of any other country
 
in Central and Eastern Europe. The new government of President
 
Walesa is taking important steps to further the development of a
 
market economy by placing special emphasis on speeding up the
 
pace of reform in general and the process of privatization in
 
particular.
 

Responding to requests for assistance from the Polish Government,
 
the U.S. government provided over $300 million in grant
 
assistance in 1990, and offered substantial credits from the
 
Export-[Import Bank and the Overseas Private investment
 
Corporation. The United States has begun projects in
 
agriculture, privatization, technical training, and labor
 
training, and concentrated ventures in clean fossil fuels, and
 
air and water quality in the Krakow region.
 

All of these activities will continue in 1991, but U.S. technical
 
assistance will expand considerably as we begin new ettorts to
 
help restructure the Polish economy. The Unite,] States will also
 
substantially increase the amount of funds available for equity
 
investment through the Polish-American Enterprise Fund, and will
 
initiate new progzams to encourage U.S. private sector investment
 
in Poland.
 

ASSISTANCE ACTIVITIES
 

1. Democratic Initiatives. U.S. programs in this area will
 
provide:
 

Equipment and training for the national legislature,
 
focusing primarily on the establishment of parliamentary
 
procedures and the development of effective research and
 
infornation systems.
 

Training for local and regional legislatures, city and
 
regional managers, and other local public administrators in
 
the basic skills of governance and administration.
 

Support for independent media, including the establishment
 
of a Media Resource Center in Poland.
 

- more 



2
 

2. Food Aid
 

In 1990, the United States provided over $90 million in food aid
 
to Poland. This assistance was intended to help stem Poland's
 
declining standard of living and ease the budget crunch by

improving the efficiency of private agriculture. Thanks in part
 
to the effect of the market on supplies, major food aid will not
 
be needed in 1991.
 

3. Stabilization Fund. The U.S. granted $200 million to the
 
Polishi Stabilization Fund in 1990 as part of a U.S.-led multi
donor hard currency reserve in support. of the transformation of
 
the economy. The fund made possible limited conver'ibilty of the
 
Polish zloty by creating a reserve to be used by the Polish
 
Government if additional foreign exchange is needed. Poland has
 
not had to draw on the fund to date, and has earned substantial
 
interest that the Polish government may use in support of its
 
economic programs.
 

4. The Polish-American Enterprise Fund, to be capitalized at
 
$240 million, received $35 million in FY 1990, and will be given
 
an additional $69 million in FY 1991. This privately managed
 
investment fund can take equity or debt positions in new
 
businesses or recently privatized firms, leveraging private
 
capital and often facilitating joint ventures. For instance, the
 
Fund is already financing private banking, new housing
 
construction, and agribusinesses.
 

5. Environment and Energy. U.S. programs carried out by AID,
 
the EPA, and the Department of Energy will provide equipment and
 
technical assistance for clean fossil fuels, technical assistance
 
for air and water quality, and technical assistance to redress
 
decades of environmental degradation. The United States is also
 
providing assistance in improving energy efficiency.
 

6. Labor Market Transition. Tne U.S. Department of Labor is
 
providing help in the dv[elopment of unem.Loyment insurance, job

re-training, the creation of regional unemployment centers, and
 
other "safety-net" mechanisms to assist those most disadvantaged

during the transition to a market economy. The AFL/CIO is helping

with the strengthening of trade unions and the retraining of the
 
labor force.
 

7. Peace Corps. Approximately 100 volunteers are in Poland
 
teaching English, working on environmental projects, and
 
assisting with small businesses.
 

8. Trade and Development Program (TDP). TDP is financing over
 
$4 million in feasibility studies, consultancies, and training
 
programs for major development projects with large export

potential for the U.S. private sector.
 

9. International Financial Institutions. 
The United States as
 
lead shareholder, has encouraged the World Bank (IBRD) to provide

strong support to Eastern Europe's redevelopment. The Bank
 
already has plans to lend $9 billion to countries of the region.

We have also led the way in obtaining an additional $7.5 billion
 

- more 
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in funding to Eastern Europe by the International Monetary Fund
 
(IMF).
 

10. The U.S. Agency for International development is launching a
 
number of new activities which will focus on the development of
 
the private sector in Poland. Some of these projects are:
 

Privatization and Enterprise Restructuring will provide
 
technical assistance to prepare state-owned enterprises for
 
privatization, to assist private firms operate more
 
efficiently, and to help government agencies out in place
 
the policies, laws, and regulations necessary to
 
privatization.
 

The American Business and Private Sector Development
 
Initiative will stimulate the transfer of U.S. technology
 
and the flow of U.S. capital to Eastern Europe by promoting
 
business opportunities in the region for American firms.
 

The Competition Policies, Laws, and Regulations project
 
provides technical assistance in rewriting laws and
 
regulations regarding taxation, antitrust, and the ownership
 
and transfer of private property.
 

In the Financial Services sector we will assist in the
 
critical development of a competitive banking industry and
 
help create new financial institutions.
 

Management Training and Economics Education will help
 
develop the technical, management, and economics skills
 
necessary to operate a market-oriented economy.
 

In the Housing sector we will provide technical assistance
 
for development of housing markets and a competitive housing
 
construction industry.
 

In Agriculture and Agribusiness we are helping to develop a
 
true cooperative system and create the framework for further
 
privatization.
 

In the Humanitarian sector, we are assisting with the
 
improvement of health care and the creation of an improved
 
social safety net.
 

11. In adition, the Citizens Democracy Corps, a private

voluntary organization created with the assistance of a U.S.
 
government grant, is helping to mobilize the resources of the
 
private sector to assist in the Polish transition. CDC Chairman
 
Drew Lewis is directing a major effort to modernize the Polish
 
transportation and distribution system. Hundreds of private U.S.
 
organizations are mounting their own programs in Poland as well.
 

#t # 
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Yugoslavia: Breaking Up Is Good to Do 
By AmNt Aet.aAim 

ZAGREB. Yugoslavia-To inOe,the 
aritied gdJceIiei outside tie presidential 

all te here in the capital ofthe republir of 
Croatia are adisturbing sign Brandishing 
their recently acquired Kolashnlkovs, the 

IxlCelien uard the leaders of a new kind 
of Croalian regie.I"oe that promises to 
ue violence to protect its interests 

But one ian's nattunalsnt is another 
ntan'o palrtlsf,.and one man s threaten 
Ing gesture Is another tan's self-defense. 
Matty Critatlans mulcoiie the new nilitia 
asa symbolofnatiomal pride They say the 
much criticized gutis titay even beneces 
sary Ifthe Yugiislav cerral goversment in 
Belgratde ever threatens the dcniocrati 
cally elected guveronent of Croatia With 
goo reason, they fear It might 

The dilenm should be famnilar to ob-
servers of theSoviet Union A small repub 
lic decides to break away from a larger, 
Communtist domnated federation Wanting 
its own national flagand natitna apther,
Its own econotic policy-and. of course. 
Its own army-lte sitall separatist side 
trumpeLs i s will to secede.Nationalist.pa 
trio leaders buy weapoissand stuck an 
muries. Threats are made. suspicion grows 
ot bolh sides Advocates o: "International 
stability" fear civil war, accusethe smoll 
naii ot belligerence. and set about trying 
to hold tie federation together.

Hat beturetor theniv ligaclassiBso bstare we revert to he clas lingo 
AM start lking about "astcond Bkan.
Izatiot ' or "anoiher Lehan,, situation' It 
to worth it to take a look rt what Isreally
gting on in CentraJ and Eastern Europe. 

In Yagusata. us in the Soviet Union,
the trouble is not separalism itself, bit the 
confusion that results from dual lines of 
authority Muachlike the Sootet consaila- 
lion. Yugoslavia's !ederal constitution 
rants the six republics a theoretical au 

tooatily wuch like the Soviet docunent.the Yugoslav charer also falls to inag.tihe practicalities of secesist 

Permaent Coscl 
As a result. Yugoslavia now has two le-

gal systemis.republican and federal The 
systems are equally legilttiate. yet come 
Into perlltanent conflict Thestale ofYugo-
slaula, for exaniple. Isperfectly Justilied In 
calling for the arrest of the Croatian de 
fensenitnister. whois accused of import. 
Ing those shiny I;ew Kalashntkovs from 
Hungary But theCroats are equally Justi. 
lied It refusing to give theman up Their 
niter is a mieniber of a leglitimate gov-

ertltetit, and they feel he hasthe right to 
naintain his small armed force, anyway 

Croattans. however. oavea reasonable 
hope that the dilliculties of transition 
fruit unhsppy federation to independent or 
serioindeplendeln slates can beicIrmorary 
Selratistil, whilier it is called national. 
I$ii fitrioltisti. or the fight against big 
govritieit. itmayeventually ittiprove life 
for everytie. 

The distinctions here mayIn obscure to 
foreigi'oi -this confusing country his six 

languages and two alphabets But C-oats 
feel themselves to be thoroughly different 
frn flir tieighb<iis-jusl as Lithuaniats 
feel theiiiselivs to te ditfferenti Run101 
Croatia speak anothwr language.while her 
bia. tue npublic to the East, Is Eastern 
Orlheuos rather than Roiian Catholic, his-
torically Ottoman rather tfl.n Austro-Hun 
,arian 

stansor Estotars Slovenis to West of 

Certainly Crratian local patriotism, in 
asusinig ph etinon to inhabitants of 
more settled nations, seentisreal enough in 
Zagreb Nearly halt a illion peopleceln 
bratled when the city resurrected the 
bronzeslatue of a 19thcentury Cr tan 
hero. Bearded vendors are still dong a 
gotd busitiess, setling history books,repro-
ductiuns of medieval maps, and tiny na, 
tiunal tlags beneath thehooves of is In-
possibly tnuscular horse 

Suchestliusiaso is always prefrrable to 
the soggy boredom of commsittunitInterna 

OJ LIA 
MAA 

n .oe-
Minta" 

. d ir 

speech, but not all of the republics see fit 
totransmit It, e may passa law, but riot 
everyo seesfit to obeyit 

Monetar" fulicy has suttered worst ofall Over at[the C suateidnNatiat Hank,a 
subsidiary of the goai CentratlBank., 
h eb ank giov or desttsrs of e vr inatior 

tanniig thetight controls his country needs 
to fight Inflation, which has risen as high 
as2.{xlk" in the past tir throws a thick 
docuiieni unto his desk, an account o how 
Ie Serbian Parliament managed to steal 
$1.3billion from the federal budgetwithout 
anyone fitding out utilit it was too late. 

The Serbs. unatulugelic and uninier. 
ested in nionetartmi, iauined to use the 
money for farm subsidies "The federal 
budgel has simply hecome an endless 
source of funds; each republic wans to 
take asmuch as possihle." the Croatian 
banker complains Before World War If 
the bank bilding, with its neo-clssiral la 
cade, was the Croattanistock ?xchange. Za. 
greb was an international finsoctal renter. 
ft could be again, but won't be In the cur. 
rent attcsphere of distrust. 

Undoubtedly, thefinanctl cmstsof div. 
slon are high If Croatia duesget a rea! 
separation. and vol iten-ly a tew form of 
rontederation. It will hed a newcurrency. 
in independent central bank, adiploniatic 

'service. a border patrol, and many other 
11 


we revertgnt 
( a 

, 

WE" 

flJlsrit and nol only for atetic rea 
ioaln onlero t canlduniSt 
isCraanteohrostcotnuit 

Esropeans. will needtrettendous stamina 
to gel through thenext few years of harsh
economic reforni Succeusful privattationwill require energ) and enthusiasm, faith 
I p fI Sove.eign or semi sovereignfuture 
Croatia would bettiuch iyure conducive to 
such sentimetits than an unhappy Yugiislav
federativon While small entrepreneurs 
would find i easer to plan for thefuture in 
a country that they thitik of as their own. 
no one invests in a coutry thaLtis con 
Manly on the brink ot disaster 

Even leaving such Intangibles aside. na 
liotiat diflrences can lead to real prob-
lettis i planning federal piolicy. i'cently. 
Serbia elected a cottintunist goveri vent. 
while Crtia ivirludlly unaniinuslyi 
elected Christian Den scrats Now. ae re, 
public calls for prignes toward capital 
Lsti,whilelie other wools tomaintain cen 
Iral planninig As a result, Yugoslavia's 
overgrown. inetlicient ec niotmiy. f:- nimny ' 
years considered the '5best' ti Eastiro 
Europe. is now lagging thertfurois ofoth-
es 


ilrist btwren iho repub!;-s Is run 
nitik sa high that a iurdti.tld irderal 
ecivoItic refurm I nearly liltITi1sible The 
Yugoslav prile t iy aminisi t nhik 

tool of sovereignty more espensive than a 

tiny militia. Yugoslavia's national debtwll 
have to be divided up among republics,
contracts will have to be rewritten, laws 
soadtuneschangedEvenso, when thepDn
tentlI of econontlc retorn is weihd so 
berly against the status quo,the costs of 
staying In aregreater than the costs of 
leaving
 

'Another Sfaatajevo

AtrAohrSrjn 

There will still be problems with on 
clear borders. local ethnic conIlicts. differ 
ences over It,, to ivide tl theold getpolitica' reAs)ns fir kepiig the federation 
together haventelld away alongwith the 
Cold War. Yugoslavia is nuta bulwark of 
independene in the region. or a thorn in 
the side of MoscowTo therest oft Europe. 
the division of Yugislavia can hardly
taike any stralegn difetence Much of the 
Western optposilltn lua Yugoslav breakup 
is ased on a fear of' otather Sarajevo" 
fear that oititolviso i n Europe will cause 
war But that specter is really a false 
one- even fearful rst Europeans do not 
usually argue that Croatian independence 
will cause World Wan IIt 

The impoifanantluing here is to consider 
the lnguige we ue Not ongago. "stabil 
tiy Etsiern Europe was a euphemism 
for cotiniiued Soviet duititiation Now. 
sabili) in Yugoslaia is a euphetism 

for big gveromlnit, cetitral planning and 
therepresoin ill smtallia:ons Soperhaps 
stability should, this tite around, besacri. 
fi-ed oIchliage. 

Ms. Appicbriti is busedi Woesat r 
Itc EjiutvUiii 

http:Nationalist.pa


The Atlantic Council of the United States 
Hungary on the Road to Reform: Challenges and Opportunities 
I.or' U.S. Policy Policy !'aner 
Josenh I.Lieberman, Co-Chairman 
Lionel II. Olmer, Co-Chairman 
Francis T. Miko, Rapporteur, February, 1991
EXECUTIVE SUMMARY 

The United States and the West have a strong interest in Hungary's successful 
evolution. As one of the first East European countries to embark on major 
reforms, Hungary can serve as a model and affect developments throughout 
the region. Failure by Hungary to make. a successful transition would have 
an unsettling effect. Hungary's structural, institutional and legal reforms as 
well as its progress toward privatization are further along than those of other 
East European countries because of an earlier start. Hungary '.as moved to 
full-fledged multiparty pluralism. Despite the good start, Hungary's political 
structures are still fragile. 

As in other East European countries, the new government faces the 
immediate and difficult task of dismantling the communist system. Hungary's 
economic situation has continued to deteriorate as the country moves to make 
the difficult transition to a market economy. To the government's inherited 
problems of economic stagnation, a $20 blilion debl, a crumbling infrastruc
ture, and severe environmenta degradation, new ones have been added. The 
country has been hit by one of the worst droughts of the century and by the 
Persian Gulf crisis, reducing agricultural export earnings and raising energy 
prices and cutting off Iraqi oil supplies at a time when the Soviet Union is 
sharply curbing energy supplies to Hungary. Furthermore, important markets 
for Hungarian goods in th USSR and the former East Germany have been 
sharply reduced or cut off. 

There have been some positive trends to balance this gloomy economic 
picture. Hungary's export performance improved in 1989 and its hard 
currency account improved significantly during the first nine months of 1990. 
While overall industrial output declined, private sector production increased 
by some 25 to 30 percent in 1990. Furthermore, Western investors are 
showing some confidence by embarking on ventures in Hungary. The 
enactment of new laws has either removed or significantly reduced long-stand
ing regulatory and bureaucratic obstacles to the promotion of enterprise 
formation and foreign investment in such enterprises. 

The Hungarian government now bases its foreign policy on new concepts and 
is working to develop new security arrangements. As recently articulated, the 
country hopes to become part ol an enlarged European/Atlantic community 
of nations, including the United States and Canada as integral players. In 
early 1990, Hungary and the Soviet Union reached an agreement calling for 
the total withdrawal of Soviet forces. Hungary is seeking to end its military 
role in the Warsaw Pact in 1991 and favors the eventual dissolution of the 
organization. 

7 (.G 
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For the West, the question of how much we should do in Hungary and 
Eastern Europe depends on our assessment of the cost of the failure of the 
region to make a successful transition. The cost of failure for the United 
States and, especially, Western Europe (in defense, security, social, and 
budget terms) would be far greater than the resources contemplated to help
the region. The biggest threat at present to a stable democratic Hungary, in 
which the rights of all citizens are protected and which is at peace and 
cooperating with its neighbors, would be a major economic crisis. This could 
trigger a political crisis, which, in turn, could exacerbate tensions among 
groups within Hungary and relations with neighboring countries over 
conditions of Hungarians living there. 

Therefore, the first United States and Western priority is to provide economic 
and moral support that will ease and shorten the pain of transition to a 
market economy and help to instill public confidence that the economy can 
be turned around in a reasonable time. The second priority is to help
strengthen democratic political institutions and to help establish effective 
civilian control over the internal security and military establishments. The 
third priority is to help integrate Hungary, along with its neighbors, into the 
Western commurty of nations. 

The 	basic elements of U.S. policy toward Hungary include: 

P, 	 normalization of bilateral trade and investment relations; 

1 	 assistance to help support the transition toward democratic pluralism 
and the nile of law; 

01 	 steps to promote Hungary's transition to a market-based economy, 
including the establishment of the Hungarian-American Enterprise 
Fund; 

1 	 U.S. participation in multilateral adjustment assistance programs for 

Hungary; 

• 	 programs in scientific and environmental cooperation; 

elimination of stringent export control restrictions that hamper 
access to high technology; and 

e-	 promotion and coordination of U.S. private sector efforts to assist 
Hungary. 
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The new U.S. policy reflects the view that the needs of Hungary and other 
East European countries are better served through the transfer of technology 
and skills, as well as by assistance in developing private enterprise and market 
infrastructure, than through large infusions of money--especially through large 
scale government-to-government grants-which in fact are difficult for the 
United States to provide under current conditions of budgetary stringency. 
U.S. assistance can only provide a small contribution toward Hungary's need. 
The United States must do its fair share, nevertheless, so that it can 
encourage other countries to do more bilaterally and multilaterally and 
recognize that what Hungary does will be the most decisive factor for success. 

Hungary has taken impressive first steps to transform its political and 
economic system in a short period of time. Much more needs to be done, and 
there are serious obstacles along the way. The biggest threat to Hungary's 
continued positive development is the deterioration of the economy. 
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EXECUTIVE SUMMARY 

In June 1990, in their first free elections in forty years, the Czechoslovak 
people clearly endorsed President Havel's Civic Forum and its Slovak 
counterpart, Public Against Violence (PAV), insuring continuity of leadership 
and policies. A governing coalition, which includes Slovakia's Christian 
Democratic Movement, commands the necessary two-thirds majority in the 
federaL parliament to adopt a new constitution. Winning a strong third place 
in the elections, the Communist Party remains a significant factor in 
Czechoslovak politics. Despite some division within its ranks, the Party will 
benefit from any hardship and political unrest produced by economic reform. 
Local and regional elections on November 23-24, 1990, found the Party a 
force to be reckoned with, but the results did not undermine the governments 
at the federal and republic level. 

With national, local and regional elections over, constitutional revision has 
emerged as the most portentous issue on the political scene, largely because 
of its link with ethnic nationalism. A states' rights issue, constitutional 
revision will transfer much of the power centralized in the federal governmeat 
to the Czech and Slovak Republics, raising concern as to the adequacy of 
authority at the federal level. Slovak politicians have been aggressive in their 
insistence on an early and drastic redistribution of the spheres of competence. 
This issue has absorbed time and energy that might otherwise have been 
directed toward economic reform. 

Decentralization could have the side benefit of breaking up the stranglehold 
of the communist bureaucrats within .the government structure and of 
facilitating the move toward private enterprise. Increased autonomy at the 
regional level could likewise improve the environment for economic change. 
It will not diminish the dynamics of ethnic politics. Ethnic nationalism has 
proved to be more of a threat to the new democracy than communism. The 
important Hungarian minority in southern Slovakia is making the same use 
of free political expression to articulate national aspirations as are the 
Slovaks, providing the potential for serious ethnic strife. In the Czech lands, 
Moravians are making their own jurisdictional claims. Czechoslovakia's 
transition to democracy has been stormier than anticipated. 

Czechoslovakia's Itransition to a market economy promises to be equally 
difficult. At the ,ery point at which it has begun the removal of subsidies and 
price controls and has drastically devalued the crown, the country has 
experienced a sharp cutback in shipments of oil and other raw materials from 
th%USSR and will henceforth have to pay for such imports with hard currency 
and at higher prices. Iraq, which is in substantial trade debt to Czechoslova
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kia, was to have beou a standby source of oil. Czechoslovakia's largest trading 
partner, the USSR, has reduced its purchases of Czechoslovak exports, and 
industries in the former East Germany have canceled outstanding contracts 
with Czechoslovakia, many of which were for machinery ordered to specifica
tions and not saleable elsewhere. 

Czechoslovakia will require multilateral assistance in establishing reserve 
funds to help stabilize the crown and to offset a loss of revenue during a 
period of unfavorable balance of payments, economic recession and tax 
reform. Under a trade agreement with the U.S. signed in November 1990, 
Czechoslovakia now enjoys most-favored-nation (MFN) status and may qualify 
for additional benefits under the Generalized System of Preferences (GSP). 
An investment treaty with the U.S. is in progress. Czechoslovakia has 
concluded a ten-year trade and cooperation agreement with the European 
Community (EC) and has been promised EC funds for currency stabilization, 
environmental clean-up and support for infrastructure projects. 

Privatization in Czechoslovakia is proceeding slowly, impeded by the inertia 
of the old order, the problem of demonopolization, the lack of competent
personnel, proper accounting records, banking and financial services and by 
the reluctance of the Havel government to appear to "sell out" thw. country's 
assets to foreigners or to former comrmnist insiders." Czechoslovak officials 
see their industry as capable of becoming internationally competitive in 
precision engineering and in machinery for the textile, printing, paper and 
glass industries. 

For the country's leadership, the light at the end of the long, dark tunnel 
ahead is the prospect of duty-free association with the EC and the European 
Free Trade Association (EFTA) and of participation in an evolving communi
ty of European nations, collaborating in conflict resolution and in economic, 
environmental and humanitarian affairs. At the November 1990 Conference 
on Security and Cooperation in Europe (CSCE) Summit in Paris, in the first 
institutionalization of that process, Prague, with U.S. support, was selected to 
be the site of a small CSCE Secretariat. Czechoslovakia has cut back its 
military budget for 1990 and 1991 by 25 percent, is reducing its armed forces 
by a third and has curtailed its armaments production. It has remained a 
member of the Warsaw Pact solely to accelerate the process of European 
disarmament and will be pleased to see the Pact disbanded. In condemnation 
of the Iraqi invasion of Kuwait, Czechoslovakia has deployed an anti-chemical 
warfare unit to the Persian Gulf. Its relations with Cuba have cooled to the 
point that it will no longer represent Cuban interests in Washington. 
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At a time when the role of NATO is undergoing change, when the U.S.
military presence in Europe is being reduced and when the Soviet system isin some turmoil, stability in Central and Easterni Europe is more than ever a
major U.S. objective. Czechoslovakia sits astride this Central and East
European region of peril and promise, its borders flanking the USSR, Poland,Hungary and the West With U.S. and Western encouragement, Czechoslova
kia could become a cornerstone of progress toward democracy and marketeconomics. Without such support, including a lively U.S. commercial and
cultural presence, it could provide one more setting for turbulent politics,
ethnic nationalism and economic despair. 

Moral support is important along with material and technical help. The
people of Czechoslovakia were cut adrift by the West at Munich in 1938.Today, alarmed by the situation in the Baltic Republics and by the failure ofgfLwwst and perestroika in the Soviet Union, they see Western attention
focussed on the Persian Gulf At no time should they be given the impression
that success of their struggle for political and economic reform is less than a 
high priority for the United States. 
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A Divorce That Could Save the Czech Economy 
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prises valuedat 1130b'ln Avanlablefor 
porchase bydomestilcor foreign invesits. 
A law wi.n also passed tat will return as 
much as$107billion of nalun.lized prop-
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support the rule of law andthe creation of 
a tnidern econony, but they differ on how 
much theedoni to allu market force.

Alihtingh his plans have been delayed 
by ninnlliN of bureaucratic Infighting, Mr. 
Klaus S visionfur Czechoshvahia is clear. 
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Transforming the Ownership System
in Eastern Germany 

spart of a shared legacy with and supervisory boards. Most of these carry out their privatization, reorga-

Eastern Europe, what was for- boards' members and chairmen are nization, or liquidati-ion. The~iauibeia 
merly East Germany now faces top managers of West German enter- ofsuch operationshasbeen estimated 

the formidable task of transforming prises and banks. at 30,000-40,000. Treuhand is em
its ownership system. On the eve of powered to make all the necessary 
unification, East Germany's public Treuhand's mandate is to assume financial transactions, including se
sector, including cooperative farms, ownership ofstate enterprises and to lective assumption of debt and envi
accounted for about 95 percent of to
tal employment and output. Specifi
cally, the public sector comprised 126 : , ;i",& k " 4 .-, ,x . . ,, , ,f. , ,/, . ,


national kombinats (vertically-inte
grated groups of enterprises with 
similar product lines and under comn
mo~n management) covering 3,300 
enteiprises. Each komlinaf em
ployed an average of 24,000 workers. 
The public sector also included 95 
regional, multi-unit kombinczts, each 
employing about 2,000 workers, and 
some 4,0"O agricultural production 
cooperatives, virtually state owned. 

The state trustee agency 
Treuhandanstalt (Treuhand) was set 
up in June 1990 to handle the man
agement of this vast empire. 
Treuhand is de facto the largest and 
most diversified holding company in 
the world, with a portfolio of some 
8,000 enterprises, many of th em multi
enterprise units, and reportedly holds 
40 percent of the total area of eastern 
Germany. At its inception, Treuhand 
also assumed all public debt. 

Although formally su~ ordin ate to the 
Ministry of Finance, for all practical 
Purposes Treuhand acts autono
mously, with its own management 
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ronmental obligations, and can bor- 'Treuhand'semerging philosophy im- Salzgitter). Such firms will have tobe 
row funds as needed. plicitly rejects any "giveaway" sold later through the stock market 

privatization patterns. Specifically, once a realistic market value is estab-
Treuhbnd initially faced severe diffi- Treuhand will remain the only agency, lished; the speed ofsuch privatization 
culties assembling a qualified staff. with some devolution to local branches will be matched to the capacity of the 
Eventually in October 1990, West dealing with smaller units. No other stock market to absorbthe increment 
German banks and corporations, af- holding companies or mutual funds of capitalization without a slump. At 
ter some political .rntwisting, agreed will be created. The agency will move the same time, small service enter
to assign several hundred middle with due speed, constrained only by prises and retail shops are to be sold 
managersand experts from theirown the principle of financial prudence. offor leased out quickly, ifpossible, to 
staffs temporarily to Treuhand. But Prudence excludes any free front-end qualified local operators. 
staffing problems continue in the 15 distribution of ownership to citizens 
regional offices. Although the head in theform ofvouchersorshares. The Treuhand's mandate is to move at a 
office in Berlin handles the 1,000 citizens merely have a claim in the speed commensurate with economic 
biggest units, all other enterprises unlikely event that a surplusremains conditionsandfinancial prudenceand 
are overseen by the regional branches. after Treuhand has completed its without the constraint of deadlines. 

tasks. Furthermore, assets can be 
By the end of October 1990, all state given away only if they are deemed Proceeds from the sale of enterprises 
enterprises were formally converted worthless. In extreme cases even will be used to cover costs of other 
into joint stock and limited liability "negative" prices are conceivable. To units' liquidation. In addition, 
-ompanies; about 200 privatizations the extent possible, ownership and Treuhand's revenues can be spent on 
had been negotiated; and about 60 control will be passed on to individu- selective debt write-downs or write
privatization arrangements - some als and organizations that have suffi- offs, assumption ofexternal risks, such 
involving very large enterprises - cient resources and competency. as claims from former owners, and 
had become effective, with proceeds accumulated environmentat costs. 
of DM1.5 billion realized. Financial 
statements are expected shortly. Ne- As implied before, Treuhand does not 
gotiations over another 500 enter- ... E pnasis is follow any particular procedural 
prises are under way. In addition, 7 e rl doctrinebeyond choosingan approach 
some 2,000 local public utility units clearly...to avoid on a case-by-case basis. Several forms 
and all housing units have been of contractual arrangements, either
transferred to local communities to squandering East applied or considered, further illus
be managed or disposed of according Germany's trate this pragmatic approach: 
to Treuhand guidelines. 

recarious Privatization can be accom-
This unprecedented task was begun plished through "incomplete con
by a new organization under enor- patrimony tracts" if the process becomes stalled 
mous political and administrative in the absence of realistic accounts 
pressures. Some widely-publicized through haste or as no reliable asset evaluation of a 
cases ofcorruption and incompetence , ge - firm is possible - or if the "risk pre
and a stormy settling-down period sfectacv ar g ve- mium" to prospective buyers would 
have marked the brief history of aways have to be very large because of the 
Treuhand. It is not surprising under unpredictable requirements of reha
these circumstances that the opera- bilitation. These incomplete contracts 
tional policies and practices are still allow asset valuation by auditors to 
forming. For financial and managerial reasons, be postponed until after the status of 

only West German or foreign firms thefirmisnormalized. Onthebasisof 
Treuhand's statutes and government normally will qualify as buyers for such a valuation, the appraised price 
pronouncements list the familiar the large units.These will be broken of the firm is shared between the 
catalogue of privatization objectives: upasmuch aspossible, anddebtswill buyer and Treuhand. 

