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Dear Reader:

Your letters in support of Washington Economic Watch have been
overwhelming. We appreciate your comments and suggestions, and are very much
encouraged by this positive feedback.

Like its predecessors, this issue of Washington Economic Watch includes
pertinent information on trade, finance, development and many other issues
important to the United States and developing countries. Readers can gain a
glimpse of current Washington debates on the impendiug "Earth Summit 1992",
aid to the Commonwealth of Independent States, and the future of free trade in
U.S. policy, as well as updates and forecasts on the U.S. and global economic
trends. Also highlighted in this issue are deforestation, debt conversion, and
rural finance.

Thanx you again for your encouraging letters. We hope that this issue
also will prove to be an informative and useful resource for your institution.

Sincerely,

g Gt
/ ‘ [P L
(/% ' LW!Z(ZL( ALLC
Christine E. Contee

Director of Public Affairs
and Fellow
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BRUCE STOKES

A TRADE DEAL THAT OFFENDS EVERYBODY

fter five and a half years of the

Uruguay Round of multilater-

al irade negotiations. there
n.ay be a flicker of hght at the end of
the tunnel.

Industry grousing about specific
parts of the ambitious praposal by
Arthur Dunkel. secretary general of
the General Agreement on Taniffs
and Trade (GATT). to break a
deadlock in the talks mashs
widespread acceptance or resigna-
tion in Washington’s trade circles.
The view there is that something
close to Dunkel's text is about the
best that can b expected

“There is something going on
now. and the business communiiy
doesn’t want to fose this.” & House Democratic Jeadership aide
said. “People may be surprised in the end” when an agreernent
1s reached in Geneva despite the pessimism now so evident on
Capitol Hill.

Given the many missed deadhaes of the past. most Washing-
ton trade experts are reluctont to predict that the GATT talks
will be over by Dunhel's mid-April deadhine. And even if o final
agreement iy reached. there's disagreement about whether the
Bush Administration wili submut the pact to Congress for s
approval in an elecion year

U.S negotiators prvateh schnowledge that most of Dunhel's
GATT proposal cannot be changed in this lust round of deliber-
ations. *T" ¢ Dunkel text s pohiticalls unacceptuble.” @ House
trade expert said. "But we don’t have to scrap the whole thing
It's a manageable number of issues that bave 10 be resolved ™

“Evervhody ha their shopping hat.” said Harry L. Freeman.
executive director of the MTN coshtion. @ group of American
companies supporting the Uruguay Round “But there s o gut
feeling that if we get past ugncuhure. and ac realhy mube
progress on gavernment procurement, services and tanfis. then
you come back to the Dunkel draft. Then the probabihities are
that only a limited number of changes are possible in it by the
major trading countries without unravehng the whole deal. Con-
sequenth. the question will be which ones do you choose 1o
reopen. and there will be a Jot of competinon o get your issue
on the short ist for change ™

So ULS. neponators and lobbyvists for major American mult-
national companies are fucusing on the portions of the Dunkel
text they think have to be revised 1o create enough winners
among Amernican industries 10 ensure congressional approval of
an eventual compact.

Therc is universal agreement on Capito! Hill that revivions in
the intellcctual propern text are needed o satisfy the objections
of the Pharmaceutical Manufacturers Association, which wants
greater Third World protection for praducts in s research and
development ptpelinc. drugs that are now routinely pirated

Similarly. most analysis think Dunkel's proposed revisions of
the dumping law~—which prohibit selhing products below their
production costs—have 1o be changed. Dunkel succeeded in
offending all sides of the debate in Washingion, including
domestic industries that want to use the dumping code against
foreign competitors and American multinationals that fear

other countries will increasinghy il
their own dumping cases agains
Amcrican firms

Moreover, “the clear perception.”
the House trade expert sind. “is that
we lost on the dumping issue [in the
Dunhkel draft beeause] Japan was
leading the fight on the ather aide In
this polivcal chimate. all you hive 1o
do is fabe) this package as having
been weakened by Japan. and it
dead.” Thus, many anelvsts contend
that the most ke outcome in the
dumping area mas by retention of
the status quo. with only cosmceti
changes.

Although U.S. and European
negotiators continue to carp about
being miles apart on curbing farm subsidies. many trade experis
think the mainstream American farm groups could ve with the
Dunkel text. which calls for a 20-36 per cent cut in farnt pay-
ments that distort trade. Specialn commaodiies—pueanuts. sugar
and so forth—remain opposed. But while they can capture  fo
of headhnes with their abjections, trade experts and poliicians
alwayvs assumed they would be opposed. so their objections fie
already been largeh discounted.