" introduction of competition; be written off as necessary to ensure 
" promotion of private entrepre- solvency. No further restructuring * If heavy debt prevents the ac

neurship; will be carried out by Treuhand just quisition of an otherwise viable firm 
0collection ofrevenuesfrom sales to achieve quick privatization. Viable by qualified buyers, Treuhand can 

of assets; large firms that do not attract buyers assume servicing and amortization of 
*control over thefiscaldrain from who can offer a reasonable price will part or all of the debt. 

illiquidity; be reorganized under Treuhand as 
• improvement of productive and "mixed enterprises" and run by • In addition to agriculture, where 

allocative efficiency; and Treuhand-appointed managers and large-scale leasing seems to be the 
# stimulation of inflow of techno- boards (as was once the case in West only type of conversion feasible in the 

logical and managerial know-how and Germany with firms such as short- to medium-run, leasing is also 
capital. Volkswagen, Lufthansa, and applicable in the manufacturing and 

December 1990 2 Volume 1.Number 9 



Tronstion 

service sectors. Given the lack ofsuf-
ficientfundson thepartoflocalinves-
tors and operators, leasing is a useful 
approach for promoting local entre-
preneurship. 

* To ensure fairness of opportu-
nityandtomaximizepublicrevenues, 
conversion is to be carried out on a 
competitive basis. For small units, 
this would be through auction. For 
large units, offers can be solicited by 
invitation. Unsolicited offers will be 
made public, with an announcement 
of intent before the legal procedures 
are completed. 

Few conversionshave been concluded 
so far, but the size ofseveral currently 
under way is substantial. After much 
public debate and threats of legal 
intervention by the monopoly coTitrol 
agency, the powei generation and 
distribution faciiitiesweresoldtonine 
West German power companies. Lo-
cal distribution grids were transferred 
free of charge to the local communi-
ties. A controlling minority share of 
East Germany's gas distribution 
company was sold to the leadingWest 
German distribution company. Most 
of the remainder will be sold to former 
East German states and to other Eu-
ropean gas distribution companies. 
These latter have a stake in the out
come because of the hook-up between 
the Soviet Union and the Western 
European pipeline, which goes 
through Ge,-many. One of the largest 
East German cement companies was 
sold to a French firm, and equally 
large contracts have been signed in 
the automotive field. 

Transformation of the agricultural 
sector, consisting of large specialized 
production cooperatives, is expected 
to be particularly difficult. The en
forced collectivization in the 1950s 
was followed by massive emigration 
of the farm population to West Ger
many. Former ownership records 
were destroyed after the collectiviza
tion. For political and social reasons, 
selling land to West German or for
eign investors on a large scale is not 
considered a feasible option. On the 
other hand, few members of the 
present cooperatives ar, interested 
in becoming independent farmers, and 
even fewer have the financial re-
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sources to purchase land. In any 
case, it is unlikely that the legal un-
certainty can be disentangled except 
through a drawn-out process. There-
fore, Treuhand must devise a legal 
framework for large-scale leasing of 
land to individual farmers or to sinall 
voluntary cooperatives and for set-
tling questons of ownership. 

Treuhand's approach hnd activities 
suggest a few partially overlapping, 
tentative generalizations about its 
divergence from the prevailing 
thinking elsewhere in Eastern Eu-
rope: 

* The approach is a pragmatic 
mix of conventional measures imple-
mented on a massive scale rather 
than being radically new. 

* The expected flow of transfer 
payments within Germany from the 
western to the eastern part of the 
country is anticipated to be well in 
excess of $3,000 annually per capita 
for the next decade (in addition to 
large inter-regional capital flows). 
However, the emphasis is clea'.ly on 
economizing the process to avoid 
squandering East Germany's pre-
carious patrimony through haste or 
spectacular giveaways. 

The Wodd Bank/CECSE 

* The political economy of 
Treuhand's approach does not seem 
to be encumbered by considerations 
of whether it is buying legitimacy 
through the free distribution of 
wealth, nor is it markedly affected by
considerations of distributional eq
uity or locus of control. 

* Concern for economic and fi
nancial prudence and the preference
forpragmaticoverradical approaches 
may lead to trade-offs between speed 
and efficiency. One possibility is to 
devise an open-ended schedule for 
the completion of the program. An
other possibility arises from the pres
ence of a potentially sizeable com
mercialized public sector, or mixed 
sector, which will only gradually be 
privatized through conventional stock 
market operations. 

Martin Schrenk 
World Bank, CECSE 

Among ources usd: paper by Gerhard Poh.l, 
Geneva Office of the World Bank, November 
1990, and Claus Schnabel's paper Structural 
Adjustment and Privatization or the East 
GermanEconomy,presentedinNovembcr190 
at a conference at Johns Hopkins University's 
School for Advanced International Studies, 
Washington, DC. 

',7]
 

http:clea'.ly


NATIONAL JOURNAL 212,91 

Helpma on liold
 

Efforts to help the 

Soviet Union move to a 

market-based economy
have been put in 

abeyance as thee 
Gorbachev regime 

zlppears to be tryintg o 
reverse the movement 

toward political 
liberaliznt'.on. 

BY B UCE STOKES
BY BRCE SOKES 

ate last year, several World Bank 

officials visitcd Leningrad and met 
with the city's leading economic ex-
perts. The talk soon turned to the 

Soviet practice of "state orders," through 
which the central government frequently 
purchases nearly all of a factory's produc-

tion.
Soviet and Western economists agreed 

that state orders were economically de-
bilitating and removed all incentive for a 
manufacturer to control costs and im-
prove quality. 

"State orders have to go," one of the 
Leningrad economists vigoiously as-
serted. "We'll replace them with munici-
pal orders." 

This innocent comment, relayed by a 
dismayed World Bank offi
racialwho attended the Lenin

grad meeting, exposed the 
fundamental challenge fac
ing the Soviets as they try to 
develop a market-based 
economy. "There is an ap
palling ignorance of basic 
economic concepts" in the 
Soviet Union, the official 
said. 

But economic illiteracy is 
only one of many problems 
now bedeviling the country. 
Its economy is contracting, 
inflation is spiraling out of 
control and uncmployment 
is on the rise. And, until re
cently, political liberaliza
tion had undermined central 
authority at the very time 
that decisive action was re
quired to carry through 
needed economic reforms. 

Now, Soviet President 
Mikhail S. Gorbachev dp
pears to be tryi'ig to reverI P 
the movement i,,ai lib
eralization. But his success 
would still leave open the 
question of whether he 
would use his power to ca.ry 
out economic reforms. 

for Western help. But the Soviet eo 

nomic vortex also threatens to sink even 
the most well intentioned foreign aid and 
technical assistance projects. 

"The Soviets are in a state of economic 
civil war," Robert D. Hormats, vice pres
ident of Goldman Sachs & Co. and a 
former State Department official said, 
"malung it harder and harder to help 
them." 

At the moment, plans for even such 
limited assistance are on hold. (See box 
p. 266.) In the wake of Moscow's bloddy 
repression in Latvia and Lithuania, the 
Senate and House approved nonbinding 
resolutions urging the Administration to 
withhold trade and other economic txne
fits from the Soviet Union until the 

. 

," 

-, 

-
The chaotic situation in Goldman Sochs &Co. vke: president Robert D.Hormats 

the Soviet Union cries out "he Soviets are in a slate of eonomic "vIl wa." 
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crackdown ends. The European Commu-
nit. (EC) temporarily suspended its aid 
program. And the major industrial na-
tions have indefinitely delayed plans to 
provide technical assistance to the Sovi-
ets through the World Bank and the In-
ternational Monetary Fund (IMF). (See 
bat, p. 264.) 

In the long run, however, "we still have 
a stake in the outcome" of developments 
in the Soviet Union, said Harald B. 
Malmgren, an international consultant 
whose advice has been sought by both 
Moscow and the governments of the So-
viet republics. "We still want a continued 
decline in arms spending. We have an 
interest in facilitating the trensforniation 
of the Soviet Union into a more Western 
society."

"With all our other problems," said 
William Danvers. a member of a recent 
task force on Eastern Europe and the 
Soviet Union organized by the Atlantic 
Council. a Washington think tank, "how 
the Soviet Union eventually transforms 
itself is still the monumental foreign pol-
ic.question confronting the world. And 
it is incumbent on the United States to 
try to pla. a role." (Sec tho Issue.p. 258.) 

But what, if anything. Washington can 
do to help the Soviet Union reform its 
economy isnot clear. And it is the West's 
impotence in the face of the Soviet 
Union's economic turmoil that troubles 
manm experts on East-West relations. 

DECLINING LIVING STANDARD 

Gorbachev won his Nobel prize as a 

peacemaker. He never could have won it 
as an economist. Six years afler launching 
peresrroika, Gorbachev's restructuring of 
the Soviet economv clearly includes more 
rhetoric than reality. The vast majority of 
the Soviet people lived better under Leo-
nid 1.Brezhnev in the 1970s than they do 
today. 

"The traditional centrally planned (So-
viet economic] system has largely col-
lapsed but has not been replaced by a 
functioning market system," said a De-
cember study by the IMF, the World 
Bank, the Organization for Economic 
Cooperation and Development and the 
European Bank for Reconstruction and 
Development. The study was done at the 
request of the leaders of the major indus-
trial nations who gathered earlier in the 
y:ar at the Houston economic summit. 

With the old state economic controls 
in disarray and the marketplace provid-
ing little discipline, the Soviet economy is 
unraveling, 

By official estimates, the Soviet 
Union's net material product (roughly 
equal to Soviet national income) fell by 4 
per cent in 1990. The multilateral institu-
tions conclude that it could fall by at least 

5 per cent this yea:. The officially pro-
jected inflation rate of 12 per cent last 
year could well rise to more than 40 per 
cent in 1991, according to the December 
study. Unemployment, which stood at 15 
per cent in 1990, could climb to 6 per cent 
in 1991, not high by American standards 
but still a dramatic increase in one year. 

Internationally, the Soviet economy is 
not faring any better. Exports were down 
12 per cent in 1990 and will probably 
drop further this year. The nation's for-
eign debt stood at S54 billion at the end 
of 1989, which is low by Third World or 
even Eastern European stand
ards; nevertheless, large debt 
repayments are due this ve:'.r. 
As a result, the stud) est;nates, 
the Soviet Union this yroar will 
need international loans of $5.6 
billion-S 10.2 billion (depending 
on the world price of oil) to fi
nance its expected balance-of-
payments deficit. 

Perestroikahas left much eco
nomic reform undone. Despite 
Soviet declarations of belief in 
a market economy, most goods 
will still be produced under 
state orders in 1991. The de
fense industrial complex still 
corners the highest-quality Ia
bor and the best raw materials, 
severely relarding productivity 
grosih in the civilian economy. 
Defense factories still make all 
of the country's television sets 
and most of its refriger'tors. s 
With no competition, quality 
remains low and prices high. 
Even when reform is at-
tempted. the defense establish-
ment ofien perverts the pro
c,.ss.The ministry incharge of 
nuclear weapons has been w 

halting, hand. In December, with the 
press reporting the spread of Soviet food 
shortages, President Bush temporarily 
waived congressionally imposed restric
tions on aid to the Soviets and granted 
Mo.cow $1billion in credit guarantees to 
buy U.S. agricultural commodities. 

At thc same time, the Administration 
offered American companies wanting to 
trade with the Soviets $300 million in ex
port insurance and loan guar:ntees from 
the Export-Import Bank of the United 
States. The Soviets are expected to use 
the Eximbank aid to buy locomotives, ag
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given the job of modernizing Interntrfonal consultanl Harald L Malimgren 
the dairy industry, for example, "We still have a stake in the [Soviet] outtrfe." 
leading to new dairy equipment 
made out of titanium. 

Possibly even more damaging to the 
Soviet economy in the long run is the lack 
of a legal framework for a market econ-
omy. Private property tights are ill-de-
fined or nonexistent. It is almost impossi-
ble to enforce contracts. And there is 
institutional anarchy. All 15 Soviet re-
publics have declared their indepen-
dence or sovereignty. The resulting tug-
of-war between Moscow and local 
governments over economic policy stran-
gles regional trade and hobbles foreign 
investment. 

A HALTING HELPING HAND 
The United States, well aware of de-

teriorating economic conditions in the 
Soviet Union, has extended a helping, if 

ricultural equipment and telecommuni
cations products. 

Though they applaud Administration 
efforts as a step in the right direction. 
some business lobbyists in Washington 
are questioning ho, meaningful the cur
rent American aid package is in light of 
tne Soviet Union's economic difficulties. 
The S30(t million Eximbank ceiling is a 
once-and-forever limit, not a rolling fig
ure that perimLs new guarantees after old 
loans have been repaid. And Congress 
set the dollar limitation in 1974, with no 
provisior to adjust it for inflation. Mea
sured in current dollars, the Eximbank 
should be allowed to offer at least $1 
billion in support. 

That U.S. assistance falls short of de
mand is apparent: By mid-January, less 
than a month after it was announced. 
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nothing. "Afler years of x 'nding billions 
of dollars on mihtar harbware to keepNOT YET FOR WORLD BANK, IMF the Soviets at bay, the Administration is 
now unwilling to spend a dime on eco
nomic assistance as insurance against a 

ntil Moscow's crackdown in the 
Baltirs, the Bush Admi, istra-
tio', looked to the World Bank 

and the l'i(wnational Monetary Fund 
(IMF) to quart,'rback Western efforts 
to help the Soviet economy. Multilat-
eral assistance was seen as the best 
way to depoliticize such efforts, and it 
fit nicely into the Administration's vi-
sion of a new world order. But Mos-
co"'s relationship with these institu-
tions is still ill-defined and is likely to 
become increasingly controversial, 
raising questions about whether the 
Bank and the IMF will ever be able to 
play their intended role. 

Although the Soviet Union at-
tended the postwar Bretton Woods 
Conference that established tI e Bank 
and the IMF, the country never be-
came a member of either in titution, 
in part because cf ':z !M's stringent 
admissions requirements. Moscow 
did, howevr, send observers to the 
two institutions' annal meetings last 
year. And Soviet officials recently told 
Bank president Barber B Conable Jr. 
that they intend to join. They did not, 
however. say when the Soviet Union 
would submit its application and im-
plied that it would not do so until it 
was certain it had the ywtes to get in. 
A majority vote is requirtd, and sev-
eral European countries already sup-
port S,)%iel membership. 

Last fail, President Bush proposed 
that the Soviet Urinn have a spnccial 
association with the Bank and the 
IMF to give Mosco%, access to their 
expertise. The 'White House envi-
sioned the IMF doing an annual re-
view of the Soviet economy and pro-
viding advice on fiscal and exchange-
rate policies. The Bank could provide 
technical assistance, such as experts to 
advise the Soviets on how to make 
their oil facilities more produ'ive. 

But problems abound. Consider-

most of the farm commodity loan guar-
anlee program was already committed 
and the Eximbank plan was already over-
subscribed, 

Moreover, some cynics question 
,bether new commodity loan guarantees 

were motivated by a desire to help the 
Soviets or to support Americar; farm ex-
ports. Moscow has pledged to buy amini-
mum of six million tons a year of U.S. 
wheat, feed grains and soybeans. But this 
year, with the Soviet Union short of hard 
currency, some U.S. farm experts doubt 
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ation of the Soviet special association 
status had been expected at the 
Bank's and the IMF's interim raeet-
ings in April. Now, the subject is likely 
to be postponed at least until the fall 
meetings. 

Technical assistance is inexpensive, 
and so financing such aid is not an 
issue. But if the Soviets become full 
members, they could be amajor drain 
on available resources. Bank officials 
think the Soviets could easily qualify 
to borrow $3 billion-S4 billion a year, 
which would make Moscow one of the 
bank's largest borrowers. 

If the Soviet Union breaks up into a 
number of smaller countries, as more 
than one Sovietologist predicts, some 
of its Asian republics might even qual-
ify to borrow from th Internationa! 
Development Associatioi:, the Bank's 
facility for easv loans to poor coun-
tries. But this is now unlikely, 

To meet this demand withovt deny-
ing funds to Third World nations 
would require an increase in the 
Bank's capital. The last time this had 
to be done, in the late 1980s, congres-
sional opposition almost scuttled it. 

Soviet membership could also shift 

the balance of power in the Bank and 

the IMF. The two institutions just 

went through a wrenching realign-

mcnt in voting shares to give Japan 

and German, clout comparable to the 

size of their economies. "Great Brit-

ain and France may not want the So-

viet Union to have more voting power 

than they' do," a Bank spokesman 

said. And the United States is increas-

ingl) wary of losing its veto over 

changes in the institutions' governing 

articles. "It would be a comrolicated 

shell game, possible but diplomati-

call), dicey," the official said. 


So if Moscow islooking to the Bank 

and the IMF for aquick economic fix, 

it may be sadly disappointed, 


that the Soviets could live u_ to their 
commitme at. The commodity credit 
guarantees will enable the Soviets to 
make their minimum purchase and thus 
avoid turning a bad domestic food situa-
tion worse. But the extension of guaran-
tees does not necessaril) increase the 
amount of American food reaching 
hungry Soviets. 

Finall), unless the Soviet government 
defaults on its grain or equipment pay-
ments, current aid programs for the So-
viet Union will cost American taxpayers 

return of the Cold War," a Democratic 
critic of Administration poli' said. The 
Administration blames budget con
straints for its parsimony, but man% 
Dcmocrats suggest that the White House 
fears a conservative backlash against a 
substantial Soviet aid package. 

If it's any solace to the Administration, 
Tokyo has been even less responsive to 
Moscow's plight. Embroiled in a long
running dispute over Soviet occupation 
of four Japanese islands off Siberia. Ja
pan has offered minimal help: $7.7 mil
lion in food and medical assistance and 
S100 million in export loan guarantees, 
primarily for foodstuffs. 

Europe, on the other hand, grateful for 
the Soviet pullback from Eastern Eu
rope, facing the prospect of turmoil on its 
borders and worried about millions of 
Soviet economic refugees fleeing West, 
has offered far more aid. In December. 
the EC agreed to provide the Soviets with 
S1 billion in emergency food aid and 
$500 million in technical assistance in 
1991, a decision that was put on hold in 
January in response to Gorbachev's poli
cies on the Baltic states. Germany has 
provided the most help: about $20 bil
lion, including $10 billion to cover the 
costs of relocating Soviet troops from the 
former East Germany P ,d $3.3 billion in 
balance-of-payments support. 

In the short run, Soviet repression of 
the Baltic independence movement has 
placed all 'estern aid in jeopardy. But in 
the long run, both Tokyo and Bonn have 
made it clear, strategic considerations 
will drive their assistance plans. 

Gorbachev is scheduled to visit Japan
 
in Apri., and if he brings asolution to thc
 
island question, Japan is expected to re
ward him with substantial aid.
 

As for Germany, Count Hagen Lambs
dorff, the economics minister at the (er
man Emba' in Washington. said: ",'L 
are as unhappy with the steps Gorbachev 
is taking in Lithuania and Latvia as the 
United States. But in relations with the 
Soviet Union, we have special problems. 
Given our vital interests, we see [aid] as a 
logical step. We do not feel we are throw
ing money out the window,. We thirk the 
money is spent in a worthwhile fashion. 
We would highly welcome stronger sup
port from the U.S. side. And we would 
very m,_,!i hope that given an end to the 
Gulf crisis, that the U.S. government 
would again see the high priority of a 
stable Soviet Union, not onh as a politi
cal unit, but as an economically success
ful entity." 

The White House and Congress are 



not blind to the strategic arguments for 
greater economic aid to the Soviets. A 
high-level group of Administration policy 
makers is tracking Soviet economic 
needs to ensure, a White House aide 
done." 

For example. Eximbank loan guaran
tees to the Soviet Union are limited by 
law to activities relating to oil and natural 
gas exploration. Guarantees for sales of 
production equipment are not permitted. 
Because Soviet energy production is bot
tlenecked, U.S. business lobbyists were 
pushing the Administration--before the 
troubles in the Baltic states-to provide 
all-purpose energy loan guarantees for 
the Soviet Union. The White House de
nies it will do that. But such a program 
might serve a dual purpose: earning the 
Soviets more hard currency through in
creased energ exports, and easing the 
West's dependence on Middle East oil, 
thus potentially defusing some conserva
tive U.S. opposition to Soviet aid. 

Congress, for iLs part, adjourned last 
year without passing the SEED 2 aid pro-
gram for Eastern Europe. The Senate 
version of the proposal would have per-
mitted support for projects in the Soviet 
Union, but the House bill wou.d not. 
"We don't know. if we will go back to the 
old bill or tr to address the problem in 
another way," a House staff aide said. 
But whatever Congress does, the House 
aide warned, "we are not going to bail 
out their economy. We don't have the 
money if we wanted to." 

All congressional plans for expanded 
aid to the Soviet Union are in abeyance. 
But before the recent Soviet internal 
clashes, there was considerable congres-
sional support for more fod aid and 
technical assistance, such as providing re-
tired American busines.,, executives to 
help in privatizing Soviet state enter-
prises. 

In addition, the House Democratic 
leadership, working closely with the busi-
ness community, was wrestling with how 
to persuade the White House to seek 
congressional approval of a trade agrce-
ment that the government had negoti-
ated with the Soviet Union. The pact 
would give Soviet goods greater access to 
the U.S. market and free up more export 
credits fc' American firms wishing to sell 
to the Soviets, 

So far, the Administration has held the 
treaty back, hoping to pressure Moscow 
into passing a more liberal emigration 
law. Some Democrats say that codifica-
tion of its emigration practices is ai, un-
necessary hurdle for the Soviet Union. 
Emigration numbers are up, and as long 
as they sla, up, business lobbyists argue, 
trade with the Soviet Union should b. 
unencumbered. 

" 

' 

Count Hagen Lombsdorfl, economks minister at the r".ermon Embassy in Wa.shingtoa 
"Given our vital interest&, we see [aid to the Soviet Union] ts a logi;wl dtep." 

Faced with budgetaiy and political 
constraints on bilateral assistance from 
the United States, advocates of helping 
the Soviet Union are also looking to cx-
panded multilateral aid. 

"More money and motc lending lati-
tude seem to be increasingly appropri-
ate" for the new European Bank, a Der-
ocratic leadership aide said. 

And the World Bank and IMF could 
provide greater balance-of-payments 
support for Eastern Europe to enable 
countries in that region to buy more en-
erg, from the Soviet Union at world mar-
ket prices; that would help the Soviet and 
Eastern European economies alike and 
avoid a polhticall) divisive debate over 
whether to provide such support directly 
to the Soviets. 

RYES ON THE BALIMC 
Whether additional U.S. aid will be 

forthcoming depends largely on political 
develnpments in the Soviet Union. 

For tht moment, all eyes are on events 
in the Baltics. "There will be a strong 
effort to cut off any kind of assistance if 
there is a Tiananmen Square-tpe inci-
dent," the Democratic House leadership 
aide said, referring to the Chinese gov-
ernment's June 1989 massacre of stu-
dents in Beijing's central square that led 
to a cutoff of Eximbank programs and 
World Bank loans, 

"The Democrats are deathly afraid of 
being charged by the Republicans with 
having mismanaged the Soviet Union," a 
business lobbyist who supports an expan-
siori of aid programs said. "If the Soviets 
shoot their own people, I don't think the 
Democrats will dare challenge the Ad-
ministration" and attempt to expand eco-
nomic aid ;" the near future, 

Congressional Democrats are already 
reluctant to get too far out in front of the 
White House. "Having already ad
dressed the issue [with the SEED 2 legis
lation last year]," the House aide said, 
"there is a feeling that we have put some 
issues on the table and that we want to 
wait and see the President's budget pro
posal and what foreign aid legislation the 
Administration comes up with before we 
charge ahead." 

A more fundamental obstacle to 
greater economic assistance is the open 
disagreement among Western experts 
over whether the trajectory of political 
and economic reform in the Soviet 
Union is good or bad and whether aid 
should be used to accelerate or impede 
these developments 

Most current Western aid programs 
are premised on the Soviet Union's re
maining a coherent economic entity. vith 
a single currency, common external tar
iffs, free inter-republic trade and a coin
mon monetary pohcy. Moreover, they as
sume that the Soviet central government 
will remain committed to creating a mar
ket-based economy. 

But Gorbachev's recent government 
reshuffling has eased out man. economic 
reformers and replaced them with con
servatives interested in preserving the 
status quo. From Moscow's vepoint, 
the Soviet Union is rapidly breaking 
apart. Republics block farm shipments. 
Some local governments think about is
suing their ovn curaT.ncies. Further eco
nomic reform may only strengthen the 
hands of those wishing to dissolv, the 
union. "And where does it stc??" a 
World Bank official asked. "There is talk 
of three Moldavias." 

Those who worry that these trends 
portend chaos argue that aid should be 
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channled through Moscow. "Wehave to 

deal with the center," Lambsdorff said.

PRESCRIPTIONS FOR THE SOVIETS 	 "Gorbachev isstill running theand the center still commands the Red 

n recent months, several major
Western studies of the Soviet 
economy-by the multilateral fi-

nancial institutions, the Atlantic 
Council and others-have all reached 
the same conclusion: Moscow's first 
order of business is to heal itself 
through price liberalization, privatiza-
tion of state enterprises and other 
long-overdue internal economic re-
forms. 

The reports agree that what the 
West can do to help reined) condi-
tions in the Soviet Union islimited lo 
such things as emergency food aid, 
technical assistaijce, "structured dia-
logues" and eventual project assis-
tance. Here are the highlights of two 
of the reports. 

G-7 report: At the request of the 
ieaders of the major industrial nations 
(the Group of Seven, or G-7) who met 
at the Houston economic summit last 
year, the World Bank, the Interna-
tional Monetary Fund (IMF), the Or-
ganization for Economic Cooperation 
and Development and the European 
Bank for Reconstruction anr Devel-
opment published a series o. recom-
mendations in December for reform 
of the Soviet economy and suggested 
appropriate types of extcrnal assis-
tance. 

"We stress the need for a signifi-
cant and broad-based liberalization of 
prices in an environment of increased 
domestic and external competition, 
supported by a clarification of prop-
erty rights and encouragemeni of pri-
vate ownership along with the coin-
mercialization of the larger state 
enterprises," the report said. 

The study's authors conclude that 
the cautious approach to economic 
reform that Moscow now seems to fa-
vor will ultimately collapse of its inter-
nal contradictions. The multilateral 
institutions favor radical refornts, but 
they hedge their bets. They do not ad-
vo:-.' the "big bang" technique at-
t-.,I., d in Poland, which trans-
fo. :d its economy overnignt from 
socialist to capitalist, causing major 
problems. 

The multinational experts advocate 
raising Soviet domestic prices to 
world market levels over i. two-to-
three-year period after a significant
initial adjustment. Moreover, they call 
for oly gradual privatization of state-
owned businesses. 

Mindful that their efforts in the 
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Third World have been criticized as 
being inst nsitive to the needs of the 
poor, the Bank and the IMF encour-
age reforms with a human face. "To 
cushion the effects of the reform on 
the poorest segments of the society," 
the report argues, "these measures 
should be supported by an incomes 
policy and by an effective social safety 
net (including an adequate system of 
unemployment compen.sation)." 
These include continued subsidies for 
rents and for prices of a few essential 
consumer goods. 

The report recommends that West-
ern countries provide food and tech-
nical assistance to the Soviet Union 
but cautions against balance-of-pay-
ments support or project assistance 
until Soviet internal reform iswell un-
der way. 

World Bank officials say the study 
could be taken up at the Bank's and 
the IMFs interim meetings in April
and that the recommendations could 
be instituted in two to three months if 
the two institutions get the green light 
from the United States, Europe and 
Japan. 

Atlantic Council: The report,
"Strategies for Facilitating East Euro-
pean & Soviet Transformation," pre-
pared by several American specialists 
drawn from business, academia and 
Capitol Hill, argues that the former 
Soviet Bloc countries do not need re-
form but transformation through in-
stitution building that supports "de-
mocratization, marketization and 
modernization." 

"Instittion building is crucial to 
create a secure basis for changes over 
time and to establish mechanisms that 
can manage the conflicts and dilem-
mas inherent in the transition pro-
cess," the study said. 

Rather than side with those who 
support Moscow or the Soviet repub-
libs in the current unraveling of the 
Soviet Union, the authors contend 
that a process of peaceful decentral-
ization is not possible without strong 
new central institutions. They propose 
c-ation of a Soviet central bank and 
new regulatory agencies to replace
central planning and management of 
the economy. 

Without these new instittions, the 
report concludes, "the shift toward 
decentralization and privatization 
may produce instability, deterring en. 
trepreneurs and foreign investors." 

army." 
Opponents of large-scale assistance 

share the view set forth by an aide to a 
Senator who has long opposed Soviet 
economic support. "Nothing should be 
done," the aide said, "to keep alive the 
increasingly obstructive superstructure 
that isblocking economic reform and de
mocracy." If economic help is to be of
fered, these critics say, it should be 
routed through the republics. 

This standoff on Soviet aid could be 
self-defeating, Hormats of Goldman 
Sachs warned. "We could be standing 
still for several years if we allow ourselves 
to be trapped by the current conundrum 
of whom to support," he said. 

Hormats, Malmgren and others argue 
for increased Western assistance directly 
to the I--iet Union's republics and cities, 
with the threat that the aid will be cut off 
if the central government begins to back
track on reform. "That would give re
fonners an argument against more-re
strictive policies," Hormats said. The 
Canadian government is exploring just
such an approach, working through tradi
tional nongovernmental foreign aid 
agencies, such as church groups. 

Moreover, the Democratic House 
leadership aide said, the United States 
cannot for long afford to ignore political 
and economic turmoil in the world's 
other nuclear superpower. "This isnot to 
save Gorbachev or to preserve Moscow's 
control over the republics," he said. "But 
our interests are in maintaining the pro
cess of reform and in a'.Bniding economic 
catastrophe that would have destabilizing 
effects throughout Europe. If we throw 
up our hands, say we can't do anything 
and that violent disintegration of the So
viet Union is irrelevant to U.S. interests, 
that is a dangerous example of sticking 
our head in the sand." 

For the moment, that long-term strate
gic view of providing assistance to the 
Soviet economy has taken a back-seat to 
concerns over Moscow's abuse of human 
rights. U.S. aid to the Soviet Union is a 
prisoner of relations between Moscow 
and the republics and depends on how 
those relations are sorted out and 
whether that process is peaceful or 
bloody. 

Experience with U.S. financial assis
tance to China in the aftermath of 
Tiananmen Square suggests that eco
nomic sanctions have a short half-life. 
Eventually, the West must tackle the 
more difficult economic question of 
what, if anything, can be done from the 
outside to facilitate the Soviet transition 
to a market-based economy. U 
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Put Moscow in a Deep Freeze
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By Orrin G. Hatch 


' " WASHINGTON 

ce U.S. economic aid 
and other manifesta-
lions of improving U.S -
Soviet relations have. 
been based on contnu-" 
ing Soviet reform, Pres-

idenj Bush needs to do more than 
reproach Mikhail Gorbachev. 

Vier the Soviet use of force in 
Lithuania and, yesterday, Latvia, the 
U.. should call off the planned sum. 
mll njeting, and should terminate 
the-4-billion in agricultural credits 
an4.cancel the planned waiver of the 
.Jacson-Vanik restrictions on most-
favored.nation trade status. Mr. Bush 
sb'ouLd also foster direct ties with 
Sot, eo republics that hold genuinely 
free elections and adopt far-reaching 

market reforms. 


While President Gorbachev and 
some Western leaders may reject 
explict hnage of the Baltic question 
to ,other East-West issues, linkage 
exists es a political reality. Western 
publlo opinion, particularly U.S. Con-
gressional opinion, will turn cold so 
longtas Moscow tries to keep the 

Orrn G. Hatch, Republican of Utah, 
is a.;nlember of the Senate Intelli. 
gence'.ommitlee. 
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U SnomicBush should 
link up with 
the republics. 
_-_tral 

Baltic states u.. a short leash. 
Tco often in debate about U.S. poli-

cy toward Lithuania, Estonia and 
Latvia, the iscue has been framed as 
a choice between granting full diplo-
matic recognition to democratic gov-
ernments or doing nothing - a false 
dilemma. The U.S. should undertake 
diplomatic steps short of full recogni-
tion that would advance Baltic inde-
pendence and increas-ein Moscow's 
calculus the international political 
costs of coercive policies,

First, the U S should adopt a Baltic 
ielations act basically similar to the 
Taiwan Relations Act of 1979, which 
governs relations with Taiwan in the 
absence of diplomatic relations Th.,
primary objective of the act would be 
to establish with each Baltic state 
unofficial diplomatic liaisons similar 
to the American Institute of Taiwan 
and its Taiwan counterpart in the U.S. 

These institutes, nominally ide-
pendent of the U.S. Government, 

*vould upgrade U.S.-Baltic relations 
and serve as the point of contact 
between the U.S. and Baltic leaders. 
They would facilitate the kinds of 
normal International transactions, 
such as political communication and 
cultural exchanges, that routinely 
take place with Taiwan. And they
would seek to encourage economic 
Investment in the Baltic states, par. 
ticularly through the Overseas Pri
vate Investmctnt Corporation. as 
market reform is adopted. 

Second, the U.S. should sponsor the 
Baltic states as members of interna. 

economic grouips. like the Gens. 
Agreement on Tariffs and Trade. 

After all, GAT has juggled the com
peling claims of China, Taiwan and 
Hong Kong, and it,charter accommo
dates membership by governments 
with less than full sovereignly.

The key GA'T membership tx
quirement is that a government con
trol its economy. The Baltic states 

that power under Moscow's Dec. 
laraion of Baltic Economic Autonomy 
in 19J.9and have taken substantial 
steps in wresting control of enter
prises from Soviet ministries, as well 
as negotiating independent trade 
pacts With other Soviet republics 

In any forthroming U.S-Soviet eco. 
pacts. the O.S. should Insist on
 

provisions that recognize the ititerns
tional legal stitnding o,the Soviet re
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relations tar reformist repu~bpublics and permit more liber ecn. 

ilcs like the Baltic states than for the
 
rest ofthe Soviet Union. particularly

in theareas Uf technical assistance
 
and foreign investment. 

While Mr. Gorbachev and his cen-
Government hesitate in adopting 

even half-baked market reforms, the 
Baltic countries have expressed un
equivocally the intention of adopting 
fullfledged mArket reforms, including
the restoratioii of private property and 
free-mareet prices. 
He understands that the old system, 

based on coercion, stifles economic 
progress A tew system based on con
sent requires transformation of the 
country into a loose confederation, and 
acceptance of the inevitability that 
some republics, particularly the Baltic 
states, will choose to secede, even if 
they keep close economic and political 
ties with Moscow. 

President Bush is now obliged to 
pursue policies tiai make Mr. Gorba
chev undc:stand that he faces a choice 
between an isolated Soviet Union 
mired in povcrty and paralyzed by
national hatreds and a new Soviet con
federation that can join the communi. 
ty of nations and achieve prosperity 
commensurate with Its great natural 
wealth. Cl 
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FOR IM)fEDIATE RELEASE
 

PANEL URGES NEW APPROACH TO EXPORT CONTROLS
 
AS COLD WAR ENDS AND NEW THREATS TO WORLD PEACE EMERGE
 

WASHINGTON -- In the post-Cold War era, current restrictions on the sale of
 

high-technology products to Eastern European countries and the Soviet Union should be
 

changed, a blue-ribbon panel of the National Academies of Sciences and Engineering and
 

the Institute of Medicine said* at a press conference here today. Export controls, it
 

added, should be highly selective and fully multilateral in order to be an effective
 

instrument of national security policy. The panel called on the United States
 

government to move progressively toward the removal of export controls on dual-use
 

items where the civilian end use can be verified.
 

While limiting export controls to a few "highly critical" items that are
 

directly useful to the Soviet military, the 22-member panel wrote in its report,* this
 

important national security tool also should be directed more systematically toward
 

constraining the proliferation of weapons of mass destruction, such as nuclear,
 

chemical, biological, and advanced conventional weapons to nations in politically
 

unstable regions of the world, such as Iraq. To achieve this objective, the panel
 

recommended that the United States should treat proliferation as an explicit element
 

of national security rather than of U.S. foreign policy.
 

(MORE)
 

*The committee's report, Finding Common Ground: U.S. Expoz-t Controls in a Changed
 

Global Environment, is available for $34.95 (prepaid) plus shipping from the National
 
Academy Press at the mailing address in the letterhead (telephone 202/334-3313 or
 
1-800/624-6242). The publication sales iffice is located at 2001 Wisconsin Ave.,
 
N.W., in Harris Building room 384. Reporters only may obtain a copy of the report
 

from the Office of News and Public Information at the letterhead address.
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The panel urged the United States to avoid the "serious economic
 

disadvantages" of unilateral export controls, to strengthen export control policy

making through a presidential directive and an interagency coordinating committee, and
 

to consolidate the routine administration of export controls under the U.S. Commerce
 

Department's Bureau of Export Administration.
 

The study was requested by the U.S. Congress in the Omnibus Trade and
 

Competitiveness Act of 1988 and funded by the U.S. Departments of Commerce, Defense,
 

and State, with limited additional funding from the Industry Coalition on Technology
 

Transfer. Roland W. Schmitt, president of Rensselaer Polytechnic Institute, Troy,
 

N.Y., served as panel chair and retired Army Maj. Gen. William F. Burns, former head
 

of the U.S. Arms Control and Disarmament Agency, Carlisle, Pa., served as vice-chair.
 

The Export Facilitation Act of 1990, which called for major changes in the
 

current U.S. export control system, was pocket vetoed by President Bush in December,
 

and new legislation on the topic is expected to be drafted by the 102nd Congress.
 

THE CHANGING WORLD ORDER
 

The members of the North Atlantic Treaty Organization (NATO), except
 

Iceland. and with Australia and Japan, work through the Coordinating Committee for
 

Multilateral Export Controls (CoCom), an unofficial, non-treaty organization
 

established in 1949 to conedixate restrictions on export of sensitive technologies to
 

the Soviet Union, other Warsaw Pact countries and the People's Republic of China.
 

Sensitive technologies have included military items, "dual-use" items (or those with
 

both civilian and military applications), and nuclear items.
 

According to evidence from intelligence sources reviewed by the panel, the
 

Soviet Union, in general, has not succeeded in reducing the West's technology lead,
 

despite a vigorous program to acquire restricted items through both legal and illegal
 

means. The panel found that while the Soviet Union continues to be at least five to
 

10 years behind in most key technology areas, it continues to field highly capable
 

military systems.
 

(MORE)
 
.1 
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The recent dramatic changes in the democratization of Eastern Europe, and to
 

a lesser extent the Soviet Union, have substantially reduced the offensive military
 

threat to CoCom members posed by the Warsaw Pact, noted the panel. At the same time,
 

the panel commented, "the Soviet Union remains the only country capable of destroying
 

the United States with nuclear weapons." Moreover, recent events in Lithuania and
 

Latvia make it cleir that the future course of political developments in the Soviet
 

Union remains highly uncertain.
 

Nevertheless the panel found that the Soviet Union now is generally "a far
 

more transparent and penetrable society," making it rossible for the first time to
 

distinguish between commercial and military applications of technology, provided that
 

unannounced site visits and other conditions are agreed upon to verify end uses. It
 

argued on this basis that "it is now in the West's 3ecurity interest to permit the
 

flow to Eastern Europe and the Soviet Union nf dual-use technology," while continuing
 

to maintain restrictions on "a few highly critical items." Depending on the course of
 

developments in the Soviet Union, the panel recognized the possible need to
 

differentiate the level of exports to Eastern Europe from those to the Soviet Union
 

itself.
 

It urged CoCom to adopt more dynamic and responsive strategies to shift the
 

focus of trade with the Soviet Union and East Europe from denial to approval, to adopt
 

a shorter "core list" of proscribed commodities, and to agree on verifiabie end-use
 

conditions.
 

/,r 
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Overseas Development Council 
1717 Massachusetts Ave., NW°Washington, D.C. 20036 

U.S.-Third World Policy Perspectives Books 
After the Wars
 
Reconstruction in Afghanistan, Indochina, Central America,
 
Southern Africa, and the Horn of Africa 
 $15.95 
by Anthony Lake and contributors 

"a stimulatingand provocative book. It rightly challenges us to re-examine our 
interpretationof vital interests and to recognize our responsibilityto help affected 
Third World nations rebuild in the aftermath of the Cold War. We have both a 
moral obligation and a self-interest in doing this." 

--Cyrus R. Vance 

Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, China, and India $15.95 
by Richard E. Feinberg, John Echeverri-Gent, Friedenann Miller, and contributors 
"fascinating readingfor anyone interested in the "a very timely assessment of the socialist
 
historic developments under way in these economic reforms of our time"
 
countries and their impact on the global 
 -John Hardt 
economy" CongressionalResearch Service 

--Robert D. Hormais 
Goldman, Sachs & Company "at once innovative, comprehensive, and wise" 

-Harry Harding 
The Brokings Institution

Environment and the Poor 
Development Strategies for a Common Agenda $15.95 
by H. Jeffrey Leonard and contributors 
"offers useful steps for policymakers concerned "clearly demonstrates the urgency of solving the 
wih the critical challenges of integrating problems of ooverny if we are to stop present
environment and development concerns" abuses of tht natural world and begin to achieve 

-Jessica Tuchnian Mathews sustainabledevelopment"
ttbrtt Resources Institute -Jim MacNeill 

bstitute for Research on Public Policy
Pulling Together 
The International Monetary Fund in a Multipolar World $15.95 
by Catherine Gwin, Richard E. Feinberg, and contributors 
"a thoughtful and thorough assessment" "a vivid snapshot of the world's economic 

-Lawrence A. Brainard challenge5"

&BnkersTrust Company -Jim Lcach
 

U.S. House of Representatives 

Fragile '°onditions 
The Polik.., ,f Econwnic Adjustment $15.95 
by Joan M. .. ,, , , "'butors 

"focuses 6.: -..of the frontier topics in the politicaleconomy of 
development: The politics of economic reform" 

--Robert H. Bates 
lenry H. lace Professor,Duke University 

Books in tl, U.S.-Third World Policy Perspctives series are published by Transaction Publishers 
in cooperation with the Overseas Development Council 
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TEXT AS PREPARED 
FOR RELEASE UPON DELIVERY 
EXPECTED AT 2 P.M. 
FEBRUARY 27, 1991
 

STATEMENT BY 
THE HONORABLE DAVID C. MULFORD 

UNDER SECRETARY FOR INTERNATIONAL AFFAIRS 
DEPARTMENT OF THE TREASURY
 

BEFORE THE SUBCOMMITTEES ON THE WESTERN HEMISPHERE AND
 
INTERNATIONAL ECONOMIC POLICY AND TRADE
 

COMMITTEE ON FOREIGN AFFAIRS
 
U.S. HOUSE OF REPRESENTATIVES
 

Mr. Chairman and Members of the Subcommittees:
 

I want to thank you for the opportunity to discuss the
 
status of the Enterprise for the Americas Initiative. I have
 
found my previous appearances on the Initiative before these
 
Subcommittees very valuable, and T look forward to similarly
 
useful exchanges today.
 

Announced by President Bush last June, the Enterprise for
 
the Americas Initiative (EAI) focuses on building more productive
 
relations with our neighbors in Latin America and the Caribbean.
 
The President cited the Initiative in his State of the Union
 
address and will be submitting to Congress very shortly
 
legislation providing for implementation of all of its elements.
 
To underscore the importance the President places on this
 
legislation, ! want to quote what he said to President Gaviria
 
of Colombia in their meetings on February 26: "I am absolutely
 
committed to its passage."
 

The priority placed by the President on gaining necessary
 
authorities and moving forward on full implementation of the
 
Initiative is well founded. The United States economy is linked
 
to these countries through a wide array of trade and investment
 
ties, which the President's Initiative is uniquely positioned
 
to deepen and expand for our mutual benefit. This is a region
 
with which we share a common cultural heritage, and whose many
 
new leaders have shcwn a strong commitment to democratic values,
 
market-based economic reforms and measures to attract
 
investment.
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These new leaders will help drive the successful
 
implementation of the proposals contained in the Initiative.
 
In his recent trips to Mexico and South America, President Bush
 
was impressed with the commitment on the part of leaders in the
 
region to pursue reforms that will improve their economic
 
prospects and make them more competitive in attracting capital.
 
To respond to this determination, we are committed to pressing
 
forward on every front to make the President's vision for the
 
hemisphere a reality.
 

The Initiative proposes action in three areas -- trade,
 

investment, and debt -- thereby joining in a single endeavor
 
the three economic issues of greatest importance to the region.
 
I want to review these fundamental pillars with you briefly.
 

* 	 Trade: The President set the goal of a hemispheric free
 
trade system to increase trade and boost the economic
 
potential of countries in the hemisphere. To work towards
 
this goal, we are negotiating a series of trade and
 
investment framework agreements with individual countries
 
and groups of countries in the region. Successful
 
conclusion of the Uruguay Round will also make an important
 
contribution to this process.
 

* 	 Investment: To help countries attract needed cE.pital for
 
growth, the President suggested that the Inter-American
 
Development Bank (IDB) develop an investment sector lending
 
program to encourage countries to liberalize their
 
investment regimes. In addition, the President proposed the
 
creation of a $1.5 billion multilateral investment fund,
 
managed by the IDB, to provide additional support for
 
countries undertaking investment reforms.
 

* 	 Debt: The President recommended that the IDB join the IMF
 
and World Bank in providing support for commercial bank debt
 
reduction. He also proposed to reduce the bilateral debt
 
owed to the U.S. Government by countries in the region which
 
meet certain eligibility requirements. The stock of
 
concessional AID and PL-480 debt would be substantially
 
reduced, and remaining dollar payments would be applied
 
directly to retire principal. Interest payments on this
 
reduced debt would be made in local currency to support
 
environmental projects in each country. A portion of non
concessional Eximbank loans and CCC assets would be sold,
 
reduced or cancelled as part of an overall effort to
 
facilitate debt-for-equity, debt-for-nature, and debt-for
development swaps.
 

Efforts to implement the trade, investment, and debt
 
pillars of the Initiative began immediately after its
 
announcement. Significant progress has been made to date.
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Advancing Free Trade
 

We are engaged in discussions with countries throughout the
 
region to liberalize trade and investment and move toward the
 
goal of a hemispheric free trade system.
 

President Bush stated when he-announced the Initiative
 
that the United States stands ready to enter into free trade
 
agreements (FTAs) with Latin American countries, in particular
 
with groups of countries that have associated for the purpose
 
of trade liberalization. Our long term goal is to establish a
 
hemispheric free trade area. The first step in this process
 
will be an FTA with Mexico and Canada. FTAs will progressively
 
eliminate obstacles to the flow of goods, services and
 
investment, provide for the protection of inteilectual property
 
rights, and establish fair and expeditious dispute settlement
 
mechanisms.
 

Eventual free trade agreements will bring substantial
 
benefits to the United States as well as the other countries
 
involved. FTAs will result in increased U.S. exports, both in
 
the short and long term. The U.S. labor force will experience
 
significant job growth as a result of increased productivity
 
and output of the U.S. economy. U.S, consumers will also
 
benefit from improved access to low cost foreign imports, and
 
U.S. producers will benefit from reductions in the cost of
 
intermediate inputs. Our trading partners will experience a
 
rise in real wages, increased investment, and increased export
 
opportunities as a result of FTAs with the United States.
 

Presidents Bush and Salinas announced last June 11th that
 
Mexico would be the first country in this process. Two weeks
 
ago, Canada joined us in these trade talks, to negotiate a
 
trilateral agreement. Such an agreement would foster sustained
 
economic growth for all three countries, which together compose
 
a market of over 360 million people and $6 trillion in output.
 
I should note that in order to achieve this agreement, we will
 
need fast-track authority. Without such authority, our
 
ability to negotiate such an agreement under the Initiative will
 
be severely undermined.
 

Meanwhile, to advance towards our goal of hemispheric free
 
trade, the Administration is negotiating framework agreements
 
with individual countries and groups of countries in the region.
 
Framework agreements establish fora for addressing and
 
consulting on bilateral trade and investment issues. They
 
contain immediate action agendas listing specific trade and
 
investment issues of concern to both parties and areas in which
 
liberalization is needed. Through these agreements, we can
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discuss the requirements for free trade agreements and
 

facilitate negotiations when the appropriate time arrives.
 

Chile has expressed an interest in PTA negotiations and we are
 

using the framework agreement to explore this possibility.
 

Framework agreements have been signed since June with five
 
countries -- Colombia, Ecuador, Chile, Honduras, and Costa
 

Rica -- adding to those already in place with Mexico and
 

Bolivia. Negotiations are underway with a number of other
 

countries, including Jamaica, Venezuela, Peru, Nicaragua,
 
Panama, El Salvador, Guatemala, and a group of countries
 
cor, .sed of Argentina, Brazil, Uruguay, and Paraguay.
 

A successful conclusion of the Uruguay Round will make an
 

important contribution to our goals of trade and investment
 
We continue to work with
liberalization under the Initiative. 


Latin American and Caribbean countries towards this end. We
 

have made a special effort to propose tariff cuts on products
 

of interest to Latin America in the context of Uruguay Round
 

tariff negotiations.
 

Creating a Better Climate for Investment
 

While it will take time to open borders and extend free
 

trade throughout the hemisphere, the potential for increasing
 
investment flows to the hemisphere is more immediate. Latin
 

American and Caribbean countries are already competing for
 

capital with other dynamic economies, and they need to move
 

quickly to attract private investment both from abroad and at
 

home. The Inter-American Development Bank is developing an
 

investment sector lending program to encourage countries to
 
The IDB has begun
liberalize their investment regimes. 


evaluating the need for reform in individual countries, and we
 

anticipate the first investment sector loans moving forward in
 

the next few months.
 

As an additional means to support investment policy reform
 

efforts, the President outlined his proposal for a multilateral
 

investment fund in his June statement. This proposal is under
 

discussion with the IDB and other creditor governments. We
 

see the fund supporting investment policy reform efforts, by
 

making technical assistance grants for privatization and other
 

investment-related reforms.
 

The fund should spur human capital development through
 

grants for worker retraining and education in support of
 
To combat micro and small-sized enterprises'
investment reforms. 


lack of access to capital, the fund also could provide them
 

with credit and equity financing channelled through arrangements
 

to be developed with local non-governmental organizations and
 

other financial intermediaries. We would envision the fund
 

pl 'ng special emphasis on smaller countries in the region
 

such as those in Central America and in the Caribbean.
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Accordingly, we are asking that Congress authorize a U.S.
 
contribution of $500 million, to be made available in five
 
annual installments of $100 million each, beginning in fiscal
 
year 1992. We expect other countries to contribute two-thirds
 
of the fund's capital, to meet the goal of a $1.5 billion fund
 
over five years.
 

Reducing Debt Burdens
 

Debt reduction is an important tool for encouraging
 
countries in the region to sustain their efforts to reform their
 
economies. The overhang of external debt has constrained the
 
resources available for growth and tested the resolve of nearly
 
every governneihc in the region. By easing the burden of debt on
 
their economies, we can help them attract new investment capital
 
and make the rewards of reform more immediate.
 

The reduction of official bilateral debt proposed under the
 
initiative complements the international efforts under the Brady
 
Plan to address countries' commercial bank debt problems.
 
Bilateral debt reduction under the Initiative will be
 
particularly important for the relatively small countries that
 
owe a substantial portion of their external debt to official
 
creditors, rather than to commercial banks.
 

The reduction .f concessional debt under the Initiative aims
 
to change dramatically the current situation in which countries
 
must seek repeated Paris Club reschedulings to adjust their debt
 
service payments to their ability to pay. The stock of
 
concessional debt will be substantially re:iuced at the outset,
 
depending on the individual circumstances of each country.
 
Moreover, new dollar payments on this reduced debt will be
 
applied to retire principal. As a result, a country's
 
concessional debt will be eliminated within a designated and
 
shorter period.
 

This new approach would result in significant benefits for
 
debtor countries by making debt burdens more manageable,

eliminating the debt overhang, and improving investor confidence.
 
As a creditor, the U.S. Government would also be assured of
 
repayment of a realistic sum, thereby maximizing its return in
 
the medium term.
 

As you know, last year's Farm Bill provided the authority
 
to reducs PL-480 (food assistance) debt for countries pursuing
 
strong economic and investment reform programs, and to establish
 
the mechanisms for channelling local currency interest payments
 
to support environmental projects. The President will soon
 
sign an Executive Order establishing the inter-agency procedures
 
through which the Administration will implement this authority.
 
Pursuant to this order, we will be discussing PL-480 debt
 
reduction with individual countries as they become eligible.
 

We believe that Chile, Jamaica and Bolivia could qualify
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for debt reduction in the next few months. Given their good
 

standing with the IMF and World Bank, and their agreements with
 
commercial banks, these countries' current eligibility depends
 
primarily on their implementation of investment reforms. All
 
three have liberal investment regimes and are discussing
 
possible additional measures with the IDB. Other countries
 
could also move to qualify for PL-480 debt reduction in the
 
near future.
 

To implement fully the debt reduction elements of the
 
Initiative, we need authority from Congress to reduce fo.'eign
 
economic assistance obligations to AID in the same manner as
 
provided for PL-480 assistance in the 1990 Farm Bill. PL-480
 
debt constitutes only about one-fourth of the concessional debt
 
owed to the U.S. Government by Latin American and Caribbean
 
countries. A far larger share of this debt (some $5 billion)
 
is oweC to AID. Subs'antial debt relief for these countries,
 
therefore, will need to involve action on AID debts as well.
 

We will also be seeking authority to sell, reduce or
 
cancel a portion of assets held by CCC as a result of its
 
credit guarantee programs and a portion of Eximbank loans to
 
facilitate debt/equity, debt-for-nature and debt-for-development
 
swaps in eligible countries. The Administration will propose
 
legislation in the coming days to accomplish these objectives.
 

Support for the Environment:
 

In addition to substantial reduction of their concessional
 
debt, and possible swaps of their Exim and CCC obligations,
 
countries will benefit from U.S. willingness to direct local
 
currency denominated interest payments on the reduced PL-480
 
and AID debt instruments to support environmental projects.
 
These interest payments will be deposited in an environmental
 
fund in the debtor country, created under the environmental
 
framework agreement negotiated with the country. Local
 
committees composed of debtor country and 1.S. government
 
representatives and local non-governmental representatives (who
 
should be in the majority) will determine the use of these
 
environmental funds.
 

By creating a dedicated stream of payments to support
 
environmental projects, the Initiative will provide the
 
continuity essential for sustained environmental progress.
 
The absolute amounts provided to environmental projects under
 
the Initiative will be significant in relaticn to current levels
 
of environmental funding in most Latin American countries. If
 
more creditor countries decide to provide comparable support,
 
the total amount of environmental funds will increase
 
substantially.
 

The Initiative will also play a crucial role in
 
strengthening institutional development in the environmental
 
area, by supporting local organizations active in the field.
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One of our key objectives here is to encourage grassroots
 
efforts within Latin America to protect and preserve the
 
environment. The active involvement of local non-governmental
 
organizations (NGOs) therefore is an essential component of
 
this initiative.
 

We will also create an Environment for the Americas Board
 
in Washington. This Board -- composed of U.S. Government
 
representatives and non-governmental representatives -- will
 
advise the President on negotiations of the environmental
 
framework agreements, ensure that local administering bodies
 
are properly constituted and review countries' annual programs
 
for use of the funds.
 

We worked closely with this Committee on the legislation
 
passed into law last fall to authorize PL-480 debt reduction -
and on the authorization passed by the House on AID debt. We
 
were pleased with the results of that process and look forward
 
to working closely with you on new legislation. I think we agree
 
on the importance of reducing the debt burdens of Latin
 
American and Caribbean countries which are pursuing strong
 
economic policies, while we also provide critical support for
 
grassroots environmental projects in these countries.
 

Advancing Our Vision for the Hemisphere
 

While we have made significant progress in recent months in
 
moving the Initiative forward, we cannot pause in our efforts.
 
Expectations in Latin America and the Caribbean are high: they
 
welcome U.S. recognition of the importance of its neighbors
 
and the need to address their pressi.ng problems. President
 
Bush delivered this message directly to key Latin heads of
 
state during his December trip to the region, vowing that the
 
implementation of this initiative will not be tied up in
 
bureaucratic red tape on our part. At the same time, he was
 
impressed by the coammitment of Latin American leaders tu
 
implement economic policies that will help them compete for
 
scarce capital and achieve growth. Latin American and Caribbean
 
leaders welcomed the Initiative, and I would like to submit
 
their statements for the record.
 

Continued dedication of this kind in Latin America and the
 
Caribbean is absolutely fundamental to the success of the
 
Initiative. We, too, must follow through on our commitments and
 
move together with countries in the region and the IDB to
 
undertake the substantive work that must be done. We look to
 
Congress to support this historic effort for the Americas by
 
enacting the legislation necessary to implement the remaining
 
debt and investment provisions, and as I noted earlier, fast
track authority will also be critical.
 

I value our continuing dialogue on these issues and hope I
 
can count on your timely support for this important Initiative.
 

http:pressi.ng
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JOUR L OF COMN]IRCE, M'.arch 3, 1991 

Waiting for Europe and Japan
 
WASHINGTON - Richard Feto-

berg, executive vice president of the 
Overseas Development Council, a lo-
cal think tank on International Is-
sues, may have put it best. 

President Bush's Enterprise for 
the Americ s Initiative, be told a 

TRADEgiven 


Richard 
Lawrence 

House panel recently, "is appropri-
ate for our Age of Ditnxlled Ex. 
pectations." 

Government, be said,may "set 
the terms of discourse, but provide 
only marginal material support." 

Last June, the White House str-
prised the world by announcing the 
Enterprise for the Americas Initla-

Harold J. Johnson, director of likely. The Europeans and Japanese 
foreign economic assistance Isues appear to f-elthat Latin America is 

And theyat the General Accounting Office, the United States' "ward.' 
seem to resent the unilateral waythe congressional agency that keepa 

a sharp eye on administration do- the Bush administration conceived 
and announced the Enterprise fortngs, cautions of a "danger that the 

initiative may be oversold." ijta dstintthe Americas Initiative.chnceof tishigh.-Ther 

There a distinct chance of ti 
te p n poplse funing

crleel,eands onw so- fl-
ciaTes AM uncertanies of execu-


The" 
soe astiti would pare, by 

some as yet untated amount, the 
IlI billion indebt Latin American 

and Caribbean nations owe the U.S. 
government. It would provide $1.5 
billion over five years for an 'in-
vctment fund," and it raises the 
hope of a hemispheric free trade 
zone at some distant time. 

The $12 billion represents less 
than 3% of the region's total foreign 
debt. Even If the United States re-
duced It sharply, the region would 
be saved less than $400 million a 

Live- a Actoftrade, aidand invest- .Meanwhile, 

year In debt payments. Only riall of advaoce consultation with them 
countries, such as Jamaica, El Sal-
vador and the Dominican Republic, 
might win substantial relief. 

meint proposals meant to help propel 
Latin America and the Caribbean 
toward economic prosperity, 

the initiative was, sand is, 
widely lauded. The United States, It 
apo...ared, finally had lifted Its heml-
spheric focus beyond Central Ameri-
ca's killing fields. 

But &a people look more closely 
at the initiative's details, a certain 
anxiety and skepticism sets in. 

Even they, however, would no 

get Immediate relief, the way the 
administration would manage the 
progrm. For the first year or two, 
they might have to make bigger 
payments to the United States. 

But the region's debt relief could 
be muci greater - quadruple or 
more - If Western Europe and Ja-
pan were to match the U.S. offer. 

This, however, does not seem 

US."unlateralisrn threatens the 
initiative's proposed Investment 
fund - to be adminlstered by the 
"r.American Development Bank 

whose rurpose Is to help attract-aw-
more capital to Latin America Nd 

th Caribbean. 

For the proposed $1.5 billion 
fund, the United States would con-
tribute 00 million. The plan envi-
aoesnEurope aud Japan putting up 
another $500 million each. 

But the Europeans and Japanese 
are not electing to participate. Their 
reaction so far to the fund, says a 
senior official here, is "cold." 

Not only are they apparently an-
noyed by the administration's lack 

on the proposal, but they resent US. 
resistance to their quest for a great-
er role In the Inter-American Bank. 

the very idea of an 
investment fund provokes skeptl-
cism.U.S. congressmen, among oth-
ers, question Its need. Could not the 
World Bank or Inter-American Bank 
lend from existing resources, they 
AL&. 


Mr. Brady, who says the adminis. 
tration thought *long aol, hard" 
about It, argues that A special fund 
will "highlight" the Importance of 
open Investment policies. 

Yet, without Europeau and Japa. 
nese contributions, the administra. 
Lion - If Congress approves the fund 
- may wind up with wha. It Is 
trying to avoid- a perception In Lat
inAmerica that Washington is "dic
tating" Inveitmen' policy from on 

Mr. Feinberg Is advising Con
geas to approve money for the fund 
only ifEurope and Japan contribute 
- a reasonable suggestion.

The Enterprise for the
Initiative's trade po!3cy plank Is ea

peciaby elusive. Latn America has 
reacted enthusiasticrlly to President 
Bush's goal of hemispheric free 
trade, but how and when this would 
be forgeo is anybody's guess. 

The potential for dLsilluslonme t 

t Latin America is greaL 

To Improve the hemisphere's free 
trade chances, Mr. Feinberg s6g
gests an "Americas Commission" to 
coordinate the exchange of trade 
policy information, examine trade 
policy impact and, eventually, to set 
the guidelines and provide the forum 
for hemispheric trade negotiations. 

The Enterprise for the Americas 
Initiative may Indeed help advance 
the hemisphere's welfare. But key to 
it is more multilateralism, involving 
not only Europe and Japan but the 
hemisphere's own member countries 
e well 

Richard Lawrence issenior corre
spondent for The Journal of CoM
merce in Washington. 
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Madam Chairman and members of the Subcommittee, I am pleased
 
to appear before you today to discuss the proposed negotiation of
 
a free trade agreement (FTA) between the United States and Mexico
 
and the decision of the United States, Mexico and Canada to seek a
 
North American Free Trade Agreement (NAFTA).
 

As President Bush noted in announcing this initiative, a
 
NAFTA will link the U.S., Mexican and Canadian economies in bold
 
and far-reaching ways. Eliminating trade and investment barriers
 
among our nations will stimulate the dynamism of our economies,
 
enhance the competitiveness of our businesses and farmers, and set
 
a standard for trade liberalization for the hemisphere and the
 
world.
 

I would like to review with you where we stand in the process
 
with Mexico and Canada and look toward what we hope to accomplish
 
in our initiative.
 

Mexico's Commitment to Open Trade Leads to Increased U.S. Exports
 

Consideration of the FTA initiative is possible because of a
 
reorientation in Mexico away from statist, interventionist
 
policies toward a market-oriented system. These changes started
 
in 1986, when Mexico joined the General Agreement on Tariffs and
 
Trade (GATT). They have continued with Mexico's unilateral
 
policies of tearing down trade barriers, privatizing industry, and
 
opening doors to foreign investment.
 

The opening in Mexico has had a dramatic impact on U.S. trade
 
with Mexico. U.S. exports to Mexico have more than doubled,
 
rising from $12.4 billion in 1986 to $28.4 billion in 1990.
 
Although trade deficits primarily are determined by macroeconomic
 
factors, the surge of U.S. exports to Mexico has contributed to a
 
two-thirds cut in our bilateral trade deficit with Mexico, from $5
 
billion to $1.8 billion. In fact, excluding petroleum, we now
 
enjoy a merchandise troJe surplus of about $3 billion with Mexico.
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Some examples of how this expanded trade with Mexico benefits
 
our economy are the following:
 

o 	 Mexico is our third largest agricultural trading
 
partner, with U.S. exports totalling over $2.5 billion
 
last year.
 

o 	 U.S. exports of consumer goods have tripled from $1
 
billion to $3 billion; our capital goods exports have
 
grown from $5 billion to roughly $9.5 billion.
 

U.S. exports of telecommunications equipment have
 
more than doubled since 1986, with exports reaching
 
about $1.2 billion last year.
 

Transportation equipment exports have almost
 
tripled since 1986, rising from $1.3 billion to
 
$3.8 billion.
 

Our surplus in paper products trade has grown from
 
$207 million in 1986 to $709 million.
 

We now have a surplus in iron and steel trade with
 
Mexico exceeding $300 million; in 1986, we ran a
 
$12 million trade deficit. This switch occurred at
 
the same time that Mexico received a substantial
 
increase in its steel quota under the President's
 
Steel Trade Program.
 

We also enjoy a textiles and apparel trade surplus.
 
Four years ago, we had a deficit of $91 million.
 

In sum, Mexico has been the fastest growing major market for
 
U.S. exports. U.S. sales to Mexico are double those to either
 
Korea or Taiwan, three times those to Hong Kong, four times those
 
to China, and five times those to Brazil.
 

Why an FTA?
 

Recent substantial export growth to Mexico has meant jobs for
 
our workers and sales for our companies. Through an FTA, we can
 
consolidate and build on the progress to date and expand
 
opportunities available for our firms and our farmers. Further
 
Mexican liberalizations on goods, services, and investment will
 
stimulate Mexican growth and increase Mexico's demand for U.S.
produced goods and services. Consumers on both sides of the
 
border will benefit as increased c(ompetition leads to greater
 
efficiency and lower prices for traded goods. For example:
 

o 	 Mexico still has an average applied tariff of about 10
 
percent, compared to about 4 percent in the United
 
States. Moreover, while Mexico's top applied tariff
 

I 
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rate is 20 percent, it has the legal right to raise its
 
tariffs unilaterally to 50 percent, the rate bound under
 
the GATT. An FTA would lock in a schedule to reduce and
 
ultimately eliminate tariffs and other barriers to
 
market access, creating new business opportunities for
 
American exporters.
 

o 	 In agriculture, a restrictive import licensing system
 
still applies to about 40 percent of the value of U.S.
 
agricultural exports to Mexico, including such
 
commodities as grains, dairy products and certain fruits
 
and vegetables. Licenses are granted or withheld in an
 
arbitrary manner and often act as import bans. FTA
 
talks would provide an avenue through which these
 
restrictions might be dismantled.
 

o 	 While Mexico has liberalized its investment regulations,
 
much more could be done. We seek an open,
 
nondiscriminatory investment environment in Mexico, free
 
of performance requirements and investment restrictions
 
that distort trade and investment flows. Investment is
 
an issue we have agreed to address in our FTA
 
negotiations.
 

o 	 In services, we seek additional openings in many areas,
 
including banking, securities, insurance and
 
professional services. In these areas in particular,
 
market entry is restricted, and in some sectors U.S.
 
firms are totally denied access to the Mexican market.
 
We could use the FTA negotiations to seek needed
 
liberalization in these sectors.
 

With respect to intellectual property rights, we expect
 
action even before FTA negotiations. In January 1990, Mexico
 
announced a program to overhaul and modernize its patent and
 
trademark regime. While the Salinas Administration introduced a
 
new industrial property law in December 1990, this law was not
 
enacted. Althcugh we were disappointed that the law was not
 
passed in 1990, given the assurances we have received from Mexico,
 
I expect these laws to be enacted soon after the Mexican Congress
 
reconvenes in April. We also have had indications that Mexico
 
will modernize its copyright laws to protect producers of sound
 
recordings and computer software.
 

Mexico must provide effective protection and enforcement of
 
intellectual property rights, with reforms offering immediate
 
commercial benefits to intellectual property rights holders.
 
Embodying intellectual property rights protection in the FTA will
 
make such reforms secure for Americans and Mexicans alike.
 

While the FTA will yield important benefits to the U.S.
 
economy, we recognize the concerns in certain sectors over
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increased competition from Mexico. We want to work with the
 
Congress and the private sector to ensure that our negotiating
 
objectives take these concerns into account.
 

Let me make clear that where there are sensitive areas,
 
nothing we negotiate will be implemented overnight. Business,
 
labor and agriculture on both sides of the border will need time
 
to adjust. We will ensure that any agreement will be phased in
 
over time and will provide an effective mechanism to protect
 
against import surges.
 

In sum, the FTA would secure much of the liberalization that
 
Mexico has conducted unilaterally and would provide avenues for
 
additional liberalization. The FTA would be a catalyst for
 
economic growth and development in Mexico and the United States.
 
Both countries would obtain significant mutual benefits from
 
increased trade, investment flows and jobs. The FTA would help
 
strengthen the Mexican economy and create a firm foundation for
 
Mexico's future econori.c growth. Lower trade barriers and faster
 
economic growth in Me-, co will spur U.S. exports and help the U.S.
 
economy expand. Reduced barriers will improve the efficiency and
 
productivity of U.S. and Mexican industries and enhance their
 
competitiveness in international markets.
 

Mexicrc also is important as the cornerstone of a
 
comprehensive Western Hemisphere policy. An FTA would be the
 
first step toward President Bush's longer-term goal of hemispheric
 
free trade. And Mexico's example of market-oriented economic
 
reform is a significant role model for other countries in the
 
region.
 

Finally, Mexico is a close neighbor and a good friend. There
 
are extensive cultural, historical, familial and language ties
 
that link us. Our two Presidents are committed personally to
 
maintaining excellent relations based on mutual respect and
 
cooperation.
 

Progress in the trade area will support and reinforce
 
progress in our troader bilateral agenda with Mexico. Long before
 
there was any talk abcut an FTA with Mexico or a North American
 
FTA, the United States and Mexico were discussing and acting upon
 
an extensive array of issues reaching far beyond trade.
 

Our countries share a common goal of an improved way of life,
 
both economically and socially, for our peoples. Agencies such as
 
the Environmental Protection Agency and the Departments of
 
Justice, State, and Labor are working in their areas of expertise
 
to promote our broader bilateral agenda. We have been working
 
with Mexico to support and enhance its own efforts to address
 
pressing social needs.
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Progress in free trade negotiations with Mexico can stimulate
 
progress in our broader agenda. Conversely, failure to advance in
 
trade would undermine progress in other areas.
 

The Free Trade Agreement - First Steps
 

The Mexiuan government first broached the idea of a bilateral
 
free trade aqreement between the United States and Mexico about a
 
year ago. Following some very preliminary discussions, last June,
 
Presidents Bush and Salinas strongly endorsed the goal of a
 
comprehensive free trade agreement between our countries. They
 
directed the Mexican Commerce Secretary, Dr. Jaime Serra, and me
 
to begin the preparatory work and consultations needed to start
 
FTA negotiations and to report back to them as soon as
 
practicable.
 

Following that announcement, the Administration held a series
 
of meetings with Congress and the private sector, seeking advice
 
on the idea of an FTA with Mexico. While there were some
 
concerns, there was a good deal of interest in and support for
 
negotiations.
 

Based on this preliminary work, in August Dr. Serra and I
 
jointly recommended to the Presidents that the United States and
 
Mexico formally initiate negotiations on a comprehensive,
 
bilateral FTA. We agreed that an FTA should lead to the
 
progressive elimination of impediments tj trade in goods and
 
services and to investment, as well as to the protection of
 
intellectual property rights, and the establishment of fair and
 
expeditious dispute settlement mechanisms.
 

Both Presidents welcomed this recommendation, and on August
 
21, President Salinas wrote to President Bush proposing that the
 
United States and Mexico negotiate a free trade agreement, a step
 
required under the fast-track provisions of the Omnibus Trade and
 
Competitiveness Act of 1988. On September 25, in accordance with
 
the 1988 Trade Act, President Bush wrote to the Chairmen of the
 
Senate Finance and House Ways and Me.ans Committees notifying them
 
of his intent to negotiate an FTA with Mexico. President Bush
 
also notified them in that letter of Canada's interest in
 
participating in the FTA negotiations and our intent to consult
 
trilaterally about that prospect.
 

This notification was the first step in the process toward
 
negotiating an FTA under U.S. "fast-track" laws and procedures.
 
It triggered the 60 legislative day clock, during which time the
 
House Waits and Means Committee and the Senate Finance Committee
 
could review our proposal and, if either Committee so chose,
 
disapprove fast-track procedures for the negotiations.
 

Beyond Mexico - A North American Free Trade Acireement 
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In his letter of September 25 notifying on the Mexican
 

initiative, President Bush noted that the Canadian government had
 

expressed a strong interest in expanding the U.S.-Mexico talks
 

into a three-way negotiation. The President welcomed the chance
 

to work with Canada and Mexico toward this end and noted we would
 

be exploring the possibilities for a trilateral negotiation.
 

Between September 25 and the end of January 1991, I met with
 

my Mexican and Canadian counterparts three times, and my Deputy,
 

Ambassador Julius L. Katz, met with his counterparts four times,
 

to consider the issue of a trilateral negotiation. In addition,
 
there were numerous meetings at the staff level to consider
 

various aspects of a negotiation. We also consulted with the
 

Congress and the private sector to seek advice on whether to
 

proceed trilaterally.
 

Based on our work, the three governments decided to proceed
 

with trilateral negotiations -- that is, to negotiate a North
 

American Free Trade Area (NAFTA). The President so informed the
 

Ways and Means and Finance Committees on February 5.
 

An agreement among the United States, Mexico and Canada would
 
It would create an enormous free
be a dramatic move forward. 


trade area, with 360 million producers and consumers and a total
 

output of almost $6 trillion. Eliminating trade and investment
 

barriers and achieving common rules among our countries will
 

harness the energies and talents of three great nations, helping
 

them to meet the global economic challenge. A NAFTA would be a
 

bold step toward establishing free trade in the Western Hemisphere
 

and would create a solid foundation for North American growth and
 

prosperity into the 21st Century.
 

Our consultations have shown that all three governments have
 

the will and determination to make these negotiations a success.
 

In considering how a trilateral negotiation might take place, we
 

have agreed that the negotiation will proceed along the same lines
 
We have
as originally agreed by the United States and Mexico. 


for any reasons, it proves unfeasible to reach a
agreed that if, 

trilateral negotiation, the parties can proceed bilaterally.
 

Finally, both the United States and Canada agree that the
 
improve and
trilateral negotiations will give us an opportunity to 


expand the existing U.S.-Canada free trade agreement; the
 

negotiations will not be a vehicle for retreating from the trade
 

and investments disciplines or liberalization achieved in the
 

U.S.-Canada FTA.
 

The time is right to pursue this negotiation. All three
 

governments share a vision of a North America freed of barriers to
 
is based on
trade and investment, where economic success 


A North American FTA can
complementary competitive strengths. 
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establish a model for broader hemispheric integration in the
 
future.
 

The FTA - Next Stes
 

The 60 legislative day clock has expired with respect to our
 
notification on Mexico. A similar notification with respect to
 
Canada was sent to the Chairmen of the Committees on Ways and
 
Means and Finance on February 5.
 

On March 1, the President requested extension of the whole of
 
the fast track procedures for the consideration of implementing
 
legislation with respect to trade agreements entered into after
 
May 31, 19SI, and before June 1, 1993. In his report to Congress,
 
the President said he would use the fast track extension for such
 
initiatives as the Uruguay Round, the proposed North American free
 
trade agreement, and the pursuit of the trade objectives of the
 
Enterprise for the Americas Initiative.
 

Fast track plays a critical role in our trade policy. It
 
preserves the important role the Congress in shaping trade policy,
 
ensures close cooperation between our trade negotiators and the
 
Congress, and strengthens the hand of our negotiators in dealing
 
with their foreign wounterparts.
 

Clearly, extension of fast track is essential for our
 
negotiations with Mexico and Canada. With the fast track
 
extended, we would expect formal negotiations to begin sometime in
 
late Spring.
 

As we have been doing since before the joint Presidential
 
announcement last June, we will continue to consult and widely
 
with this Committee and others in the Congress. We will continue
 
to seek the advice of our statutory advisory groups from
 
agriculture, industry, and labor, as well as others in the private
 
sector with an interest in any such agreement. We also will
 
consult with state and local governments. The best way to develop
 
a trade agreement that benefits our nation and our people is
 
through a partnership among the Congress, the private sector and
 
'he Administration.
 

Conclusion
 

At no time have the United States, Mexico and Canada jointly
 
shared such a firm commitment to opening markets and expanding
 
trade and investment. We should seize this opportunity and build
 
a firm foundation for growth throughout North America into the
 
21st Century. We look forward to working with you as we take this
 
opportunity and make it into the reality of free trade
 
in North America.
 



CONGRESS ION:\L QUARTERLY 

ECONOMICS &FINANCE 

TRADE The Democratic leadership is be
ing pressured by lawmakers, pa,.ticu
larly in the House, to break with theDemocrats Wei&the Politics president. Opponents' first choice 
would be to get Gephardt to lead the 

campaign against afast-track exten
sion, in hopes that his cachet on trade 
could overcome support for the ad-

Traditionalconstituenciesoppose policy, ministration's position among Ken
but is it the right issue for a fight? nedy-era free-traders, such as Rosten-

Of Battling Bush on Mexico 

kowski and Foley. 

Waiting for GephardtT hich Dick Gephardt
looms over the Bush ad- "It really depends on how 

wantsministration's plan to negoti- Z high profile Gephardt 
to make it." says Rep. Terryate a free-trade agreement 
L. Bruce, D-Ill., an opponentwith Mexico" The one who 

ran for president by promising ofI the Mexico talks. 
In his 1988 presidentialprotection to farmers and 

blue-collar workers menaced campaign, Gephardt argued 
by foreign competition? Or - for a retaliator trade Posture 
the House majority leader and greater attention to the 
loyal to his party and its free- economic woes that he said 

the United States brings ontrade heritage? 
'IThe Missouri Democrat itself by no' being tough 

enough abroad. Those arehas not decided. 
"Sure I want a Mexican Ru,:,' .A ....... themes that doveta:I nicely 

trade treaty," Gephardt said Ways and Means Chairman Rostenkowski greets Carla Hills at with critics' a..guments that 
start of hearing on the fast track. flee trade with low-wagerecently, "but I'm not for nego-

Me.ico will cost many lowtiation of a treaty that doesn't 

recognize the legitimate rights of Amer- cials say, the talks are doomed even skilled American workers their jobs,
 
ican wcrkers and American jobs." before they begin, because Mexico and that Mexico's lax enforcement of
 

His caution ilustiates the difficult) would never agree to negotiate down environmental laws will induce corn-
Democrats in Congress are having at trade and investment barriers, know- panies to locate there. 
forging a unified position on the Mex- ing that Congress could subsequently Unlike other members of the Dem
ico negotiations: Rank-and-file oppo- alter the terms to protect certain U.S. ocratic leadership, "Gephardt is more 
nents worried about jobs and environ- industries, inclined to take an aggressive stance 
mental issues want an all-out effort to M, st Democratic leaders - in- on this because it's more in line with 
reject the administration's proposal to cluding Rostenkowski, House Speaker his views," says a top leadership aide. 
unite Mexico, the United States and Thoiias S. Foley, D-V ash., and Lloyd If Gephardt joins the attack, oppo

transform what isCanada in a free-trade zone. But some Bentsen, D-Texas, chairman of the nen'.s say, it could 
Democratic leaders think this may not Sente Finance Committee - have in- now a procedural hurdle into a major 
be the right moment - or even the dicated support for granting the ad- political confrontation with the Bush 
right issue - for a battle with Presi- ministration's request. In part, that administration over trade. 
dent Bush ove- trade, particularly reflects their free-trade instincts. In Gephardt's staff says no decision 
when their party runs the risk of ap- Bentsen's case, there is an element of on strategy has been made and that it 
pearing protectionist. political self-interest; the Mexico ne- will rest on how fortb'oming the ad

"My inclination is to be supportive" gotiations are highly popular in Texas. ministration . in d .ng with con
of the administration, said Dan Rosten- But there is also a tradition - in- gressional concerns about job loss ar d 
kowski, D-Ill., chairman of the House spired by Congress' woeful attempt at the environment. 
Ways and Means Committee, which has setting trade policy with the 1930 There is also the question of 
jurisdiction over trade. "But I see the Smoot-Hawley tariff - of granting whether opposing free trade with 
storm brewing out there." the administration broad power to ne- Mexico makes good politics for the 

gotiate with foreign governments. Democratic Party - and for Gep-
Breaking a Partnership? "The downside of not obtaining hardt personally. He is widely ks-

Political barometers began fluctu- fast track is so steep that I can't bring sumed to be interested in running for 
ating wildly when the administratioi myself to believe that Congress would president again, and any campaign 
on March 1 asked for a two-year ex- destroy a partnership that has stood against Mexico would please a host of 
tension of the so-called fast track pro- for 50 years," said U.S. Trade Repre- interests with close ties to Democrats 
cedure, which commits Congress to sentative Carla A. Hills in an interview. - labor unions, farmers, environmen
consider trade agreements quickly and But opponents say the fast track is talists and human-rights groups 
bars amendments once they are sub- more like a mugging than a partner- that want the administration to 
mitted for approval. (Box, p. 661) ship. "Fast track operates like a gun to broaden its negotiating goals. 

Without the fast track, U.S. offi- our heads - no amendments, no res- But, with Bush basking in postwar 
ervations," said Sen. Ernest F. Hol- popularity, opposing him on trade is a 

By David S. C!oud lings, D.S.C. dicey matter. "There is concern about 
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On the Fast Track 

The fast track is a special set 
of procedures that expedite con-
gressional consideration of a bill 
implementing a trade agreement. 
Once an agreement is reached, the 
administration and Congress in-
formally negotiate legislative Ian-
guage to implement it, after 
which the bill is formally intro-
duced and the fast track kicks in. 

The fast track provides that: 
* Committees have 45 days to 

consider the bill; they cannot 
amend it. 

QEach chamber must vow on 
the bill within 15 days after the 
committee deadline. 

* A motion to proceed to the bill 
in either chambei must be acted 
on without delay or debate. 

* Debate in each chamber is 
limited to 20 hours, and amend-
ments are not in order. In the 
House, the time is divided equally 
between those who favor the bill 
and those who oppose it. In the 
Senate, debate time is divided 
equally between the majority and 
minority !eaders. 

whether this is the right issue to take 

(the administration] on with," said 
Byron L. Dorgan, D-N.D., sponsor of a 
House resolution to disapprove the 
fast-trac& extension. "The question is 
not only whether Gephardt plays a 
role, but how." 

"Dick Gephardt has his agenda. 
He's testing issues for his presidential 
campaign," said Bill Gradisor,, R-Ohio. 
"But I'm at a loss to understand how the 
Democrats think there is political capi
tal in opposing economic growth." 

A majority vote in either the House 
or Senate is sufficient to deny the ad
ministration another two years of the 
fast track. But doing so would ripple 
far beyond Mexico. Because the proce
dure applies to all trade agreements, 
killing the fast track would probably 
doom not only the Mexico talks but 
also negotiations under way in Geneva 
to liberalize world trade by broaden
ing the General Agreement on Tariffs 
and Trade (GATT) to include agricul
ture and other non-manufacturing in
dustries, such as financial services. 

"At bottom, this is a question of 
whether the president has the author
ity to negotiate," said Gradison, a 
member of Ways and Means. 

Opponents of the Mexico talks do 
not intend a broadside against the 
president's negotiating authority. As a 
price for keeping the fast track intact 
for the GATT negotiations, they are 
hoping for a separate House vote on 
rejecting it for Mexico. If successful, 
that would kill the Mexico talks, aO-
ministration officials say. 

If the vote were simply on rejecting 
the fast track for all trade agreements, 
strategists say, support for continuing 
GATT would be strong enough to 
override the deep congressional mis-
givings about a free-trede pact with 
Mexico. "My political assessment is 
that we're better off not to mess with 
GAT''," said Bruce, who is preparing 
a resolution to disapprove the fast 
track solely for Mexico. 

The administration is clearly unwill-
ing to sacrifice the Mexico talks to get 
GATT on the fast track. "Why a half a 
loaf, instead ofa whole loaf?" asks Hills. 

The same q iestion is being asked 
by lawmakers who would like to kill 
the GATT talks. A GATT agreement 
- if there is one - will almost cer-
tainly require protected U.S industries 
such as textiles and agricultu,-e to re-
linquish barriers that shield them 
from foreign competition. 

The best shot for lawmakers sym-

pathetic to these indistries is to lock 
arms with opponents of a Mexico 
agreement to vote down the fast track. 

ECONOMICS A FINANCE 

Hollings introduced a resolution 
March 13 to kill the fast track. Dorgan 
introduced his measure in the House 
on March 6. 

But as the administration has be. 
gun lobbying members, and opposi
tion to the Mexico agreement has 
grown, rejecting the fast track alto. 
gether has lost some appeal. Hollings 
could muster only 14 cosponsors for 
his resolution; a similar resolution last 
year attracted 37 supporters. 

Explai.ing the drop in cosponsors, 
Hollings said, "The Carla Hil!s bazaar 
opens, and she goes around to my col
leagues and says, 'I will take care of 
you il you get off that resolution.' " 

Democratic leaders who support a 
fast-track extension will be doing 
some dealing of their own in coming 
weeks to muster support. Danger 
seems to be greatest in the House, 
where the issue is how to best allay 
concerai in the rank and file about 
Mexico. According to leadership aides, 
one possibility under consideration is 
a non-binding resolution expressing 
Congress' desire that a Mexico tgree
ment include protections for displaced 
workers and for the environment. 

If Rostenkowski does not have the 
votes for a blanket extension of the 
fast track, L.eis inclined to strip off 
Mexico and give opponents a separate 
floor vote on that. He does not want to 
go to the floor and lose. 0 
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Poverty Indices and Poverty Ordcrinos:
 
An Appl.ication to Me~xI.co
 

by Nora Lustig
 

Brookings Discussion Papers Number 85, January 1991
 

Abstract
 

This paper uses Atkinson's and Foster and Shorrock's approach
 
to generate poverty orderings for different population groups in
 
Mexizo. Following this approach, poverty is measured using a range
 
of poverty lines valued from zero to an arbitrary maximum. The
 
selected range of poverty lines includes those used in other
 
Mexican studicq. Poverty is estimated using three poverty
 
measures: the head-count ratio, the normalized poverty gap, and
 
the "distribuLion sensitive" Foster et al P3 index. The latter two
 
are estimated tc increase the ranking potential beyond that given
 
by the head-count ratio. For the comparisons undertaken here the
 
head-count ratio yields an unambiguous ordering. The results show
 
that individuals have a higher incidence of poverty than
 
households, and that poverty among rural and agricultural
 
households is unambiguously higher than poverty among urban and
 
non-agricultural households. Also, poverty among agricultural
 
households is unambiguously higher than poverty among rural
 
households. The poverty estimates are compared with other
 
available estimates based on the same data, and the same poverty
 
lines. The differences turn out to be significant, and some
 
explanation as to the reasons is provided. Finally, the
 
contribution of rural/urban and agricultural/non-agricultural
 
poverty to totil poverty is calculated for a selected number of
 
poverty lines. All estimates are based on the 1984 Income-

Expenditure Survey.
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Assistant Administrator
 

Latin America and the Caribbean Bureau
 
Agency for International Development
 

before the
 
Subcommittee on Foreign Operations
 

Committee on Apprcpriations
 
U.S. House of Representatives
 

WJashington, D.C.
 
March 19, 199.
 

Mr. Chairman, Members of the Committee, I appreciate the
 
opportunity to discuss one of the most serious challenges
 
facing the Western Hemisphere. The rroduction, trafficking,
 
and consumption of drugs affects every corner of the
 
Hemisphere. It not only wreaks havoc on millions of lives and
 
families who come in contact with illicit drugs, it threatens
 
the ability of nations throughout the Hemisphere to attain
 
stable, democratic societies and broadly-based economic growth.
 

As this Committee knows, in September of 1989 President
 
Bush approved expanded narcotics-related military, economic,
 
law enforcement, and intelligence assistance for Peru, Bolivia,
 
and Colombia to support their counternarcotics efforts. The
 
President's Andean Counterdrug Initiative focuses on these
 
three countries because Bolivia and Peru produce approximately
 
90% of the coca leaf in the world and Colombia remains the
 
predominant refiner of the world's supply of illicit cocaine.
 

The President's Initiative is a ;comprehensive one involving
 
a number of departments and agencies in the U.S. Government,
 
coordinated by the Director of the Office of National Drug
 
Control Policy. A.I.D.'s primary role is to help strengthen
 
legitimate economic activity and promote alternative
 
development.
 

The Andean countries need to strengthen their legitimate
 
economies in order to enable them to move away from economic
 
dependence on cocaine. As part of President Bush's overall
 
Andean Counterdrug Initiative, A.I.D. is requesting an
 
additional $250 million in ESF resources for narcotics-related
 
economic assistance.
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Narcotics-related Economic Assistance
 

The narcotics-related economic assistance will be used in 
a
 
number of ways as outlined by the Declaration of Cartagena:
 

o balance of payments assistance to finance productive

imports and/or service of debt to the U.S. Government
 
or international financial institutions;
 

0 
 alternative development in coca-growing areas and
 
surrounding areas which have supplied permanent and
 
seasonal migrants to the coca zones;
 

o 	 trade and investment/programs projects and policy

reforms to produce alternative sources of jobs,

income, and foreign exchange throughout the economy;
 

o 	 drug-awareness and information efforts to help

mobilize public sentiment and political will against

cocaine production and trafficking; and
 

o 	 improvements in the administration of justice and
 
judicial security to enhance prospects for effective
 
prosecution of drug traffickers.
 

By providing both macro-economic and alternative
 
development assistance, A.I.D. seeks to offset the loss of
 
foreign exchange inflows resulting from counterdrug activities,

while 	helping to stimulate legitimate economic growth which
 
will produce the jobs necessary to replace the drug-related
 
ones. Alternatives must be available to the growing,

producing, and processing illicit drugs.
 

The overall goal of the Andean Counterdrug Initiative is to
 
disrupt and dismantle the multinational criminal organizations

that support the production, processing, transportation, and
 
distribution of cocaine to the United States and to other
 
nations. It is only within this overall context that
 
alternative developmet and income-substitution programs will
 
have any chance of si:ccess. Sustained, vigorous law
 
enforcement can successfully disrupt the coca market and lower
 
the farm-gate price of coca leaf. Alternative economic
 
opportunities then become viable.
 

But the corollary is true as well: it will be hard for
 
Andean governments to sustain law enforcement and interdiction
 
efforts without the availability of alternative economic
 
opportunities for those individuals employed in the cultivation
 
of cocaine, the vast majority of whom are poor.
 



gsults of the Initiative to Date
 

While it is clear that A.I.D.'s efforts to strengthen
 
legitimate economic activity and promote alternative
 
development will be a long-term process, progress is already

being made. Through some success in law enforcement and
 
interdiction, the price of coca leaf fell significantly over
 
the past year in Bolivia, from $100 per hundred pounds in the
 
fall of 1989 to about $40 in early 1991. The price has been
 
below or near the cost of production for nearly eight months.
 

As a result, for the first time there was a net reduction
 
of coca cultivation in Bolivia of 2,600 hectares in 1990.
 
Alternative crops are becoming more attractive. Recently,
 
16,000 pineapples were bought from Chapare Valley farmers and
 
shipped to Buenos Aires, the first major non-coca shipment from
 
that major coca producton center in five years. More
 
shipments of pineapple and bananas are expected this year.
 
A.I.D. has been helping encourage the development of
 
alternative crops by funding research on a number of crops such
 
as cacao, coffee, tea, citris, pineapple, palm heart, rice, and
 
non-traditionals such as spices and fragrances.
 

In the associated high valley communities where A.I.D. has
 
been providing critical irrigation and agriculture assistance,
 
few workers are migrating to the Chapare Valley. The A.I.D.
 
assistance has allowed farmers to cultivate a second crop

providing them additional income. The population in the
 
Chapare has dropped dramatically. A recent study by the
 
Bolivian Coca Eradication Directorate (DIRECO) estimates that
 
the population in the Valley fell from 350,000-400,000 in May
 
1989 to approximately 200,000 today.
 

In Peru, the legacy of a severe economic crisis over the
 
past few years, a serious security problem, Eor
 
infrastructure, and a lack of marketing facilities, all have
 
hindered progress to date. However, in spite of these severe
 
constraints, progress is being made. The price of coca has
 
also fallen, though not as far as in Bolivia. The Fujimori
 
Administration is beginning to implement their new Economic
 
Recovery program, which has the potential to stop the economic
 
slide and boost opportunities for alternative development.
 

A.I.D. research shows that there is a great potential for
 
diversified agriculture in the Upper Huallaga Valley, Peru's
 
principal coca growing area. Products such as rice, corn,
 
plantains, cacao, cassava, citris, and coffee can be produced

in the valley. Palm oil, tea, certain spices, arid cattle are
 
already being raised there.
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During the six month period ending September 30, 1990,

A.I.D. project workers in Peru planted 132 demonstration plots

in different villages, distributed 23,300 kilograms of seeds t
 
farmers, repaired and rehabilitated 53 kilometers of roads, and
 
conducted 256 training courses.
 

Recognizing the need for short-term employment opportunities

to help ease the transition from coca production, A.I.D. has
 
supported a number of social emergency programs in Bolivia.
 
This has resulted in employment for more than 100,000 laborers
 
in short-term jobs in road maintenance and other community

development projects. 
Many of these jobs were in the Chapare

Valley. Fifty-four community projects such as 
water systems,

comiunity meeting balls, schools, and health posts, have been

provided in communities where at least 30% 
of the farmers have
 
eradicated coca.
 

In addition to economic assistance and alternative
 
development and income generation, A.I.D. also is providing
 
resources 
for narcotics education and prevention,

administration of justice, and other democratic initiatives
 
focused on the special challenge of drugs. For example, last
 
year in Peru, drug education programs were implemented in 17
 
high schools, and 11,500 students received drug education
 
through the Ministry of Health. The substantial increase in
 
our administration of justice prcgram for Colombia this year

recognizes the priority need to strangthen the judicial system
 
so that narco-traffickers can be brought to trial in Colombia's
 
own courts.
 

Broadening Support Throuah Trade and Investment
 

The presidents of Colombia, Bolivia, and Peru and President
 
Bush agreed to work together to combat illicit narcotics
 
production, trafficking, and consumption at the Cartegena

Summit. They also agreed that one of the most useful ways 
to
 
do so was to help the Andean countries open up trade. Through

liberalized trade and investment relations under the Andean
 
Trade Initiative and the Enterprise for the Americas
 
Initiative, the U.S. can help generate alternative sources 
of
 
jobs, income, and foreign exchange throughout the economy.

Economic incentives 
are needed to replace the unfortunately

lucrative narcotics trade.
 

The Andean countries also want to work together to
 
dismantle barriers to greater intra-regional trade relations.
 
Expanded trade should not only be with the United States, but
 
also with other countries in the region and the world. 
 Part of

A.I.D.'s strategy for the narcotics-related assistance is to
 
enable the Andean countries to capitalize on a more open
 
trading system.
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A.I.D. also is attaching high priority to involving the
 
local private sector in mobilizing investments that will
 
provide jobs and new sources of income to those formerly
 
dependent on drug production and processing. This includes
 
commercial credit institutions, agribusinesses, farm supply
 
companies, and private transportation, marketing and storage
 
enterpri-3s. In both Peru and Bolivia, the legitimate private
 
sector has expressed its concern about being overwhelmed by the
 
resources of drug traffickers, and its interest in helping
 
develop legitimate enterprises.
 

A team lead by Ambassador Edwin Corr has just completed a
 
report on how the United States can strengthen its co.operation
 
with the Andean countries on agricultural export issues.
 
A.I.D. is working closely with U.S. Department of Agriculture
 
and the U.S. Trade Representative's Office to develop a plan of
 
action for implementing the Corr Report recommendations. Those
 
recommendations include obtaining quick passage of the Andean
 
Trade Preference legislation, providing phytosanitary and
 
zoosanitary assistance, assuring funding for A.I.D. export and
 
investment promotion projects, addressing infrastructure
 
problems, and providing investment incentives.
 

Other Programs in Latin America
 

Because the effects of illicit drugs are not limited to the
 
Andean countries, A.I.D. has narcotics awareness and education
 
programs in ten Latin American and Caribbean countries. These
 
projects help develop a recognition of the dimensions of the
 
problems caused by drug production, trafficking and use. They
 
help build a domestic constituency supporting more aggressive
 
enforcement measures along with greater cooperation with the
 
United States.
 

Activities are carried out primarily by private
 
organizations at the community level, calling attention to the
 
corruption, economic, and social threat that drugs can bring.
 
I believe that the success of tese activities can be measured
 
by the increasing acceptance by Latin American leaders and a
 
growing segment of the public, of the fact that illicit
 
narcotics are not just a problem for the United States, but
 
also profoundly affects their societies.
 

A.I.D. will also continue with its administration of
 
justice and other democratic initiatives focused on the special
 
challenge of drugs, The application of the rule of laws needs
 
to be strengthened. A.I.D.'s programs focus primarily on
 
judicial training, court administration, and improving access
 
to justice.
 

/'
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In conclusion, we understand that $250 million in A.I.D.
 
funds alone will not solve the drug problem. All of the other
 
pieces need to fall into place. Sound economic polices need to
 
be in place to create jobs, income and foreign exchange.

Reliable markets need to be in place for non-traditional
 
products of alternative income systems. Political commitment
 
neeis to be in place to move vigorously against drug

trafficking. Law enfo)-.ement needs to be in place to bring

major traffickers to Justice. 
 Local police and military forces
 
need :o bo in place to deal with insurgent groups which control
 
drug prodLcing areas 
or impede effective drug enforcement
 
work. Security foices need to 
be in place to protect senior
 
political, police, military, and judicial officials so 
that
 
they will not be intiiaidated in performing their jobs. And
 
demand for drugs must be curtailed, particularly in the United
 
States.
 

None of these changes can occur overnight. A
 
coca-dependent economy cannot quickly be transformed into a
 
broadly-based legitimate economy. 
 It will take a long-term

commitment by all the governments in the region, including 
our
 
own. 
 It will take a concerted effort by all societies to
 
create a climate that makes drug use unacceptabl,. 3nd
 
unattractive. It will cake the willingness of businesses and
 
investors to take risks to provide alternative lobs and new
 
sources of income. 
And it will take the willin ness of

thousands farmers and processors of coca to seek alternative
 
means to providing for their families a decent living.
 

Mr. Chairman, I look forward to answering your questions.
 
Thank you.
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Down an unce tn path _Peru
L America's most ruthless 
guerrillas, the Sendero 
Luminoso. or Shining Path. 
are preaching a new ide' 

olugy to Peruvian peasants
The Sendero guerrilas are still 

devout conmunists, but thcgold
chains, ring, and "atches they now 
wear over their fatigues tout aph,.
losophy called "narcopopu sm, a 
radical Latin American version of 
the Robin Hcod saga In this violent 
faiy tle, drug-traffickers are he. 
roes who tak.' from tierich (Amer 

whepoobu c s o eldlgive
the poor (peasants who sell coca
l toften 

The way to 
u the d 
u the
trade is to free up 
legitimate markets 

n bynow strangedbiongovernment 

regulation, Mir de 

uled to government .rces, the othur 
2
world's coca. In 1989. Inflation hit 

half to the narcopopulists). ,700percentand President Alberto 
Mr. de Soto's economic plan Fjmori's austerity program has 

would destroy drug-trafficking (and raised the price of f'od S00 percent
with it na.'copopulism) by turning to 1,000 percent (In America. that 
the twistec success of the drug en. inflation rate would put bread at S25
trepreneu,'s on its head "There is a loaf ) 
onlyone ireemarket inPeru."Mr de 
Soto says, "and that is in the produc-

and processing of cocaine." 
To grow coca and process itinto 

cocaine, Peru's peasants donot need 
to obtain permits, bribe government
officials or wade through years ofSo S S'.bureaucratic red tape- likethey do 

tri-cor
leave brth Tsm. i~edn~g 


the remote Jungles of Bolivia, Peru 
and olombia, but now the move.mentthrc:enstostrangle Peru'sde. 
mnocracy and deleat U.S drug inter 
diction in Latin America 

Peruvian economist liernandode 
Soto has devised a revolutionary 
plan to destroy narcopopuhism with 
the same weapon that has made it a 
multibillondollar industry - the 
free market lie says the only way to 
win the war on drugs is to deny the 
drug generals thir foot soldiers the 
more than 200,0L)0 peasant families 

;grow - co-coca from which 
caine is producec, - in the vast jun.
gles east of the Andes 

Unlike many previocs VArxist 

WesleySmh ihsaLatinAmerncan 
policy analyst at the Heritage Fuun. 
daton 

movements in Latin America, nar-
cop pulism is not occurring on thefringes The guerrillas serve as hat-
sons between the peasants and the
drug barons, who buy legitimacy by 
aupporting national soccer teams 
aid development projects in poor 
neighborhoods At the same time. 
coca growing brigs Peru SI billion 
in foreign currency, about a third of 
Its total unlegal exports 

There is, of course, a dark side 
As in the United States, drug.
trafficking in Latin America is con. 
tralled by violent crime sync cates 
- people who are willing to murder, 
kidnip and wage war to ensure the 
survival of their industry Human 
rights groups documented 3,000 po-
litically motivated disappearances
and murders in 1989 In the first 
three months of 1990, there were /00 
political killings alone (half attnb- 

to operate otl:er businesses. 
"It's a highly efficient entrepre-

neunal system," Mr. de Soo says. 
The way ioundermine the drug

trade is to free up legitmate mar 
kets now strangled b'ygovernment
regulation, Mr de Soto says Studies 
show that pound for pound. crops
such as coffee and macadama nuts 

could beat least as profitableas coca 
growing for most farmers His the-
sis is Ihs If farmers can earn a liv. 
ing legitimately, and are penalized 
for growing coca, they will not grow 
coca 


But Peruvians "are actually pre-
vented from making aliving legally
becase they have no itle to their 
land, no access to credit and no 
access to markets where they can 
sell the goods they grow," M,-. de Soto 
says 

Nothingshortof'aneconomicrev. 
olution can save Peru, which now 
grows more than one-half of the 

A quintessential pragmatlist, Mr. 
de Solo uderstands there is moe to 
the drug trade thar econonics. 
Counterinsurgency and police ac. 
tion are vital to prevent drug.
traffickers and guerrillas from de. 
stroying the program through
economic sabotage and intimida. 
tion Since the military and policecooperate with the traffickers,however, Mr. de Soto and Mr. 

FUjimoripropose antnirely news 
curty and military commaid under 
civilian control - one that wil fail 
without U.S. help.

In March, the Congress willlikely "decertify" Peru - and thus
deny it international loans - for its 

perceived lack of commitment tothe 
drug war This would be a serious 
mistake. The traffickers and Sen
dero would feast on Peru's weak
ened, and interrationally isolated, 
political and military institutions. 

But certification alone will oe a 
hollow victory unless the United 
States puts its resources behind the 
Peruvian program -- that Mr de 
Soto predicts could reduce national 
coca production by 70 percent or 
more. 

If Washington does ha'tfight
alongside the Peruvians now, t ma: 
be forced to fight later without them. 
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Abstract
 

The Bush administration prioritized the drug issue
 
within overall U.S. foreign policy objectives and
 
institutionalized a fundamentally military approach to the
 
"war on drugs." As a result of the Andean Initiative,
 
presented to the nation on Sept. 5, 1989, the Andean region
 
is now the primary recipient of military aid to Latin
 
America, and the U.S. military has taken on an integral role
 
in the implementation of U.S. international drug policy.
 
The Pentagon's drug plan calls for the U.S. military to
 
provide intelligence and strategic planning for the Andean
 
nation's military forces, which would be assigned the task
 
of actually carrying out the counternarcotics operations.
 
However, the undeilying assumption that Andean militaries
 
will be allies in the U.S. war on drugs is dubicus at best.
 
U.S. assistance to Andean military forces will have no
 
impact on drug production, but will exacerbate political
 
violence, particularly in Peru and Colombia, where military
 
forces are battling entrenched insurgencies. Assistance to
 
those militaries will lend direct U.S. support to the tw
most violent counterinsurgency campaigns in the hemisphere
 
today. It also provides ammunition to the region's
 
insurgencies, which have effectively utilized U.S.-backed
 
antinarcotics programs to gain the support of local
 
populations. Finally, U.S. international drug policy
 
strengthens the hand of the Andean militaries and reinforces
 
attitudes that military forces are better qualified than
 
civilian authorities in maintaining public order. Thus, the
 
policy may undermine the very processes of democratization
 
in the region that the U.S. government claims to be
 
supporting.
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USAID ANNOUNCES $82 MILLION 7N ECONOMIC ASSISTANCE TO HAITI
 

The U.S. Agency for International Development (USAID) today
 

announced $82 million in economic assistance to support Haiti's
 

transition to democracy.
 

"Haiti has just become the region's newest democracy with
 

the inauguration of Jean--Bertrand Aristide as the first freely
 

elected president in Haiti's 187-year history," noted Jim Michel,
 

assistant administrator for Latin America and the Caribbean.
 

The FY 1991 assistance will fund a broad range of programs,
 

including health, nutrition, business development, education,
 

agriculture and preservation of natural resources.
 

A major aim of the assistance is to help Haiti, the least

developed country in the Western Hemisphere, to strengthen the
 

democratic process and promote private sector-led growth.
 

Special emphasis will be placed on improving public and private
 

democratit institutions which respond to the needs of the Haitian
 

people, with a strong role for private voluntary organizations.
 

The $82 million represents a significant increase over the
 

$54 million provided in FY 1990. Funding levels for FY 1992 are
 

expected to continue to reflect increased United States emphasis
 

on U.S.-Haitian relations.
 

(more)
 



"The election of President Aristide represents the passing?
 

of an era for the people of Haiti," Michel said. "It means that
 

the opportunities of freedom and democracy are at hand. 
We wilk
 

be working closely with the new government t9 assist in the
 

continued development cf their country and democratic -.

institutions."
 

USAID is the U.S. government agency that administers $7.2-

billion in economic And humanitarian assistance in more than 80
 

countries worldwide.
 



IWASIIIN GTO\ T I' lS,Fcbruaiy 18, 1991 

MICHAEL WILSON 

~ingMa i 

bitterThis 
,caragua celebrates its firstAsNyear of denmocratsc gov-


ernen th s month, Hait i
A r.inntsthe ranks of demo .
 

racies in the Wesicrn Hlemisphere.
Predictably, the United States has 

* 

just announced its decision to send 

$82 million ii aid to case laiti's tran. 
 r' 
sition to multiparty rule and spur " 
economic growth 

But US assisane- t US apostponeS likes i that1 to 

the Nicarag tat 

- may hell)p iuce the hitter fruit-4hmnrhtIfleiuwligtod
of political diciatorship aiid co Jean-Bertrand .,rlstlde
nornic misry that ravaged Nicara- .so.gua for more than a decade r 


Newly eleced presdade. an-

elyd electedumaeidjst Jen 

Bertrand Aristald, ay Just the 

nia0i to establitih a comlemunist dicta. ' 

torshlpiHait 
 AifClong leftist, Fah "'" 

lher Ariide ied me a oman Coah.
fro 


ohc piest aid was later ousted from 

the Salesian Order of the Roman 


athi C rs ti naryt 

Father Aristide blamnies the "" ', 

United States for laiti's economic \ 

troubles, and is platform calls for 

the redistribution of wealth from 

rich t pox)r - already stirring panic 

among property owners and bust 

ness leaders This is a familiar tune 

in latin A m erica. U nder Sa dinista .. , 
rule. must Nicaraguan landwnrs 
had their properly seized, ad thoset 
whodidn't wereharassed by thegov. " /
ernent wiigne yparties 

Despite winning internatonally have never had diplomatic relations, to ship thousands of yo'iths to Cuba'sobserved elections, the Aristide gus. nmenbr2rs of Fidel Castro's commu- political inductrinatio.. ;amps.
errnent now seems to be taking the ni.,l Politburo wre present at 'a. Finall. FNCD leaders are creat-first telps tlward establishlg a left ther Aristide's inauguration earlier ing neighborhood mil ia calledwing dictatorship Fir example, al this mi-tlh "vigilance committees" to mobilize 
though 'ar au Prince and Ilavana Meanwhile, Fattier Aristide's against Ilaii's political opposition,party, the FNL I), is sending "young the press and business interests_vluo'eers" to Cuba fur polhitical The committee,, patlerned after 

training What does his government thuse' in Cuba, seem to walk hand infichael Wilson Is o lotn Amer- hope to learn from Castro's model of hand with leftist brutality Sucht(Ul polity analYSt with the len- onte party rule? The Sandinistas, i groups formed the n of S,'i-
agt bandoii~uli should be recalled, also were quick nista support in Nicaragua 

As a result, government
in Haiti. A ristide supporterssponsored street violeoice isgrow 

have lynched and burned dozens of 
peo p l nsi ca ti, A r isti de po r t r 

may eonly te start of the 
violence. Father Arside recently 
ordered thai !65 former government
officials, including inernPres 
dent Ertha Pascal-ITouillot, not be
allowed to leave Haiti for one month 
Is a lurge in the making We don't 

know, but the government has called 
for the destruction of all remnants 
of the family dictatorship of Fran
cots and Jean-Claude Duvalier 

With this as the political back
drop to Haiii, Washington should 

releasing any rinancial as.sistance until Father Arisltide proves 
he will support democracy ad 

humantights Ifhe istunwing lodothe Bosh administration must 
make clear to him that returning to 
political and economic repression 
carries with it a price. This can be 
done by. 

Imposing a trade embargo on 
Haiti The United States now im.
 
ports about $400 million in goods
 
fNom Haiti, with exports valued at
 
approximately $41bm million A
 
freeze on trade would help pressure
 

the government to adopt free
market relorms
 

0 Encouraging Caribbean and Eu. 
ropean nations, such as Venezuela 
and France, to isolate Father Aris. 
tideand suspend trade and fiancial 
Ihelp to Haiti There is precedenceo n bo h10 c al]u hera s ic c Ve 

ezuela ad France have helped to 
promote democracy in Haiti 

And assisting pro-deiocratic 
in Haiti Workiig through 

the Natiinal Fndowment for Democ 
racy, the United States could pros-de 
training and assistance to truly 
denocrall forces such ashe Nd. 
tonal Alliance for Democracy and 
Progress 

The Unted States must not re
peal the mistakes made in Nicara
gua by givi g another !-;der the 
reathiig space lie needs li crush 

his enemies and In::luinahze lxi 
htical tyranny 

'-1
.
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Haiti: Avoid
 
The Statist Model
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DEBATE OVER 
PUERTO RICO'S 
POLITICAL STATUS 
by Patrick G. Marshall 

Puerto Rico's three political parties
have united in calling for a vote on the 
island's future relationship with the 

United States. At the moment, islanders 
are closely divided over whether to 
continue the current commonwealth 
status or to opt for statehood, with only 
a small minority favoring complete 
independence. The U.S. Congress also
is divided on the issue, however, and 

lawmakers may not give the islanders 
the chance to vote - a possibility many 
Puerto Ricans say would be intolerable. 

After more than 92 years of living under U.S. 
domination, Puerto Rico may at last have a chance to 

decide whether it wants to become an independent 
country, enter the Union as the 51st state, or continue 
its current "commonwealth" status. The decision will 
not be an easy one for Puerto Ricans, for each status 

with it certain advantages and disadvantages. 
Under commonwealth status, Puerto Rican& are 

U.S. citizcns, but the island has no senators or voting 
representatives in Congress and islanders cannot vote 
in presidential elections. Puerto Rico also does not 
receive the same level or variety of social welfare 

programs as the states, although the federal government 

does give the island some money. On the other hand,
commonwealth status carries benefits, too: Puerto Ri

cans are not required to pay federal income taxes,
and companies establishing businesses on the island are 
given federal tax incentives that they could not 

receive in a state.
If Puerto Rico were to become a state, it wouldgI Puoliic werei an erto 

gain political power in Congress, and poor Puerto Ri

,i\
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cans would qualify for many federal welfare benefits Commonweath vs. Statehood

they cannot now receive. At the same time!, however,
they would have to pay income taxes, and the island 
 This table compares estimates of what the federal government wouldwould lose its corporate tax incentives, which could pay Puerto Rico (in billions of dollars) for certain entitlement proharm the economy, grams under its current commonwealth status or under statehood.Independence, the third option, would be emotion- The Increased costs tinder statehood are broken down by program.ally gratifying to most Puerto Ricans, and it would give prO, 9 im 14 19
the island more flexibility in making trade arrange
ments with other countries. But it would mean the end 
 Outlays under comonwsth Z 13. 2.0 2.1of most of the subsidies currently provided by the Outlays under sthood 5 3.7 4.6 5.1United States - and an end to even the limited social Increases under statehoodFood stamps 0.7 0.7welfare benefits that poor Puerto Ricans now receive. Medicaid 

0,7 0.7 
0.9 1.0 1.1 1.2Puerto Ricans are divided over which status would Medicare 0.1 0.1 0.1 0.1be best, but they Supplemental Security Income 0are at one in their resentment over Aid to Families with 0 0.6 0.9

their continuing lack of power to decide the issue for Dependent Children -t .t 0.1themselves. Every president since Harry S Truman has Foster Care - t - t - t 
0.1
- tconceded the right of Puerto Ricans to do so, but in Total Increase 1.7 1.8 2.6 3.0

spite of public plebiscites and diplomatic pleadings,legilatinwuldgivePuerotat Rcansconrol ver t 1211 ithan $50 millionlegislation that would give Puerto Ricans control over Sourc!, Congressional Budget Office. Potential Economic Impacts of Changes intheir own destinies has yet to make it through Congress. Pueno Rico's Status Under S. 712. April 1990

Legislators came close last year. The House passed
 

a bill that would have provided funds for a referendum in
Puerto Rico on the island's status and would have in January 1989 showed Puerto Ricans favoring comrequired Congress to take some action on the results of monwealth status by 52 percent to 41 percent, but athe referendum. In the Senate, however, a referendum more recent poll in 1990 showed islanders favoringbill was allowed to die in the commotion surrounding statehood 48 percent to 42 percent.t Congress' last-minute wrangling over a federal budget. On the surface, the most significant issues in theNew bills were introduced in both houses early this status debate seem to be economic. "Voters anywhereyear, and their respective sponsors have pledged to try to tend to vote their pocketbooks, and we're beingiron out the not inconsiderable differences between shortchanged terribly in economic and social benefits,"the two pieces of legislation so that an effective vote on says Roland I. Perusse, a professor of U.S.-PuertoPuerto Rico's status can finally be taken. Though Rican relations at the Inter-American University of
 many in Congress expect an uphill battle, an unexpected Puerto Rico.
victory took place when the three Puerto Riran politi- Indeed, though Puerto Rico receives generous taxcal parties issued a unified call for a referendum in benefits and more than $6 billion a year from the U.S.November 1989. This agreement between Puerto Ri- government, the standard of living on the island,
can parties, says a staff member of a congressional along with federal funds directed to the island, lags well
committee that deals with the issue, has elevated the behind states on the mainland. Federal expendituresidea of a status referendum from a pipe dream to a in Puerto Rico amounted to only $1,893 per person inpotential reality. "That's always been tougher than 1988, which put Puerto Rico at the bottom of the list.the United States getting together on a process," says the Of the 50 states, the lowest in terms of per capitastaff member, who asked not to be identified. expenditures was Michigan, which received an aver-The divisions within Puerto Rico over the island's age of $2,543 per person in 1988.2 Social welfare prorelationship with the United States are clearly reflected grams such as Aid to Families with Dependent Chilin the political landscape. In fact, the three political dren (AFDC), food stamps and Medicare, are availableparties are themselves largely defined by their respec- in Puer".o Rico, but expenditures are arbitrarilytive positions on the status question. In recent years, capped at levels far below those on the mainland.the governorship has passed back and forth between the "It's legal, geographical discrimination," complainsPopular Democratic Party, which currently occupies Perusse, an advocate of statehood. And such dispai ty isthe governor's house a'nd wh;-h favors commonwealth all the harder to take, he says, when Puerto Ricansstatus, and the New Progressive Party, which favors are expected to fight in America's wars. "There's astatehood. The party that favors independeoce - ap- terrible fe-ling in Puerto Rico right now, especially inpropriately named the Puerto Rican Independence light of the Persian Gulf where we're expected to fightParty - has been unable to gather more than about 5 as equals with U.S. citizens, that we don't get equal
percent of the vote in island elections. berefits."But even though Puerto Ricans ci.cted a pro- The reduced aid is certainly not a result of therecommonwealth governor - Rafael Hernindez Col6n - being less need in Puerto Rico. While the island'sin 1988, that does not mzan they would favor com- standard of living is generally much higher than thatmonwealth status in a referendum today. Opinion polls found in nearby CaribLean countries, Puerto Ricans are 
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AMajor Dates in Puerto Rican History 

ie Columbus lands in Puerto Rico, an island inhab-

EM Ponce de Le6n arrives with Spanish settlers and 
becomes the island's first governor. 

[ Spain grants autonomy to Puerto Rico. 

[ On July 25, U.S. troops land in Puerto Rico. At 
the conclusion of the brief Spanish-American War, 
Spain cedes Puerto Rico to the United States. PuertoRico becomes a U.S. colony, 

.Mli President Woodrow Wilson signs the Jones AcL,
hc grants U.S. citizenship to Puer!o Ricans and sets 

up a bicameral legislature for the i.land. 

= Congress passes the Elective Governor Act, and 
Luis Mufoz Marin becomes £hv _land's first, elected 
governor. 

LMp Opera 'on Bootstrap, a ctrmbination of federal Puerto Rcan tax incentiv(-s for industries settingup in Puerto Rico, is initiated. 

E With the adoption of a new constitution by
Puerto Rico, and its ratification by the U.S. Congress,the is~and becomes a commonwealth of the UnitedStates 

= The United Nations, taking note of Puerto Ri-
co's popular vote in favor of becoming a U.S. common-
wealth, removes the island from its list of non-self-
govering territories, 

[M The U.N. Decolonization Committee calls for the 
transfer of all polit'.cal power to Puerto Rico. 

far worse off than residents in the 50 U.S. states. 
According to a recent Congressional Research Service 
study, the incidence of poverty was six times greater
in 1'uerto Rico in 1979, the most recent year for which 
figures were available, than in the United States as a 
whole. Although more recent figures are not available, 
the-re does not seem 1,n have been significant im
provement over the past decade. 

it is the promise of getting the additional benefits 
that would come with statehood, many analysts say,
that has given new pupularity to the idea of joining 
the Union. "If you're aged, blind and disabled in Puerto 

e Rico, you get about one-eleventh what you'd get
under Supplements] Security Income," says a congres-
sional staff aide. "You could be a dedicated 
independendista,and if you knew your income was 
going to go up elevenfold, there'd be a lot of incentive 
to vote for statehood." 

But the issue of Puerto Rico's future goes much 
deeper than just a question of -'conomic benefits. "It's 
not simply a fill-your-belly situation like a lot of 
people would paint it," says ""russe. Rather, he says, 

"it's civil rights that's probably the basic consider
ation right now." 

Supporters of independence, who argue that 
Puerto Ricans are first of all Puerto Ricans and LatinAmericans - with their own cultural and nationalidentity - and only secondarily Americans, couldn't 

agree more. Manuel Rodriguez, electoral commis
sioner of the Puerto Rican Independence Party, warns 
that any attempt to absorb Puerto Rico into the 
United States through statehood would "create a problem for the United States by having a national 
minority - not an ethnic minority, but a national 
minority - with a thriving culture, language, litera
ture and art that is distinctly different." 

Indeed, it is these cultural and political issues thatpropel most Puerto Ricans' opinions about the island's
ultimate status. "Probably 90 percent of Puerto 

Ricans will vote for one of those statuses" based on non
economic considerations, says a staff member of a 
Senate committee with jurisdiction over Puerto Rican 
issues. But ironically, because those who favor state
hood and those who favor commonwealth are so close innumbers, it is the economic issues that will provide 

the swing vote and decide the issue. "Welfare paymentsare probably the single largest factor in making
people switch their votes," the Senate staff member
pepesicthrvosteSnaetffm br 
says. "We're really only talking about a 10 percentswing vote, and a fair percentage of those are poor
people, and they'll vote for whatever gives them the 
most money."

Whether they have a chance to vote, however,
depends on what happens in Congress, and tht Popular 

Democratic Party has insisted that Congress reach 
some sort of consensus by Feb. 19. If no agreement 's 
reached by that date, the party says it will ;,ithdraw 
its support. Even if consensus is reached by Feb. 19, 
many of those involved in the debate say finai 
legislation would have to be enacted by early July for 
there to b:- enough time to prepare for a referendum 
next fall. If legislation is enacted any later, the referen
dum would probably be delayed until i993 so that it 
wouldn't interfere with Puerto Rico's 1992 guberna
torial election. 

From colony 
to commonwealth 

Ever since contro! over Puerto Rico was trans
ferred to the United States at the end of che Spe'.ish-
Americar War in 1898, the island's rela,.:1:nsip with 
the mainland has been an ambiguous .)n(!. Ruled as a 
colony after the war, Puerto Ric-) achieved a distinc
tion unusual for colunies when, in 1917, t:9 icland's 
residents were given U.S. citizcnship. Then in 1,32 
Puerto Rico, with the agreement of the U S. Congress, 
adopted its own constitution. "." ' colony thus be



came a commonwealth, an "autonomous body politic"
in permanent 11nion with the United States. In prac-
tical terms, the new agreement meant that the island 
had self-government for purely local matters, but all 
policies relating to defense and trade were set by the 
federal government in Washington. 

As a commonwealth, Puerto Rico vas "connected 
to" but not "part of" the United States. Citizens on the 
island could vote in presidential primai;es, but not 
the final event. They could receive Medicare, food 
stamps and Social Security retirement benefits, but 
not at the same levels as mainlanders. Yet, if a Puerto 
Rican were to move to the mainland - and, as 
citizens, they have the right to do so - they could 
receive full welfare benefits and even vote for sena-
tors and presidents. 

This political "limbo" has been matched by the 
development of a similar economic limbo. Historically,
the primary economic feature of Puerto Rico's rela-
tionship with the mainland has been the island's trans-
formation from a poor but largely self-sustaining 
economy into one somewhat richer but heavily depen-
dent on the United States. 

When the first U.S. governor arrived on the island 
in 1900, Puerto Rico's economy was almost exclusively
agricultural. The country was, however, far from a 
pastoral paradise. Only 10 percent of the island consists 
of fertile flatlands that are well-suited to agriculture.
An additional 25 percent of the island consists of 
uplands that are marginally arable. Thus, even before 
the turn of the century the island was not able to supply 
all of its own food directly, but had to rely on the 
export of :pecialty crops, mostly to Europe. Sugar,
tobacco and coffee were the cash crops most suitable 
to the island's soil, and the best land was devoted to 
their cultivation. Production of domestic food crops 
- primarily by peasant landholders - took place on 
the marginal uplands. 

The early period of the American occupation was
 
relatively benign, with significant improvements in 

health care, sanitation and education. Apart from 

impovements in roads and other public infrastructure, 

however, the fedr-al government did not get actively

involved in restructuring the Puerto Rican economy. 

Nevertheless, increased access to the huge, and geo-
graphically close, American markets encouraged struc-
tural changes in the econom,'. A boom in exports of 
tobacco, coffee and, especially, zugar led to immense 
profits for the small elite that owned the rich agricul-
tural land. Export crops came to predominate the 
island's economy, and as the sugar, tobacco and 
coffe- farms grew in size and power, peasants wpre
increasingly forced off their small farms, 

The year 1947 marked a mdjor turnii. point for 
2uerto Rico. That was the year that Operation Boot. 
strap - a program of industrial development b.sed 
on tax incentives and tariff rebates - was inaugurated.
Rewritten in 1976 as Section 936 of the Internal 
Revenue Code, the federal tax incentives introduced in 

the late 1940s featured rebates to mainland U.S. 
companies establishing facilities in Puerto Rico roughly 
in the amount of the taxes on earnings produced on 
the island.* At the same time, Puerto Rico itself also 
introduced nearly complete exemptions on local 
taxes for corporations moving to the island. 

The incentives, combined with the low wages prev
alent on the island, produced dramatic results. By 1952,
about 70 new plants a year were opening in Puerto 
Rico. From being the site of only 82 industrial plants in 
1952, Puerto Rico became the home for more than 
1,000 such plants by 1970. "Rapid economic growth in 
the 1950s and 1960s became the hallmark of Opera
tion Bootstrap," writes economist James L. Dietz. Be
tween 1950 and 1960 Puerto Rico's gross national 
product (GNP), the total value of its annual output of 
goods and services, more than doubled, with the rate 
of annual growth averaging 8.3 percent. "From 1960 to 
1970," Dietz writes, "GNP growth was even more 
spectacular, at an average rate of 10.8 percent per year, 
thus nearly tripling over the decade."4 

At least at first, it was labor-intensive industries
 
that were most attracted to the island. In 1949, for
 
example, production of textiles and clothing ac
counted for 13.7 percent of all manufacturing compa
nies. In 1954, the figure was 19.5 percent and by 1967
 
it was 19.9 percent. These manufacturers "were at
tracted to Puerto Rico not just by tax exemption,"

Dietz notes, "but also by the possibility of being able to
 
pay wages substantially below mainland rates and by

the absence of such risks as political instability that are
 
often associated with foreign operations." 6
 

Shaky economy,
divided society 

Just beh:. Puerto Rico's observable economic suc
cess, however, there were some serious problems. While
 
Operation Bootstrap accomplished a shift from an
 
agric-txre-dominaied economy to a diversified one, it
 
was cn) unbalanced dcvelopment. To beg~n with, the
 
fruits of Puerto Rico's bcom were riot evenly distributed.
 
Even as a small middle class was developing, huge

ghettos sprang up in the capital city of Sai Juan. 
Thousands of Puerto Ricans, unable to find enough
work on the island, began emigrating to the mainland in 
search of opportunity. Perhaps the most distressing
trend to government planners was that companies that 
came to Puerto Rico were not stimulating the kind of 
broad-based development that was hoped for. 

Planners had hoped that Operaeion Bootstrap 
-c 

*Section 936 of the interna] R.venue Code p;ovides to qualifying companies 
atax credit equal to the frderal income taxes the, would ntherise owe on 
income from their -ctlvities in Puerto Rice To 4 a c,,mpan) be r,ualifv, mustincorpo,.. d in the United States and must earn at least So percent of it. " income from activities in US. territory, including Puerto Rico. 
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At the same time, Puerto Rican wages, while still 
Lower Wages Helped Attract Industries significantly below prevalent wages on the mainland, 

The graph below shows the hourly wages of manufacturing and 	 have risen dramatically. The average manufacturing 
apparel workers inPuerto Rico as a percentage of the wages of U.S. 	 wage in Puerto Rico climbed from below 30 percent of 
workers in those 	 U.S. wages in the early 1950s to about 55 percent in 
industries. Puerto Percent the late '80s. (See graph) This has, of course, furt'ier 
Rican wages, 80. reduced the advantages to mainland companies of 
while still d b s P R 
significantly doing business inPuerto Rico. 
below wages on 70 Another blow to Puerto Rico's economy was the 
the mainland, reduction of U.S. tariffs. Negotiations during the 1960s 
ro dramatically 60 	 reduced U.S. tariffs across the board, and furtherin the 1960. and 

1970s, but have reductions were made specifically for Caribbean coun
leveled offin so- - ------ tries under the Caribbean Basin Initiative of the 
recent years. In Manufact'ring early '80s, a U.S. program aimed at aiding the develop
apparel workrs, 40. 	 ment of economies in the Caribbean.* Lower tariffs 

for Puerto Rico's Caribbean competitors mean-. that thewages (as a 	 island's privilege of exporting goods to the Unitedpercentage of 30-
wages on the 	 States on a tariff-free basis was less impc- int 

mainland) have 	 The most notice
begun to decline. 2070 '75 '80 '85 90 	 able result of these Economic Climate 

combined trends was P-o Rico expen.ce, strong economic 

Sources 1990 Statistical Abstract of the United States. Office of theResident a sharp reduction in grath into 1950sa 19 Os as resffdof 
Commissioner of Puerto Rico. Bureau of Labor Statistics economic growth and Puerto R~w taxincentryesbegun in 

rates. Where GNP 	 1M. inthe past two deades. hawev,. the 
Wand's economy has grown more slowlty aid 

companies would stimulate the creation of new spinoff growth exceeded 10 uromptoymont rates have rs. 
businesses created to supply raw materials and semi- percent per year in Average annual Average 
finished goods, and to distribute the output of the the 1960s, in the growth rat unemploymentllate ef rgulGNP annue 

manufacturing companies. "What actually happened '70s and early '80s the Decade pm capita rate 
was quite different," Dietz writes. "The firms that economy grew at an 1940s 4.0 N/A 
located on the island were integrated into sourcing 	 annual rate of only 1950s 4.7 14.3 

1960s 5.5 11.5 
and distribution networks with other firms in the 1.86 percent.5 Since 1970s 1.6 15.5 
United States or other countries. They made no then, the growth rate 1980st 1.5 19.5 
attempt to forge linkages within the island economy, has picked up slightly, t Data foe the19801 does not include 1990 
nor were they motivated to do so by the government it has grown at 3.6 Soarce Congressional Budget OQffe. Poten-

Economic Impacts ofChanges in Puertotital 

or its incentive package." 	 percent since 1985. Rico's Status Under S 712. April 1990. 

To make matters worse, even the partial success of But the island's 
Operation Bootstrap - as measured in employment gains economy has changed structurally as well. Where the 
and the number of companies attracted to the island - combination of tax incentives and low wages previously 
has waned in recent years. The reason is that there have favored labor-intensive industry, beginning in the 
been significant reductions both in the tax and tariff late 1970s it was capital-intensive industries - most 
advantages of doing business in Puerto Rico and in the notably, ph'iarmaceuticals and electronics - that 
wage advantage of using Puerto Rican workers. were attracted to Puerto Rico. "These capital-intensive 

In 1951, the effective tax on corporate profits on endeavors required low levels of employment and did 
the mainland was 54.2 percent. Since facilities of quali- very little to solve chronic unemployment," writes Luis 
fying companies paid virtually no taxes on earnings Neves Falcon, a Puerto Rican sociolt, gist. "Ironically, 
in Puerto Rico, those companies enjoyed a tax advan- many of the highly skillt' positions opened by the new 
tage of 54.2 percent. But federal corporate tax rates transnational subsidiaries could not be filled from 
fell significantly in the early 1980s. In 1981 alone,.the local manpower and the employees had to be im-

P; Economic Recovery Tax Act at one stroke reduced ported." t What's more, many of the laLbor-intensive 
the rate to below 30 percent. At the same time, Puerto industries that had come to Puerto Rico in earlier years 
Rico was itself increasing the amount it taxed compa- began to flee. According to a recent report by the 
nies on earnings leaving Puerto Rico. In 1976, a 10 Congressional Budget Office (CBO), apparel and shoe 
percent withholding tax on such earnings was im- manufacturers have been leaving the island in recent 
posed. In 1978, a 4.5 percent tax on earnings was years for countries with lower wage rates. t 

imposed, a rate that was to rise every five years until Today, after more than 90 years of association with 
a total of 20.25 percent was imposed after 20 years. By the United State, Puerto Rico remains essentially a 
1982, according to Puerto Rican economist Bertram 
P. Finn, the tax advantage for a corporation locating in For background, see "Caribbean Basin Revisited," ERR.. Feb. 1. 1985 
Puerto Rico had eroded to only 20.42 percent.7 (vul, 1,No. 5). 
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Third World country, underdeveloped economically 
and with more than 60 percent of its people living under 
the U.S. federal poverty line. By comparison, in the 
United States as a whole, less than 10 percent of the 
population lives below the poverty !ine.l1 

"Unemployment hasn't been below 14 percent in 
over 15 years," complains Manuel Rodriguez, electoral 
commissioner of the Puerto Rican Independence 
Party. Even more telling, says Rodriguez, is the labor 
participation rate - the percentage of people who 
could be working who actually have jobs.. According to 
the CBO, the U S. -ate in 1987 was 65.6 percent. ,n 
Puerto Rico th'e rate was only 44 percent. 3 "%With those 
figures you can figure that unemployment is really 
closer to 25 or 30 percent," Rodriguez says. 

One result of these trends isa very heavy reliance 
on federa! welfare programs. For example, about 43 
percent of the population receives some form ol 
federal ri.tritional aid, compaied with about 8 percent 
on the mei-nland." 

Congress is deadlocked 
over procedures 

Some analysts blame Puerto Rico's ambiguous po-
litical status ibr many of the island's economic prot)lems. 
The relationship between Puerto Rico and the main-

lower-middle class, attracted by the inevitable in
rrease in social welfare benefits, are more likely to favor 
statehood. As for independence, while it is an emo
tionaily attractive option to many, political support is 
largely confined to the universities. 

If Puerto Ricans are divided on the status issue, so 
is Copgress. 

Many analysts thought that Congress might be 
finally on the verge of putting the island's status to a 
vote lasi. year. But the House and Senate were not 
able to reach agreement on legislation before the 101st 
Congress finally adjourned in October. 

At least on the surface, the disagreement in Con
gress is not over what status is best for Puerto Ricans, 
but how best to put the matter to a vote. The House 
passed legislation in 1990 - HR 4765 -- that would 
have appropriated $13.5 million to conduct. a status 
referendum in Puerto Rico. The House bill, sponsored 
by Democrat Ron de Lugo, the non-voting delegate 
from the Virgin Islands, offered voters four options: 
statehood, independence, a new commonwealth ar
rangement or no change. If any of the choices received a 
majority vote in the referendum, HR 4765 committed 
Congress to considering legislation implementing that 
status on an expedited basis. 

Though the full House passed HR 4765 on a voice 
vote last October, and though the bill had the support 
of all three Puerto Rican parties, it was not good 
enough for Sen. J.Bennett Johnston, D-.La., chairman 
oi tie SenaLe Committee on Energy and Natural 

land has ci'eated an economy of dependency that has ill-Resources and a longtime champion of Puerto Rican 
served the island, argues Eric Negr6n, an attorney and 
a tax adviser to the Puerto Rican Independence Party. 
"The main problem is that it's a structure almost 
exclusively reliant on just one single U.S. niece of legisla-
tion, Section 936 of the Internal Revenue Code," says 
Negr6.n. That reliance, he says, has resulted in an econ-
omy that is based on a handful of capital-intensive 
industries that actually employ few Ptuerto Ricans. At 
the same time, o'lier U.S. laws tie the island's hands in 
dealing with other countries. "Japan, Canada, Germany 
have been interested in entering into tax agreements 
with Puerto Rico," says Negr6n, "but have been pre-
vented by the United States." 

While each of the Puerto Rican parties has its own 
particular diagnosis for Puerto Rico's economic ills 
and its own prescription for getting the patient bac 
on its feet --it is the island's political relationship with 
the Unite,] States that is the focus of each party's 
analysis. And though each party bases its position on 
Pucrto Rico's political status on cultural factors as 
well as econoinic factors, it is the economic issues that 
most clearly differentiate the parties. 

And, as might be expected, support for each status 
option ten-is to be divided along socioeconomic class 
lines, though the fracture lines are far from rigid, 
Business people and members of the middle class are, 
analysts say, more likely than not to fbvor continuing 
commonwealth status. Tho poor and members of the 

status legislation. "What the House bill does is to 
provide for a referendum in Puerto Rico whereby the 
people of Puerto Rico would be able to make a choice 
between statehood, enhanced commonwealth, and inde
pendence. But that choice would be under a one
word definition or, in the case of, I think they call it 
improved commonwealth, a two-word definition," 
Johnston told his colleagues on Oct. 10, the day the 
House legislation passed."8 Without specific defini
tions of the statuses - what benefits and obligations 
would go with each - the voters would not know 
what they were voting for, Johnston argued. 

Johnston's own bill - S 712 - provided just such 
definitions, in its more than 3,500 lines of text, S 712 
attempted to specify in detail the consequences of 
each status. In the event of statehood, for example, not 
only were the welfare benefits and tax obligations 
laid out, but the bill specified how U.S. military lands 
on the island would be handled, how electoral laws 
would apply to the election of Puerto Rico's new sena
tors and congressmen, and even which courts would 
handle disputes arising from the electoral process. 

The legislation also went beyond simply explaining 
in detail what would happen if Pu.rto Ricans voted for a 
given status. Johnston's bill included provisions that 
made it "self-executing." If a majority of Puerto Ricans 
voted for, say, statehood, no further vote would be 
required in Congress. Puerto Rico would become a state 



under the conditions contained in S 712. 
"The senator believes that unless you give the 

definitions first, you may get the wrong vote," explains 
a Senate committee staff member. "The way the 
process works down there is that each of the three 
parties makes wild claims about what statehood and 
commonwealth are. You could very likely have a vote 
for either statehood or commonwealth which would 
come back to Congress and Congress would just say it's 

of the voteridiculous. In other words, the outcome 
would be different if Congress told people upfront what 
Congress was willing to implement in terms of state-
hood or commonwealth." 

Indeed, even with the definitions of statehood 
spelled out ini such detail in Johnston's bill, Senate staff 
members say that many misunderstandings remain, 
"Statehooders have the impression that they would still 
have some identity internationally even as a state, 
that they'd be able to be at the Olympics as their own 
team," says the committee staff member. "That's just 
not so. Also there's the impression that they'd still be 
able to set their quotas and tariffs on coffee. Obvi-
ously a state can't do that." 

Though his Popular Democratic Party gave itw 
support to the House bill, Gov. Rafael Hernindez 2ol6n 
agreed with much of Johnston's approach. "Congress 
has to express itself as to what each formula entails, and 
what transition schemes and measures are realistic 
and acceptable," Hern~ndez said in a speech at Harvard 
University in April. "The people need to know what 
they are voting for, in order to make an intelligent 
choice. They need to know what to reasonably expect 
from each status option in terms of taxes, fiscal arrange-
ments, trade, citizenship, language, social programs, 
Olympic representation, defense, transitional measures, 
and a wealth of related issues. For too long, myths 

onand misconceptions have dominated the debate 
political status in Puerto Rico, and it is about time 
that the people are told the truth, clearly and without 
reservations." 10 

Citing a referendum in 1967 in which Puerto 
Ricans voted for enhancing their commonwealth status 
only to have Congress take no action at all,* 
Hernkndez also endorsed the self-executing nature of S 
712. "We cannot repeat the sad episode of the 1967 
referendum, where the vote was overwhelmingly in 
favor of enhancing commonwealth status - more 
than 60 percent - yet Congress did not act." 

In negotiations between the House and Senate last 
year, however, House members objected strongly to 
S 712's detailed definitions and its self-executing 
character. According to staff members, House leaders 
had two main problems with the detailed definitions-

in Johnston's bill. First, they felt it would be nearly 
impossible to get agreement on the definitions. Sec-
-prospective 

eRico."One explanation for Con;resa' 'allure to respond to the referendum inpe 

the vote, and th p
Puerto Rico is that the Independence Party boycotted 

statehoxo New Progressive Party also urgtd non-participation,


ac 

ondly, even if the legislature agreed on the definitions, 
they would be definitions that were created without 
the pressure of lobbyists, other than the Puerto Rican 
parties, and wouldn't likely stand up once those 
pressures came to bear. 

"When you add the collective weight of all the 
companies - which now would rather see no bill or 
would rather see commonwealth prevail - if the 
decision is statehood and the companies know that it's 
going to be statehood, they might grandfather in for 

billthemselves all kinds of special deals, as every tax 
has, for companies that lose preferences," notes one 
House committee staff member. "Right now the Senate 
Finance Committee can make a very simple judg
ment about how Section 936 ought to be treated under 
statehood or independence. But that's in a situation 
where the committee is being told by the 
commonwealthers who control the government to 
shaft statehood, and where the companies are doing 
nothing to preserve their interest." 

An additional problem with the definitions, some 
observers say, is that spelling out the consequences of 
each status tends to give undue weight to the short
term economic consequences of the choice. "It puts 
forward some goodies for the plebiscite," Del. de 
Lugo says of the Senate bill's treatment of 'he benefits 
that would go with statehood. As a result, voters 
would "not be looking at the overall long-term issue of 
what they're going to have to live with." 

The only fair way to develop a political status, 
particularly with an area where the issue is as compli
cated as Puerto Rico, de Lugo says, "is where there's 
some process of bilateral negotiation between the peo
pie affected and the Congress." And that's something 
at least the House isn't willing to go through, he says, 
until the Puerto Rican people have decided which 
status they want to negotiate. 

This year, de Lugo has stood his ground by 
reintroducing the very same bill the House passed last 
year. Sen. Johnston, on Jan. 23, introduced a revised 
version of his legislation - S 244. The major difference 
between S 244 and S 712 is that the new bill 
though it contains the same lengthy, detailed explana
tions of each status option - is not self-executing. If 
S 244 were adopted, after Puerto Ricans selected a 
status, Congress would have to ratify the choice, and 
would have an opportunity to make changes in the 
implementing legislation. "The difference between 
the House and Senate bills has narrowed consider
ably," says a Senate staff member. "Structurally 
they're the same. The difference is in the length of 
definitions." 

Key House members apparently disagree. "We 
argue that it's still self-executing," says a House staff 
analyst. "His bill is really a combination of three 

implementing bills to the people of Puerto 
If you offer that in any seriousness to the nleo Pu roR c ,t nits tllef- eu igv 

people of Puerto Rico, then it's still self-executing, even 
if you don't say it's self-executing. Presumably, if 
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you're offering it to
 
them with all these Puerto Rico
 
details, you've de
cided that it all 
 San Juan 
makes sense." De
 
Lugo agrees. "De
tailed definitions are
 
in fact binding on PUERTO RICO
 
the Congress, and
 
Congress is not ready North
 
to be bound at this America
 

time," he says.

Some legislators 


and staff members 
 Goerno" Rafael H&rnndez Chief coopscoffee. plantains,have argued - off CSon sugar, bananas 
Area 3.435 q mi Emplo)ment 24% governmentthe record - that PoPulation 3.6 million distnbuton 18%manufacturing

there's more to the Population denW 1048.0 par sq mi 19%trade
dispute between the Percentage urban 668 20% Swrie

Hose andwente Percapita GNP. S6,060 Unernployment rate 15%
House and Senate r9 SSohAmS s,,,t , Abstra of the Un Sts,. Ofi of AeRsdent CM,",,W, of P,,,,o
than simply a matter Rio C141a.,rfiOr,,,p
 
of procedure. Sup
porters of Johnston's
 
bill have intimated that many House members - people in favor of continuing the current common
and possibly many senators - are against Puerto Rico wealth status will probably not save legislators from
becoming a state, though they'd rather not go on having to deal with many of the intractable tradeoffs
record saying so. Hence, there's a reluctance to make between sovereignty and dependency that represents the
the legislation self-executing, and thereby putting uncomfortable status quo for Puerto Ricans. 
the choice in Puerto Rico's hands. Statehood. If a vote were held today, the likely

Johnston says he would rather force the issue winner would be statehood. That is also the result that 
sooner rather than later. "If there's going to be a would entail the most dramatic and complex changes
disappointment, it's a whole lot better to have it in in the U.S.-Puerto Rican relationship.
advance of the vote," he says. "The worst thing we can Politically, statehood would mean a stronger politi
do is to string these people along, have a congressio- cal presence in Congress for Puerto Rico. Instead of
nally' mandated choice and then not deliver on their merely having one non-voting representative (called
choice." But de Lugo contends that it's too early to the "resident commissioner") in the House, the island
force the issue. "I want to see the people of Puerto Rico would send two senators and six or seven represen
given the opportunity to have this plebiscite," he tatives to Congress. Political analysts seem to be in 
says. Once the people have spoken, then Congress will agreement that virtually all of those sent to Congress
respond. "And let's see how decisively they speak," from Puerto Rico would be Democrats, which may
de Lugo adds. "That goes into the equation, too, as to explain what one Senate committee staff member 
how Congress will respond." describes as the "skittishness" of Senate Republicans 

toward the idea of Puerto Rican statehood. 
Economically, one of the most dramatic effects of 

statehood would be huge increases in the amounts ofStatehood, commonwealth social benefits islanders would receive. Currently, 
or independence? many of the welfare benefits Puerto Ricans receive are 

capped at levels significantly below those received by
the states. Medicaid payments, for example, are onlySen. Johnston's bills, with their detailed and about one-tenth what they would be if Puerto Rico

lengthy definitions of each status, clearly demonstrate were a state. And islanders cannot participate in some 
one thing: While some of the implications of the programs - such as Supplemental Security Income
various status options for Puerto Rico are clear, a great (SSI) - at all. 
many are not. In the process of writing S 712, many While stressing that cost projections of entitlement 
of the subtle but potentially explosive issues were programs like food stamps and unemployment involve a
brought to light. lot of guesswork - since they are so dependent on

Whether decisions on those issues are made before a future economic conditions and on decisions by the 
status is selected, as Sen. Johnston would have it, or Puerto Rican government - the Congressional Bud
after, as Del. de Lugo would have it, the decisions will get Office estimated in April 1990 that if Puerto Rico
have to be faced. Even a clear choice by the Puerto Rican became a state, U.S. payments to the island would 

A 
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increase by $1.7 billion in 1992, and as much as $3 billion 
in 1995.1 The big-ticket items in the estimate were 
Supplemental Security Income ($900 million in 1995), 

over current payments inMedicaid ($900 million 
1995) and food stamps ($700 million above current 
payments). 

The benefit increases, as spelled out in detail last 
year in S 712, were so attractive that many critics, 
particularly advocates of commonwealth status, 
charged that Johnston's bill was "front-loaded" in favor 

said Gov. Rafaelof statehood. "This offer," 
speech last April, "has alreadyHernhndez Col6n in a 

had an impact on the Puerto Rican electorate. For 
the first time in history, statehood has come out ahead 
in the polls in Puerto Rico, having gained 15 points 
since the ...bill was reported out." Commonwealthers 
argued that the same improvements in welfare bene-
fits should be provided under the commonwealth option 
in order to "level the playing field." 

an attempt to keep both the statehoodInstead, in 
and commonwealth options "revenue neutral" - that 

net cost to the federal Treasury is, incurring no 
bill has reduced the benefitsSen. Johnston in his new 

available to Puerto Ricans under statehood. Specifi-
cally, the legislation calls for SSI payments to Puerto 
Rico to be phased in gradually to a maximum of only 
about 75 percent of what islanders would otherwise 
qualify for by the time Puerto Rico actually became a 
state, five years after the referendum. Similarly, food-
stamp benefits to Puerto Ricans would be capped at 
levels well below those available on the mainland, 

Some observers, however, have described these 
a ruse to placate advo-measures as nothing more than 

cates of commonwealth and to maintain the illusion 
that statehood would not be a drain on the federal 
Treasury. To begin with, it's not at all clear that, 
once Puerto Rico became a state, islanders could be 
limited to lower benefits than citizens of other states 

particularly in light of Article IV of the Constitution, 

which holds that "the citizens of each state shall be 
entitled to all privileges and immunities of citizens in 
the several states." Even a Senate analyst concedes 
that such discrimination is "probably unconstitutional," 
and would not stand up to a court challenge. 

with state-

-

Another major change that would come 
hood is the repeal of the special tax benefits to U.S. 
corporations setting up businesses in Puerto Rico 
under Section 936 of the Internal Revenue Code. Ac-
cording to the Treasury Department, in 1989, tax 
benefits received by Section 936 companies amounted. 
to about $1.9 billion."' 

The effect of losing Section 936 on Puerto Rico is 
uncertain. Commonwealth advocates, citing the 160,000 
employed directly by Section 936 companies, along 
with an additional estimated 150,000 jobs dependent on 
those companies, claim that removal of federal tax 
exemption would be disastrous. "About three-fourths of 
all manufacturing employment in Puerto Rico is in 

a 936 companies," Jaime B. Fuster, Puerto Rico's non-

voting representative to Congress, told the Senate 
Finance Committee in 1989. "Moreover, 936 deposits in 
Puerto Rican banks have allowed the financial sector 
to grow and thrive to unprecedented levels. Together 
manufacturing and banking and the indirect service 
jobs they create account for close to a third of the 
island's labor force ....The elimination of federal tax 
exemption will inevitably result in a sharp decline of the 
existing manufacturing and financial structure with 
the'loss of thousands of jobs and the removal of 
hundreds of millions of dollars from the productive 
sector of the island's economy." 

Statehood advocates, on the other hand, claim that 
are grossly inflated. "Thecommonwealthers' estimates 

now aren'tindustries that take advantage of 936 
labor intensive. They're all mechanized," says political 
scientist Roland Perusse. "You'll pick up story after 
story by responsible reporters that talk about the 936 
program being the economic cornerstone of Puerto 
Rico. It was, in the 1950s and '60s, no question it was." 
In the 1980s, however, this assertion "wasn't justified 
any more. And it's even less justified now in the 1990s." 

The truth probably lies somewhere in between. 
The Congressional Budget Office has put the effects of 
losing Section 936 at about I or 2 percentage points 
of annual economic growth in Puerto Rico. "Increased 
federal transfers (less new taxes) would initially 
stimulat2 !he economy," reads the CBO report. "Later, 
however, statehood could lead to slower economic 
growth than would be expected under commonwealth 
status because statehood could reduce the growth of 
investment, output and employment in the manufactur
ing sector." " 

In claiming overall revenue neutrality for the state
hood option, however, Johnston's new bill relies on the 
full $2 billion of new taxes from Section 936 compa
nies to balance the increase in expenditures on entitle
ment programs. The crucial assumption is that repeal 
of Section 936 would not affect Puerto Rico's economy. 
Under the circumstances, most experts think that is 
unlikely. 

At the same time as Puerto Rico would lose Section 
936, individual Puerto Ricans would lose their exemp
tion from federal income taxes. Though loss of the 
exemption could have a notable impact on Puerto 
Ricans' standard of living, and could add to those 
seeking federal entitlement benefits, given the low per 
capita incomes on the island, experts do not expect 
income taxes to add noticeably to federal revenue. 

In the long run, statehooders argue that the 
tradeoffs of statehood would work in favor of Puerto 
Ricans by attracting more businesses and tourism. 
"Statehood will immediately make the island a more 
attractive place for investment," writes Hector Ri
cardo Ramos Diaz, a former secretary of consumer 
affairs in Puerto Rico. "In the business world poten
tial profit is seen as a direct function of risk. The 
political security and stability offered by statehood 
will reduce the perceived risk of investing in Puerto 

/ 
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Rico. Statehood will reduce the current demand of 
corporations for a larger return on investments in Puerto Rican Extremists 
Puerto Rico than on the mainland." 20 

Commonwealth advocates paint a dramatically dif- The great majority of Puerto Ricans who favor inde
ferent picture. "Fuerto Rico would be the first state to pendence have pursued that goal peacefully through the 
come into the Union as a dependent of the federal political process. But over the years extremists have 

resorted to terrorist acts. 
Treasury," Gov. Hernandez argued last year. "After our The most dramatic incident occurred in 1950, when 
transition to statehood, our economy almost certainly two Puerto Rican nationalists attempted to assassinate 
would decline. The federal government would have to president Harry S Truman at Blair House in Washing
spend $2 billion to $3 billion annually in excess of ton, where the president was living while the White 
revenue generated in federal taxes paid by Puerto House underwent repairs. Truman was not harmed, but 
Ricans to provide the safety net necessary to make a Secret Service agent and one of the would-be assassins 
up for a devastated economy." - were killed in a gun battle during the attempt. The 

Commonwealth. If Puerto Ricans choose the other assailant was captured. 
commonwealth option, very little would change. In fact, Then in 1954, shortly after Puerto Rico became a 
it is possible that nothing at all would change, though commonwealth, four militant nationalists sprayed the 
both the House and Senate bills have proposed the floor of the House of Representatives with gunfire,

wounding five members of Congress. 
inclusion of an "enhanced" commonwealth status Over the next 25 years, terrorist activities were lim
among the options. ited, with only an occasional pipe-bombing or sniping at 

The House bill does not actually specify what a U.S. military facilities on the island. In 1979, however, a 
new commonwealth relationship would entail. The Sen- series of incidents began that demo~istrated greater 
ate bill goes into great detail as to what enhancing organization on the part of extremists. The two most 
the commonwealth relationship would involve. The ma- dangerous groups were the Macheteros,which operated 
jor features that would change would be the increase primarily in Puerto Rico, and the Arneu Forees for 
in nutritional aid for the poor to match that which the National Liberation (FALN), which operated mostly on 
island would enjoy under statehood. The new com- the mainland. 

The Macheteros claimed credit for a 1979 ambush onmonwealth would also receive increased grants for the 
ageablind wod ialto eivencreased gtfo th a U.S. Navy bus in Puerto Rico that left two sailors deadaged, blind and disabled, to a level equal to what and eight wounded. In January 1981, the group followed 
would be available to the island under statehood with up with an attack on Mufioz Mann Air Base in San 
SSI. In both cases, the benefits would increase sig- Juan, destroying nine National Guard fighter planes. In 
nificantly over their current levels, but would still not November 1981, the Macheteros blew up two electric 
match the levels of benefits received by the states. power stations on the island. 

The only other significant change of common- In September 1983, in an effort to get funds for future 
wealth status under Johnston's bill would be the cre- operations, members of the Macheteros pulled off a $7 
ation of an "office of liaison" to the Senate. Unlike million robbery of a Wells Fargo armored . ir in Hart
the island's non-voting representative to the House, ford, Conn. One of the most recent actions by the 
however, the liaison to the Senate would not be Macheteros was a bazooka attack on a U.S. Districthloweer, thseiand tothe Sna tee s Court building in San Juan in August 1985. Shortly after 
allowed to serve and vote on committees. that attack, the FBI arrested a dozen Macheteros, effec-

As a commonwealth, Puerto Rico would still not tively neutralizing the group at least for the time being. 
receive the same level of benefits in other entitlement In 1984, the FBI described the FALN as the most 
programs, such as AFDC and Medicaid, as it would dangerous terrorist group in the United States. Though 
as a state. On the other hand, commonwealth advocates the FALN did not undertake the sort of high-profile 
argue that for the foreseeable future the island would actions executed by the Macheteros, the group was re
retain the benefits of Section 936 tax exemptions. But eponsible for more than 150 attacks between 1973 and 
there's no guarantee as to how long such exemptions 1987, which involved six deaths and more than $3.5 
would be kept in place. As statehood advocates point million in property damage.t 
out, Section 936 benefits are totally at the discretion There have been no significant terrorist actions re
of Congress. And the Treasury Department has several lated to Puerto Rico in the past few years. 

t Roland 1.Peruste, The United States and Puerto Rico: Decolonization
times in recent years suggested scrapping the pro- Options and Prospect (1987), p 30 
gram as too costly. 

Commonwealth advocates have also argued for a 
host of other changes, including Puerto Rican control 
over negotiating air routes, shipping rates, and other eignty." "The commonwealth people are 
trade arrangements with foreign countries. In fact, Gov. independendistas in their hearts," says one congres-
H' rnhndez has even argued that legislation "should sional analyst. "But they can't have their cake and eat it 
make clear that the sovereignty of the commonwealth too. Commonwealth status does not carry the same 
government would be unequivocal."" It is consid- sovereignty as independence." 
ered unlikely that Congress would grant many if any of Independence. Virtually everyone, including 
these changes, and certainly not "unequivocal sover- most of those who favor independence, agree that this 
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option doesn't have much chance of winning a plebi-
scite in the near future. The main appeal of indepen-
dence to Puerto Ricans is emotional, not economic. 
And though many Puerto Ricans yearn for the dignity 
that would come with independence, the "stomach 
issues" for the time being dictate against such a choice. 

Analysts are generally agreed that, over the short-
term at least, independence would mean a serious disloca-
tion for Puerto Rico's economy. The island would lose 
most of the federal entitlement benefits it has received, 
with the exception only of pension and Social Security 
benefits. And it is almost certain that Congress would also 
revoke the Section 936 tax exemptions. 

What's more, the CBO notes that as an indepen-
dent country, Puerto Rico would face interest rates on 
funds borrowed abroad "at least two percentage 
points higher than those it would pay under other status 
options." Some analysts, the report adds, "are con-
cerned that, like other developing countries in Latin 
America and elsewhere, the island might suffer from 
a shortage of external capital." 2 Also, while those 
Puerto Ricans currently holding U.S. citizenship 
would likely be allowed to retain it, those born in Puerto 
Rico after independence would not be U.S. citizens. 
Accordingl', the "escape valve" of migration to the 
mainland United States would be abruptly shut off. 

It is likely, however, that if and when Puerto Ricans 
opt for independence, the United States would provide 
some transition assistance. The Senate bill, in fact, 
provides for payment to an independent Puerto Rico of 
block grants equal in value to the social benefits 
currently provided, including Medicare, for a period of 
10 years. Also, tax benefits, including Section 936, 
would not be ended abruptly, but would be phased out 
over a five-year period. Even if the United States were 
to decide to provide all the transition ben efits listed in 
the Senate bill, however, the Congressional Budget 
Office projects that by 1995 the U.S. Treasury would be 
better off by about $1.6 billion than it would if Puerto 
Rico retained its current status.2 ' 

Despite the loss of U.S. funds, however, the Puerto 
Rican Independence Party argues that independence is 
the only long-term answer for Puerto Rico, economi
cally as well as politically. "The relationship between 
Puerto Rico and the United States has created an 
inordinate amount of economic dependency," says Ma
nuel Rodriguez, electoral commissioner of the Inde
pendence Party. "It's an economic dependency tbat, 

- while it does help in some ways to at least raise the 
level of the standard of living, it doesn't solve the 
problem structurally. You might have someone who 
lives on food stamps for $800 a month, or someone 
living on food stamps for $1,500 a month. But they're 
still living on food stamps." 

The key change that needs to be made in the 
Puerto Rican economy, says Eric Negr6n, tax adviser to 

r the Independence Party, is to diversify it. "Under 
independence, our aim is to diversify our sources of 
capital and our export markets," he says. "About 30 

percent of our imports are from European countries. We 
have very few products going to those markets. 
That's partly due to the fact that we don't have the 
favorable access we could get if we were considered a 
developing nation in terms of not only market access to 
those otherwise sheltered markets, but also in terms 
of permitting companies from those areas to come into 
Puerto Rico without having to face taxes both here 
andat home." Until Puerto Rico is independent, he 
adds, the island cannot negotiate such arrangemerts 
with foreign countries. 

Those who favor independence don't see the loss of 
Section 936 benefits as an insurmountable hurdle. The 
kinds of companies that have been attracted to 
Puerto Rico by Section 936 in recent years have been 
the kind "that do not engage in the research and 
development stages of production here," Negr6n says. 
"Here they just do their assembly portions, which 
yields a lot of nominal value added. They strive to 
operate here without incurring expenses. They don't 
have incentive to employ many people, or to engage in 
labor-intensive activities whatsoever. So we have a 
system that is not conducive to very high employment." 
Unfortunately, high-employment industries are just 
what Puerto Rico needs. 

Negr6n believes that as an independent country 
Puerto Rico could continue to attract foreign invest
ment, and it would at the same time be better able to 
direct what sorts of industries it brought to the island. 
CBO analysts agree that such a scenario is at least 
feasible. "As an independent nation, Puerto Rico might 
offset, wholly or in part, the loss of tax incentives for 
direct investment by U.S. corporations and, in addition, 
may be better able to attract direct investment from 
third countries than the island has in the past," the 
CBO report notes.2 

Most analysts agree, however, that even if Puerto 
Rico were eventually to prosper under independence, 
there would likely be a lengthy period of painful 
adjustment to go through first. 



From Cold War to Cold Shoulder? 
The US in Central America 
BY PETER HAKIM 

n the past ten years, the United States has provided the 
nations of Central America over $10 billion in eco-
nomic and military assistance, excluding covert aid and 
the costs associated with the US invasion of Panama. 
With a population of approximately 25 million, the 

region emerged in the 1980s as the third largest per capita 
recipient of US aid in the world. Indeed, per capita aid to 
Central America was nearly 20 times greater than that allocated 
to the rest of Latin America and the Caribbean. 

This massive aid transfer--four times larger in real terms 
than that of the 1970s--was prompted by the perceived secu-
Tity threat from an increased Soviet and Cuban presence in 
Central America and concern about the spread of communist 
rule in the region. US largesse followed the intensification of 
the guerrilla challenge in El Salvador and the rise to power of 
the Marxist Sendinista leadership in Nicaragua; it was accom-
panied by support for the Contra insurgency to overthrow the 
Sandinista government. 

No one in Washington today considers US security to be at 
risk in Central America. Sandiista rule in Nicaragua ended in 
April 1990, when the US-backed government of Violetta 
Chamorro took office following its unexpected electoral vic-
tory. The Faribundo Marti National Liberation Front (FMLN) 
guerriias in El Salvador, although retaining the capacity to 
wage a damaging war, have little chance of defeating the Sal-
vadoran army'. Any negotiated settlement of the conflict is 
almost certa.in to leave the US-supported government of Al-
fredo Cristiani in place. With the end of the Cold War, neither 
the Soviet Union nor Cuba currently presents any credible 
challenge to US intfrests in Central America. nor are they 
likely to do so in the future. 

The achievement of these US strategic objectives, however, 
has nui produced significant progress toward stable democratic 
rule ir Centrai America, nor has it led to a revival of the 
region's tconomies-two other declared goals of the United 
States. Clearly, the nations of Central America have taken 
some importhnt steps toward democracy. In 1980, only one 
country in the region, Costa Rica, was governed by an elected 
civilirn president; today all five countries as well as Panama 
are democracies for the first time ever. The practice of democ-
racy is, however, precarious in each nation-again excepting 
Costa Rica-and still truncated in most. 

In Guatemala and El Salvador, not all political views are 
represented tatdie poUs, nor has democracy extended far be-
yond periodic elections. Human rights abuses remain endemic, 

Peter Hakim is currently the Sta. Director of the Inter-Ameri-
can Dialogue. 

political participation and public expression are still restricted, 
and military forces define the extent of civiiian authority. In 
Nicaragua and Honduras, armies also escape full civilian con
trol and exert major influence on government policy. 

Throughout the region, democratic institutions remain frag
ile and under siege: legislatures and judicial systems lack the 
autonomy, stature and competence to carry out their functions; 
political parties are weak and unrepresentative; and citizens 
have little voice in governmnt policy. Social and political 
stability are jeopardized by sharp class disparities, and in some 
places by bitter ethnic divisions. 

Economically, Central America was dcvastated in the 1980s. 
Despite large-sc9le US aid, overall per capita income in the 
region has plummeted by 17 percent in the past ten years
nearly twice the drop suffered by Latin America as a whole. 
Every nation of Central America has lost ground. 

In Costa Rica, income fell by 5percent; in Honduras. Gua
temanla, El Salvador and Panama, by 14 to 18 percent; and in 
Nicaragua, ravaged by war, natural disasters, a US economic 
embargo and disastrous economic policy, by more than 40 
percent. Unemployment and underemployment soared to rec
ord levels throughout the region, while poverty, malnutrition 
and inequality worsened. 

Nowhere will the task of economic reconstruction be easy 
or rapid. Every country faces daunting obstacles to recovery. 
Billions of dollars will be neetded to repair the physical damage 
caused by war in Nicaragua, El Salvador and Guatemala, and 
by the invasion of Panama. Fighting and destruction continue 
in El Salvador and Guatemala. As long as strife persists in 
Central America. it will be difficult for any country in the 
region to fully return to normal business activity and attract 
significant foreign and domestic investment. 

Armies throughout Central America remain bloated, divert
ing enormous sums from economically productive activities. 
Given each country's concern about military balance, the 
downscaling of military expenditures will require region-wide 
agreements, which will be possible only when peace is estab
lished throughout Central America. Even Costa Rica, which 
dismantled its armed forces some 40 years ago, felt impelled to 
expand its national police force in the 1980s. 

The countries of Central America have yet to begin to 
confront the costs involved in resettling and reintegrating the 
2.5 million people who have been displaced from their homes. 
This is some 10 percent of the region's population, equivalent 
to about 25 million people for a country the size of the United 
States. Even if Central America did not face these terrible 
legacies of war, its economic outlook would remain bleak. 
With the exceptions of Nicaragua and Costa Rica, Central 
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American debt burdens are not lrge by Latin American stW)-
dard-s, but they ar a significant d".in on the region's desper-
ately short supply of foreign exchange and will continue to 
undermine confidence in the region's economic future. 

While Costa Rica has obtained substantial r l ef from the 
Unied States nder the BradyPlan for debt jeduction, all ofthe 
other countries = in arrears to their commercial creditors, and 
several to intemational lending agencies, thereby cutting off 
new loans from these agencies. Because their debt obligations 
to the United States are so large, the Central American coun-
tries are potentially the main beneficiaries of the reductions in 
US bilateral debts proposed last June by President Bush in the 
Enterprise for the Americas Initiative. But gains for the region 
over the next several years are likely to be modest since most 
countries are now p)ying only a fraction of their interest obli-
gations. 

Central America's prospects for expanding foreign trade
which ultimately must be the main aource of capita] for debt 
repaymcni and for imports which are ,viAud for production--are 
ver uncertain The region's export performance in the 1980s 
was dismal, although some improement has occurred in the 
past feA years. Only Costa Rica and Panama have managed 
any siz.able e.port expansion in the past ten years; Guatemala, 
Nicaragua and El Sal ador have all suffered dramatic declines, 
ranging from l' to 47 percent. 

The pcce- of Central America's traditional exports remain 
low in world markets, and the region has so far had only mixed 
success i promoting new export products. At the same time, 
every one of ffie countries isan importr of petroleum; every 
dollar increase in the world price of oil ad&s some $35 million 
a year to the region's import bill. 

High rates of population growth and accelerating environ
mental deterioration are two other constraints on Central 
America's econorniL prospects. Fertility rates in the region 
have declined in the past L"years, but they remain among the 
highest in Latin America- some 50 percent above the regional 
average, and almost triple those of the advanced industrialized 
countries. Population pressures coupled with wasteful eco
norruc exploitation are depleting Central Arnerica's natural 
resources; the region's forests, for example, are rapidly being 
uprooted, and soil erosion is widespread in ruraJ areas. Few 
effective programs are in place to prevent the continuing de-
st-uction of these resources, 

Finally, mass poverty and sharp inequalities of wealth and 
income stand in the way of Central America's economic recov. 
ery. Nearly half of the region's population is impoverished, 
lacking the resources to satisfy even the most basic necessities. 
As health and education standards decline, so does the produc-
tivity of Central America's work force. The cver-widenin gap 
between "he region's rich and poor is a persistent source of 
political Lnd social friction and makes itdifficult to design and 
implement consistent economic policies. 

Most Central American countries have little hope of recov-
efing soon fiom the devastating economic traumas of the past 
decade. The prospects even for gradual improvement depend 
on fotu conditions being meL 

First, civil strife in El Salvaeor and Guatemala must come to 
an end. Although these t.o countries are suffering the most, 
economic progress n the entire region is frustrated by the 
climate of violence u.id political turmoil, the continuing flow 
of refugees and displa.-d persons and the costs of maintairing 
oversized armies. Neither conflict is like!s to be resolved by 
force of arms. What hopes there are for peace rtsi with current 
UN.mediated negotiations. Even though no breakthroughs have 
yet been produced. the fact that the negotiations arc continuing 
is an encouraging sign 

Second. the governments of Central Amen,:a must pursue 
needed programs of economic reform. To varying degrees they 
are artempting to do so. The, are seeking to curtail budget 

-

-

Peter Hakim 
deficits and to control inflation, trying to expand efforts by 
maintaining competitive exchange rates, lifting trade restric
tions. allowing a greater role for markets in setting prices and 
'encouraging prPate enterprise. If successful, these efforts at 
reform would lead to a more efficient use of the r-gion's scarce 
economic resources and would help genera:c new savings and 
investment. These necessary changes. however, are difficult to 
implement and sustain. They face extensive political resistance 
almost e,'erv here Addiuonallv. capital shortfalls remain a 
roadblock, and the technical capacil for managing economic 
polt) I!,in short supp in qlmost ever, count,. 

Third. the governments of the region must continue their 
efforts to strenrthen resional economic cooperation. Central 
America', once %ijorouscommon marke: became moribund in 
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the 1970s, and intra-regional trade has been limited ever since, 
The governments are now moving to rebuild that market; if 
they are successful, trade and regional economic competitive. 
ness should increase. Yet trade among these poor, deficit-
ridden countries cannot be a substitute for the expansion of 
exports outside the region. 

Fourth, in the future Central America will need substantial 
international economic assistance to revive its economies, 
During the 1980s the United States was overwhelmingly the 
largest supplier of aid to Central Armerica. Aside from the 
Soviet Union, which provided considerable military and eco-
nomic assistance to Nicaragua, support from sources such as 
Japan, Europe and international financial institutions has beeLn 
extremely limited, 

US assistance to Central America began to expand signifi-
candy in the early 1980s as US relations with Nicaragua dete-
riorated and the Insurgency in El Salvador intensified, The 
amounts grew steadily, reaching $800 million in 1984 (nearly 
four times the yearly average, in real terms, from 1975 to 

Export crops of tobacco InNicaragua. 
1979). US support then jumped to $1.6 billion in 1985, follow-
ing the report of the National Bipartisan Commission on Cen-
tral America-the so-called Kissinger Commission--which 
called for an urgent and massive response to the crisis in 
Central America. Since then, US support has been about $1 
billion a year, excluding a special supplemental allocation of 
$720 million for Panama ajid Nicaragua in 1990, following the 
ouster of Noriega and the electoral defeat of the Sandinistas. 

There isno way to determine precisely the levels of interna. 
tional support that Central America will require to restore long-
term growth to its economies. Calculations of the financing gap 
that such support must fill depend on a variety of assumptions 
about the region's ability to increase domestic savings and 
investment, its capacit) to attract forciga investment and the 
return of flight capital, its trade prospects (estimates of which, 
in turn. depend on projections of world prices for Central 
Amenca's exports and imports) and man) other factors. 

In a wc.E-documented 1989 study, a prvate blue-ribbon 
panel-the intcmational Commission for Central American 
Recover) and Development (the Sanford Commission)--con. 
cluded that the five countries c-f Central America, excluding 
Panama, required S2 billion ayear inexternal capital inflow for 
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a flve.year period in addition to significant debt relle Some 
five years earlier, the Kissinger Commission had ro-hed a 
remarkably similar figure. 

Whatever the precise amount, there is no doubt that Central 
America will need substantial international assistance. The US 
government clearly recognizes this and has recently taken the 
lead in organi7ing amultilateral coalition of potential donors
the Partnership for Democracy and Development-to encour
age them to expand and coordinate their assistance. This initia
ive, however, isat best likely to produce only modest amounts 
of new support for Central America. given the otner economic 
demands on the major industrial countries resu'ting from events 
in the Persian Gulf and Eastern Europe and the continuing 
distress of many other less-developed nations in Africa and 
Asia. Support from the international f'iancial agencies may 
expand somewhat, but the. new resources the) are expected to 
make available to Central America are limited. 

Realistically, the United States will remain the major source 
ofexternal assistance for the region. Yet, facing its own budget 
constraints, the costs of the Gulf War and economic recession 
at home, the US govLrnment will be tempted to substantially 
pare down its aid to Central America. Indeed, indications are 
that Washington has already made this decision; the only quesqus
tion may be by how much.Now that Central America is no longer enmeshed in theEast-West conflict, the United States clearly has no vital stake 

in the region. It is Central America, not the United Sates, that 
will suffer the consequences of reduced support-

A significant decline in American aid below the current 
level of approximately $1 billion per year--even under the 
most optimistic assumptions about peace and economic re
structuring-will leave most countries of the region in a pre
carious economic state. They simply will not have the re. 
sources they require to recover, re-cstablish growth and meet
 
the most basic needs of their cjtizrns. Given the past decade's
 
legacy of violence, destruction and economic deterioration,
 
even that amount may be insufficient. Ironically, Central
 
Arneriza faces a reduction in outside aid just at the time when
 
its countries are reforming their economies and thereby im.
 
proving their capacity to make effective use of such aid. In the
 
past, US assistance, because it was hostage to security con
cerns, was often misdirected; instead of encouraging polic>
 
reform, it gave countries the financial means to avoid hard
 
economic decisions.
 

It is not only the region's economies that are at risk. Dtnio
cratic politics can lbrdly be expected to prosper under the 
conditions of prolonged economic hai-dship--.when millions 
are without jobs, adequate shelter, nutrition or hope. 

Opponents of US policy in Central America have argued 
that the United States never really cared about the region or its 
people, and that Washington's declared commitment to the 
I!oals of democracy and development was empty rhetoric to 
justify and gain support for an anti-commwist crusade there. 
On this score at least, the United States still has the opportunity 
to prove its critics wrong by sustaining its investment in the 
region long enough to achieve economic reconstruction.* 
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BY MAYA WEBER 

eace talks between the El Salva-

doran government and leftist guer-

* rillas are inching forward, but the 

warring parties continue to hedge their 
negotiating positions. So in Washington, 

the question of which side has done more 
hedging is driving the debate about mili-

tar.' aid to the Central American nation. 
F~lush from success in the Persian Gulf 

war, President Bush has kept ahead of 
opponents in Congress, following his Jan. 

that he would relelse15 announcement 
$42.5 million in military aid. Congress 

last fall had halved an $85 million El Sal-

vador military aid package for fiscal 1991, 

giving the President power to release the 

rest only if El Salvador made progress on 

human rights and if the threat from the 
Marti National LiberationFarabundo 


Front (FMLN) continued. 


March 15 is the deadline by which 
Bush said he will reinstate the funds if 
there is no cease-fire in El Salvador. In its 
explanation of the policy, the State De-
partment cited stepped-up FMLN at-
tacks on civilians and purchases of sur-
fae-to-air missiles from Nicaragua and 
accused the rebels of stalling on the talks. 

Although Bush's Democratic critics 
have been stifled tactically by the domi-
nancc of the Gulf war. they have contin-
ued to protest that Bush has ignored the 
Salvadoran government's delaying the in-
vestigation of the murder of six Jesuit 
priests and two others in November 1989. 

"No one is thinking about El Salvador. 
If we talk about it we are viewed as insen-

amened 
sitive to the Presiden:." camented Rep. 
Joe Moaklcy, D-Mass., chairman of the 
Rules Committee. He has been heading 
a team investigating the Jesuit case. 

sitic t thePreiden." ep. 

Another factor keeping Democrats 
quiet is the fear of being "tarred with the 
association" with the guerrillas, espe-
Tially in the wake of the January killing of 

two U.S. Army soldiers after their heli
copter was shot down, said Peter Hakim 
of Inter-American Dialogue, a group of 

90 leaders from the Americas. 
Still, a few battle plans are in the 

works. Moakley, along with Sen. Christo

pher J. Dodd, D-Conn., a longtimc Cen

tral America policy critic, and Sen. Pat

rick J. Leahy, D-"t., chairman of the 
Appropriations Subcommittee on For

eign Operations, is preparing a letter ap-
Bush to reverse his decision.pealing to 

Sen. Brock Adams, D-Wash., and Rep. 
James A. McDermott, D-Wash., are pro

posing legislation to ban El Salvador aid 
in 1992-93. 

Opponents of aid aigue that release of 

the funds undermines their goal of push

ing both sides in the 10-year-old war to

ward peace talks. "With the negotiations 

going along well, this is exactly the wrong 

message to send," Moal'ley said. "There 

will be joy and jubilation in the military." 
In the opposing camp. Rep. Duncan L. 

Hunter, R-Calif., has asked Congress to 
designate the FMLN as a terrorist organ
ization and expel its delegates and staff 
from the United States. 

The acerbity of the debate has 
mellowed, congressional aides say, as 
Members have become disgusted by new 
violence and human rights violations by 
both sides in the war. The urgency of the 
issue has also eased since the 1989 elec
toral defe at of neighboring Nicaragua's 

kOust Sandinistas "Support for Central 
America vas drisen b\ Cold War consid
et~ti',. Hakim said "The rationale for 
aid h,, ound down," 

L'.N -mediated talks under way in 

Msc\i, Cim are beginning to resurrect 

cess has cuied iswn om tm 
cess has cultivated its own momentum," 
said William C. Goodfellox.. a director of 
the Center for International Policy, a lib
eral group in Washington. 

Still. a solution is unlikely until well 

beyond the March 15 deadline. Good
fellow and others saN. Both the Salva
doran government and militar\ seem to 
think that the, can gain militarily. ob
servers said, and that a delay is to their 
advantage. U 
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EL SALVADOR 

Bush Holds Off on Military Aid
 
That Congress Had Resisted
 

E ager to avoid another bruising
battle with Democrats over El 

Salvador, the Bush administration has 
delayed releasing military assistance 
that Congress had blocked, 

In the fiscal 1991 foreign aio bill 
(PL 101-513), Congress voted to with-
hold half of '.he administration's $85 
million military aid request for El S'4 i-
vador. But in January, the White 
House announced that President Bush 
would release the aid on the grounds 
that the country's leftist guerrillas had 
violated conditions of the bill. 

In a report to Congress Jan. 15, the 
administration said the funds would not
"need to be" released if the rebels of the 
Farabundo Marti National Liberation 
Front (FMLN) agreed with the govern-
ment on a cease-fire by March 15. The 
action came in the wake of the FMLN's 
murder of two U.S. se-vicemen after 
their helicopter was shot down. 
(Weekly Report op. 189) 

Although no truce was reached, the 
administration said it would nonethe-
less delay releasing the aid. Assistant 
Secretary of State Bernard W. Aron-
son told the House Appropriations 
Subcommittee on Foreign Operations 
on March 13 that other factors would 
be weighed "in deciding how quickly 
we obligate those funds." 

Aronson indicated that the admin-
istration would assess the military
situation in the country as well as the 
government's investigation of 'he bru-
tal 1989 murders of six Jesuit priests 
at a San Salvador university. Allega-
tions that the military had covered up
its role in the slayings played an im-
portant role in the congressional vote 
to cut military aid. 

The administration retained its 
option to provide the assistance later 
this year. Aronson and Assistant Sec-
retary of Defense Henry S. Rowen in-
sisted that the United States had no 
intention of abandoning its ally. 

But several administration officials 
said they have been encouraged by re-
cent favorable trends in El Salvador, 
including elections held on March 10, 
and hope to use the blocked assistance 
as leverage in pressuring both sides to 
seek a settlement of the civil war. 

By Carroll J. Doherty 

The officials acknowledged that 
strong congressional opposition to re
leasing the aid was a significant factor 
in their decision. In early March, 150 
members of Congress - including
Senate Majority Leader George J. 
Mitchell, D-Maine, and pro-defense
Rep. John P. Murtha, D-Pa. - wrote 
to Bush, urging him to continue with
holding the assist, nce. 

Mindful of last -Par's messy fight,

the administration has made concilia
tory moves as Congress nears consider
ation of its fiscal 1992 foreign aid re
quest, which includes $86.4 million more
 
in military assistance for El Salvador.
 

Bush nearly vetoed the fiscal 1991
 
foreign aid bill because of the El Sal
vador aid reduction, even though the
 
measure also includ,.d an administra
tion-back .d provision forgiving
 
Egypt's military debt.
 

Rep. Matthew F. McHugh, D-N.Y.,
 
a member of the Foreign Operations
 
Subcommittee, said he is cautiously op
timistic that both sides in the war real
ize that a military solution is impossible.
 
That realization, said McHugh, could
 
give impetus to negotiations.
 

Each side has sent mixed signals.

El Salvador's military command an

nounced new steps to solve the Jesuit
 
ease. Salvadoran Defense Minister
 
Ren6 Emilio Ponce recently wrote the
 
country's justice minister, Ren6
 
Hern .ndez Valiente, requesting th,: .
 
the investigatin. ;,dude 12 officers who
 
had riot been implicated.
 

The letter, however, referred to the
 
two housekeepers murdered with the
 
priests as "collaborators."
 

At the srme time, opponents were
 
accusing the governmen', of Presideit
 
Alfredo CristiLni of vott fraud in the
 
balloting on Ma-ch 10.
 

Before the election for mayors and 
the national assembly, the FMLN 
agreed to support the democratic pro
cess, and hard-line commander Joaquin 
Villalobos portrayed the rebels as more 
"social democrat" than "Marxist." Yet 
the rebels have continued i pursue
their military campaign, recently 
launching an attack on an upscale San 
Salvador neighborhood. 

"Rhetoric on both sides has to be 
taken with a grain of salt," McHugh 
said. 
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Little remains today of the original agreements under which the Latin American 
debt was originally contracted. In every case the terms of the debt, whether 
originally public or private, have been s;gnificantly modified as to both maturity 
and interest. In a few instances, the original principal has been reduced by 
agreement of the parties. While economists may disagree as to whether these 
modifications of financial terms have been sufficient from a developmental 
perspective, they nonetheless represent a striking achievement since they are 
the product of negotiated agreements between the paries, rather than the 
result of governmentally imposed solutions. It is also noteworthy that creditors 
have, by and large, avoided resorting to judicial remedies to enforce their 
contractual rights, thereby underscoring their commitment to a negotiated 
solution. 

The attainment of what amounts to a negotiated multistaged adjustment 
of the debt crisis has not been easy. For one thing, the underlying financial 
issues dividing the parties were of gargantuan proportions. What was fre
quently at stake was nothing less than the economic viability of entire countries 
and some of the largest financial institu n the world. An additional com
plication was the sheer numbers of participants that of necessity were involved 
in each of the negotiations. For example, more than 500 banks participated, 
either directly or indirectly, in the various negotiated agreements with Mexico. 
Complexity was also introduced by differences in the home country regulatory 
and tax environments under which the creditor banks operate. These differ
ences had to be taken into account and accommodated in the structuring of 
the various agreements. 

It is clear, in any event, that law and lawyers have played an essential part 
in a process which up to now has, at the very least, avoided major financial 
upheavals and at best, has led to an orderly adjustment of one of the most 
serious financial crises of modern times. It was in recognition of the important 
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role of the legal dimensions of the adjustment process that the Inter-American 

Development Bank has sponsor,'d a series of three seminars to deal with these 

issues. These colloquia, designed to provide a detached and objective evalu

ation of the legal components of the debt adjustment process, involved the 

participation and contribution o,' many. They ;ncluded aniong others: many 

of the ' y officials involved in the negotiaticns themselves; their legal rep

resen:dtives; members of the internationa' L n.ng community; and numerous 
experts from both within and outside the Bank. 

This book is a direct outgrowth of these programs and represents, in most 

instances, an elaboration of papers presented at the two most recent confer

ences. It hopefully will provide to a wider audience some important i nalyrical 

perspectives on some of the crucial issues that have, in recent years, confronted 
the international finar.cial community. 

The adjustment measures taken to deal with the debt crisis may be divided 
into basically three overlapping phase.t The first phase concentr.0ted on the 

restructuring of debt. Initially, this involved a restructuring of only those 
matucities coming due in the reasonably near future. Beginning in about 19R5 

these programs were characterized by the use of multiyear restructuring agree

ments, some extending as long as twenty years. Asie trom the ch .,iges in 

terms that resulted from these restructurings, ths phase was significant in that 
it signaled the willingness of the parties to continue dealing with each other 

in conventional contract and remedies law term At the same time, these 

initiatives led to the development of a format o- structure -or the conduct of 

:he negotiations between the debtor and th.*. several hundred creditors. In 
many ways, devising such a decision-making structure was a new problem that 

the international banking, regulatory, ar.d legal communities addressed rea
.sonably well considering very few precedent were available in the early years 

of the crisis. In effect, a remarkably uiform approach was adopted in virtually 
all of the countries involved in this crisis, notwithstanuing .ie variations on 
the theme that met the specidl characteristics of the countrie concerred. 

The legal dimensions of the restructuring phase are treated in Chapters 
I and II of this book. The contribution by Mr. Buchheit in Chapter 1 provides 
a comprehensive overview and analysis of the alternative techniques that have 

been employed for the longer term restructuring of sovereign debt. The second 

section of Chapter I by Messrs. Buchheit and Reisr.er focuses on tce r;ghts 
and duties of the creditors interse as variables in the debt restructuring process. 
Finally, the section in Chapter II by Messrs. Stumpf and Debevoise addresses 
aclosely related issue-th. -viding of new money w'hich has beei. an integral 
part of most restructuring programs. 

A seLond phase which began in about 1986 wts chira. trized by initiative5 

designed to reduce the debt by the use of ,uebt-t.-,.qu'ty -on crsions Under 
these programs, portions of a country's stock of external debt is redecined in 
its local currency equivalent with a N,ew to having these funds utilized to fund 
equity investments in the debtor country. From the perspective of the debtor 

country, such debc-to-equity programs serve to reduce its external indebt
edness. From the standpoint of the banks, these programs can serve either to 

reduce immediately a bank's credit exposure in a particular debtor country or 
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to create an equity interest which can be marketed at some time in the future 
to individual investors. These initiatives, which have already achieved some 
measures of success in the case of Chile, Mexico, and Brazil, required extensive 
modification of the regulatory framework both in the U.S. and the participating 
debtor countries. Implementation of these programs has also required complex 
modifications in the terms contained in the documentation negotiated in earlier 
reschedulings. 

A less successful initiative during this phase w:,s the securitization of 
existing LDC loan debt. Under these arr .ngements the commercial batik debt 
is dissembled into different credit fofms which, in turn, permit the sale of 
interests in the original debt obligations to investors in a broad-r secondary 
market. While securitization initiatives have, to date, not gained broad accep
tance within the international financial community, this mechanism may have 
promise in the future particularly if means can be found to provide some form 
of credit enhancement for the dissembled debt. 

Chapter III of this book treats the subject of debt-to-equity conversion. 
An overview of the topic is provided by Mr. Buchheit's article "The Capital
ization of Sovereign Debt." A comprehensive analysis of the mechanics of 
debt-to-equity exchanges is provided by Messrs. Chamberlin, Weltchek, and 
Gruson. The Brazilian and Mexican debt-to-equity conversion programs are 
the focus of the contributions of Messrs. Eracher and Mendes and Mr. Fon

cerrada. The regulatory structure controlling the participation of U.S. banks 
in the securitization of debt and debt-to-equity exchange programs is presented 
with great clarity in the article by Ms. Ricki Rhodarmer Tigert. Finally, the 

accounting and tax considerations which have, to some extent, driven the 
various transactions in this phase are treated in a section authored by Messrs. 
Baumann and Harvey. 

A third phase, which began in 1988, has also been characterized by ini
tiatives designed to achieve a reduction of the debt. However, unlike the 
mechanisms undertaken in the second phase, these initiatives involve a re
duction of the countries' overall stock of debt by the purchase of the debt at 

a discount by the debtor countries themselves. The first initiative in this 
direction was undertaken by Mexico under what has come to be known as the 
Mexican Floating Rate Bond program of January 18, 1988. Under this pro
gram, which met with mixed success, Mexico undertook to purchase from the 

banks a portion of its own debt with a view to achieving a reduction in its 
future debt service obligations. The use of the buy back mechanism gained 
new momemtum with the announcement by the Secretary of the Treasury, 

Nicholas Brady, on March 10, 1989, that the United States Government was 
prepared to support debt reduction programs for those countries committed 
to pursuing an economic adjustment program. The financial assistance nec

essary to facilitate these debt reduction transactions were to be provided by 
international financial institutions such as the International Monetary Fund 
and the World Bank and, possibly, bilateral government creditors. The sig
nificance of what has come to be known as the Brady Initiative is underscored 
by the fact that, after one year, debt reduction programs are either in place, 
or nearing completion for Mexico, Costa Rica, the Philippines, and Venezuela. 



viii Foreword 

An overview of these progi rins is provided by the article "Overview of Debt 
Reduction Techniques" authored by Mr. Buchheit, which appears in Chapter 
Ill. The regulatory issues raised by these debt reduction programs are treated 
in the article immediately following by Mr. James Hurlock. 

The debt crisis has spawned extraordinarily little litigation. In part, this 
is undoubtedly due to the general relization of all concerned that is was not 
to anyone's advantage to trigger endless and fruitless litigation over the external 
debt of the countries concerned. Also, various loan documentation provisions 
such as the sharing clauses served to reinforce t perception that those ini
tiating litigation against the debtor stood to gain very little. Nevertheless, the 
legal framework governing remedies and dispute resolution, in general, has 
been an important backdrop to the process as it has developed over the past 
eight years. Chapter IV of this book addresses this subject. The first section, 
by Mr. Buchheit explores the dimensions of the doctrines of Act of State and 
Comity. A general overview of the other significant dispute resolution ques
tions which have, either dircctly or indirectly, affected the action of both 
debtors and creditors are treated in a comprehensive study by Mr. Weisz, Ms. 
Schwarzkopf, and Ms. Panitch which forms the concluding part of Chapter 
IV. 

Ralph Reisner 
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WOM N complementary, regardless of their 
Poor,female andImportance. 

These women, therefore, are 
0nconsidered to be economically in

active. This is a major misconcep
..... ........ tion, and it must be changed.
 

Major efforts bring meagerrewards 
the cities. Latin America's fe-

In 

by ELssy Bonilha cade, the potential benefits were male work force is concentrated 
essentially neutralized by exten- In the urban informal sector-the 

On the face of it, the women of sive cutbacks In services and sala- street vendors, backroom manu-
Latin America and the Caribbean ries. Hardest hit have been the facturers and service providers. 
have the same problems as do growing numbers of poor women The recent surge In women's 
women the world over: unequal who are heads of household, sole participation in the informal sector 
pay, burdensome housework, cul- family breadwinners who must can be attributed in part to eco
tural and legal discrimination, lack also take care of the home, rear nomic pressures. One of the strat
of opportunities. But there is also the children, and care for the eld- egies that families adopt in hard 
something unique about the plight erly. economic times is to send their 
of women in the region, and it is The problems facing Latin women and other family members 
one of the major ironies of the -lost America's women stem from the to the workplace. The Economic 
decade." realities of life in developing coun- Commission for Latin America and 

Latin America's women re- the Caribbean (ECLAC) has 
sponded to the economic crisis of dubbed this phenomenon the 
the 1980s by joining the work 'added worker- effect. The informal 
force in unprecedentedly large sector is often their only option, 
numbers. Over nine million took since they cannot find work in the 
on remunerative work in the past a formal sector. 
decade. The region's 40 million In the informal sector, women 
working women now make up a work mainly in marketing, per
full quarter of the region's work sonal services and the production 
force. Their numbers will swell to . of food and clothing. They typically 
53 million by the year 2000. _. ._4operate one-person businesses, 

These women took on the addi- . " with few capital assets and little 
tional burden of work for pay to "" access to credit or technology. 
help keep their families financially . Many actlvities are simpiy an ex
afloat. On a national level, their tension of their own housework
actions helped to cushion the ef- J for example, the production of 
fects of the economic crisis. ,, clothing and processed food. As a 

What have women received in ,f '7 result, these activities are charac
return? Very little, it appears. In ..J,- terized by low productivity, which 
fact, the 1980s brought the Women responded to translates into low income and 
region's women a disproportionate little or no capital accumulation. 
amount of suffering and hardship, i the economic crisis by In rural areas, the most signifl
and gave them scant rewad for joining the workforce cant development has been the in
their efforts. icreasing amount of work being 

Under better circumstances, an in unprecedented done by women on small farms. 
influx of new workers would have numbers. Female fann workers are steadily 
produced significant economic replacing male workers, who are 
gains, both at the family and the turning to other occupations. Par
national levels. But in the past de- tries and from their traditional tial estimates show that nearly 50 

gender-determined roles in Latin percent of family income in the 
American society. Through custom region's small-farm subsector 

Elssy Bonilla is an economics and practice, women have primary comes from activities carried out 
professor and researcherat the responsibility for child rearing and by women. Furthermore, an esti-

University of the Andes in Bogot6. household duties. Their other ac- mated 20-35 percent of rural 
Colombia. tivities are generally viewed as households have succeeded in re
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The cost of being female 
The wage difference between men and women is striking, as shown in 
figuresfromfour Latin American cities. The gap holdsfor the best-paid
professions as well asfor the lowest-paidjobs. 

maining above the poverty level by 

dint of income earned by female 
family members. 

It should be noted that official 
statistics of women's participation 
in agricultural work does not cover 
nonhousehold work of persons
classified as economically inactive. 
If this work were included, it 
would raise the official 29 percent 
figure of female participation up to 
47 percent. 

4c% rowing female participation in 
Zthe work force has not im-

proved women's status within soci-
ety. On the contrary, many more 
women now find themselves in po
sitions of subordination derived 
from old social divisions and in
equalities. For example, informal 
sector income is generally below 
the minimum wage level and, as in 
the formal sector, women earn less 
than do men performing similar 
work. Women's tremendous par-
ticipation in the informal sector is 
due largely to the fact that they 
cannot find work in the formal sec
tor, at least in part because of 
their household and family obliga-
tions. In the services sector, 
women are primarily domestic 
workers, and as a result often lack 
protection by labor laws, especially
in regard to maternity leave, social 
security and retirement benefits. 

One of the major problems con-
fronting the growing numbers of 
rural women workers is limited 
land ownership. In nearly all of the 
countries of the region, women 
must confront legal restrictions to 
inherit land. If they do own any 
land, it is usually only a small 
plot. Furthermore, poor rural 
women are denied capital, credit, 
technical assistance or training 
because they are not officially cat-
egorized as "productive." For 
women, farm work is often seen as 
a natural extension of rural house-
hold work, and it often goes 
unrecorded statistically and 
unremarked upon even by the fe-
male workers themselves, 

240 154 
200 175 

81 73 5 4
81 73 73 46

X 75 63 

340 142 
313 193 

,A 86 93 
75 49 

61 51 
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Semiskilled *A
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Average income of the populationequals 100.
 
Source: ECLAC. Social Development Division, special tables of the 1985 Household Surveys.
 

b oth rural and urban women 
face the problem of gender-

based salary discrimination, 
Country-level studies carried out 
by ECLAC have shown that men 
receive higher saaries on the aver-
age than do women. Female work-
ers in Sdo Paulo in 1985 were paid 
only 58 percent of what males of 
comparable educational back-
ground received: the figure in Ca-
racas was 60.8 percent, in BogotA 
66.3 percent, in San Jose 79.9 
percent, and in Panama City 83.5 
percent. This discrepancy held 
even in the best-paid professions. 

Declines in real salaries and se-
vere cutbacks in social spending 
resulting from the region's eco-
nomic crisis have hit working 
women particularly hard. The 

1980s have been considered the 
lost decade of Latin America and 
the Caribbean because of the 
depth and duration of the eco
nomic crisis. According to ECLAC, 
at year-end 1989 the average per 
capita GDP of the region was 8 
percent less than in 1980 and 
equivalent to the 1977 figure. In 
1980, 33 percent of the population 
already lived below the absolute 
poverty line: these people did not 
have enough income to guarantee 
for themselves a minimum stan
dard daily level of nutrition. By 
1985 this figure had risen to 39 
percent of the region's households. 

ECLAC has found that the crisis 
has made it particularly hard for 
women to find remunerated work, 

(next page please) 
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(from previous page) per household in each city, in- women have to contend with gen
keep their jobs, and manage both comes of male vs. female heads of erally bad conditions, few re
their outside job and their house- household in 1985 were as follows: sources, deficient or absent public 
hold responsihilities. ECLAC fur- Bogotd, 140 and 95; Caracas. 140 services, and limited or nonexist
thermore concludes that women's and 81: Panama City, 123 and 95: ent social security and health, 
participation in the work force has San Jose, 127 and 84:.,and Sao educational, and child and elder 
been anticyclical in terms of the Paulo, 141 and 80. care services. 
economic condition of the country: The crisis also has significantly When women take an outside 
female participation in the formal compromised the education and job, they find that they must con
and informal work force has in- development of children from low- tinue to bear the housework bur
creased as average household in- income households. According to den-alone. According to 1984 
come has declined. Although such one study, children from female- studies carried out in Latin 
female participation continues to headed households in Chile have America by the International Labor 
increase, it is now increasing at a Organization (ILO), women in the 
slower rate. According to ECLAC, work force put in two full shifts
female unemployment between ' . one at home and one on the job. 
1982 and 1985 nearly quintupled - - Although some more fortunate 
in Bogota, doubled in Caracas, in.- women may contract outside help 
creased slightly in Sdo Paulo, and --- . . for some of their tougher house
decreased in Panama City and San . ." hold tasks, this help has not sig-
Jose. Among the younger women, t nificantly lightened women's 
the rates reached 30 percent in household work load. As the eco-
BogotA., Panama City, and Mexico . nomic crisis has forced women to 
City; the relatively high educa- , . ' work more hours outside the 
tional levels of these younger .. \ -.' home, male family members have 
women has not translated into . not increased their participation in 
better employment opportunities . i household chores. According to an 
or higher incomes. ILO study, women spend almost 

70 hours per week doing house
n the words of a UNICEF study,, work, including significant parts of 
low-income working women con- their weekends and holidays. In 

stitute an "invisible adjustmnt" to contrast, other family members 
the economic crisis. The worsexling . only spend an average of five and aI 
times are being compensated for "-" quarter hours weekly at household 
by the "social fund' they have pro- tasks.
 
vrided in the form of household and
 
remunerated work activities. For AA ttempts to help women
 
example, in order not to lower £lw through special development
 
household consumption any more projects thus far have had only a
 
than absolutely necessary, women When wornen take an 
during an economic crisis tend to outsidejob, they continue been integrated into national eco
purchase less refined but cheaper to bearthe housework nomic policies. Most such projects 
household goods that require fur- have adopted a somewhat tradi
ther processing at home. As such, burden--alone. tional social-welfare stance, in 
the household work load increases which women are defined as ben
during bad economic times. eficiaries rather than agents of de-

The crisis of the 1980s has most higher mortality rates than do velopment. This misperception 
severely affected households children from male-headed house- leads to macroeconomic strategies 
headed by females-a category holds. The difference is explained that do not incorporate the pro
that, according to various studies, by the lower standard of living ductive role of women Into the 
has increased significantly in re- typically observed in female- planning process. 
cent times. An ECLAC study headed households. Although a government may set 
shows that in all five cities sur- economic policies with no inten
veyed, the income index was lower T ow productivity characterizes tion of discriminating against fe
for households headed by females. L not only women's paying jobs, males, this supposed policy neu-
Using 100 as the average income but housework as well. At home, trality is at best relative. The 
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Countries must raisethe productivity of women 
-a full one-fourth of the workforce- to improve
the efficiency of their total resources. 

economy is defimed primarily in of a minuscule portion of the total and their standard of living. It has 
terms of marketable goods and population that r.eeds attention. been widely documented that 
services. Such a definition totally women, unlike men, invest nearly
excludes household work, child lo Ease household chores. Since all of their income in their house
care, and much of the work neces- women are responsible for house- holds. Therefore, poverty allevia
sary to maintain and develop the hold work and family care, and tion programs that are directed to
economy's basic human resources. given the low productivity of this ward women generally show the
 
Because these jobs are performed work, women's household activi- best overall results.
 
largely by women, their exclusion ties often take time and energy

from macroeconomic analyses and away from their paying Jobs. 0, Focus on the poor. Economic ad
policies amounts to a very real ex- Women need more access to im- Justment policies must address the 
ample of discrimination. proved household technology and most pressing needs of the most 

At the same time, governments better household products. But vulnerable population groups
and especially private organiza- low-income women and children. 
tions have made a real effort to as- r Expenditures should focus on pro
sist women through special pro- grams most vital to poor families: 
grams. Several countries have for- basic health and education, and 
mulated far-reaching policies or services for preschoolers and the 
programs designed to benefit low- elderly. 
income rural and urban women 
through an array of integrated ru- go- Assist ruralwomen. Rural sector 
ral development programs and policies must guarantee women 
small-business projects. Colombia access to credit, technology, land, 
and Mexico, for example, have production inputs, marketing for 
made steps in this direction (1983- their products, and training. Pri
84), and Costa Rica and Honduras- ,.,."vate organizations and government
(1978-89) have addressed women agencies should carry out pro
and family issues in their develop- . , grams with generalized objectives
 
ment plans. The scope of these ef- that serve large numbers of the
 
fcrs has been limited so far, but target population. 
ti,, production-oriented projects
and in particular the small-busi- t" Improve statistics.The countries ness projects-have shown women , . of the region must generate na
to be serious and perspicacious "-tional and regional statistics by
 
businesspersons who generally ' gender, sector and product line. 
make good use of the credit, tech- Research should show how to 
nical assistance, and other re- avoid worsening the living condi
sources made available to them. .- tions of working women when car-

The responsibility for improving Piing out govermental reforms. 
the situation of the region's work- Productivity will increase i 
ing women falls to individuals and when women have 0- Raise consciousness.Seminars 
the private sector as well as to gov- greateraccess to land, should be held to give high-level 
emnment. Recommendations on government decision makers uifor
needed courses of action include capital,credit, technology mation on practical measures for 
the following: and training. integrating programs relevant to 

.... ___ _ _ . women into their regular institu
to, Increasejob productivity. Gains tional agenda. 
will come from providing women most importantly, other family 
with greater access to land, capi- members-particularly men- Improving the productivity and 
tal. credit, technology and train- should assume their share of incomes of a full one-fourth of the 
ing. It is not enough just to design housework and family care. region's work force is not nierely 
special projects for small groups of just. It is also imperative as a way 
women, no matter how efficient 10, Providetraining.Any increase in for countries to boost the efficiency 
some of these projects may be. women's educational levels and in- of the region's total resources-
Such a fragmented approach will come gives a substantial boost to whether human or material, male 
only improve the living conditions the educational level of children or female. 
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