Ulumately. US. negotiators say. the GATT deal wil' he mad.
or brohen by how the issues notincluded in the Dunhet dratt are
resohed. Without substantial hberahzation of the anttoscgr
bias in government procurement rules, particularly in Lurope,
big American capital equipment producers. such us Gueneral
Electric Co.. are expected to oppose the deal Similarhy. much of
the manudactuning sector is walting to sec what happens on
reducing existing tariffs. the one bencfit many in busie indusin
hope to gain from these talks And the senvices indusing. which
pushed to Jaunch the Uruguay Round. refuses to budgs onats
demands for rollbeckhs of trade barriers

At the same time. old-hne industnies—such as textles—are
liming up their heawy artillens i case o GATT fightin Congress
comes this vear. The textile industry recently released o study by
the WEFA Group. an economies consulting firm. that asseried
the Dunbel proposal would cost 745,000 textile and apparci jabs
in the United States by the end of the centuny.

Finally. the prospect of u GATT accord has congressiony!
Demaocrats wornied that the Administration may attempt to set
up Congress to take the heat if the agreement brokered
Geneva draws industny fire in Washington

In this scenariv, Democrats worny that the White House wil
publich state that the GATT dead is not all had hoped tor. but
that it is all that can be wrung out of the intransigent Europeans
Rather than judge the pact. the White House will let Congress
decide if it passes muster. Demacrats fear that this tactic woe !
subhject Members of Congress to even greater than normal e
tectionist and free-trade pressures, making for an ugh floos
debate.

So the light at the end of the tunnel may be a locomotne b
reling down the tracks. bringing with it a debaste over trade thae
the Unned States has not witnessed sinee the Senate rerected
proposals for an International Trade Orgamzation atter World
Warll a
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egotiatons in Geneva

ore likely to misy

their Easter deadline

as they slruggle to

break the 15 month

éeadlock 1n tbe Urugusy Round of
talks on world trade Libernluatior.
Officials at the General Agree

ment on Tanfls and Trsde (Gatt)

wlk of paralysis. a3 the pohitics!

will to make compromises among
ceotral plavers such as the US and

Fear that the talks face imminent
collapse promcaed US President
George Bush last waek 10 calt for “a
palitical pusk from whatever
scurce” (0 rescue them He
doclined. bowever. to offer further
US concessions Amencan officials
1o Genevs aay “s minor mirscke” s
sseded to achiire & brsasthrough

At the saame time, (ann ministers
from the 3: nation Organissticn for
Reonomic Co-operstion and Devel:
opeoent (OECD) merting in Parls on
Mday called for 8 swift and suc
orssful end 1o the negotistion.
They warnod of “significant down
ode nsks for the world trading ays
tam. and costs for the world econ
omy” U the talks fall They too
affered pothirg

The risks of fajure are already
apparent. as recesaion 1n 1961 14 to
8 third successive year of Lultering
world trade growth thr velue of
trade rose by & wangre 15 per cent
to $3,500bn the smallest gain
since 1983 according to the Gatt
Without the boost Lo trade that a

conclusion W the round
should bring recovery ia lkely to
be retarded

The collapse of the round -
launched 1n 1996 ¢0 break down bar-
riers 10 rade b services agnicu
ture and lertes to boos: wnlerma
tionsl respect for patents and
copyright and to tmprove mechs
nistns for setting trade duputes -
has been looming for a long time A
summit held in Brussels 1n Decem
brr 1 bruk U L earNmeny dier
the EC and N failed G0 agna on
tarm 1redr nfurm A compromise
reform pachage Knowd g the binal
Afl was drawn up by Mr Anthur
Dunke! dinvtor gencrs! of Gatt h
was ubled late 10 December 1991
and was intended Lo break the dead
fock AL of the 108 countnes that
have w'gned up 1o the Gaut
expressed teservatiuns with ele
toents of the package but with the
esception of the EC have agreed
that it 18 s 100 tmportant to the
world economy Lo be reyected

Tbe wssue which continues to
jeopardise any agreement U farm
trade, \n particular the ECs Com
aon Agriculture Policy (CAP)
Reform of farm Lrade is essential L0
successful complevon of the round
because many participants In ihe
developed and developing world are
ssehing an end to protectve [amm
subsidies Ln the EC and the U'S In
aachange for freeing thewr domestic
markels to outaiders

Mr Dunkel proposed cutiing agm
Sultursl subssdses by 20 per cent by
199¢ converting farm Qquotas and
otber protective devices tnio tartfs
and then curting them by 3% per
cent by the same date He slso
sought reductions in subsidised
rm exports

The EC retectad the plans in Jan
usry Mr Dunkel bas refused to
veopen the Final Act for fresh nego
tiation He has irst-uctod th EC to
mtie differences over farm trade
with otber pegotistors - princi
pally the US - and bring beck a
o promise acceptabie to ali

Such o woud ssem
10 be 1n the intsreste of Lhe BC and
the US Thoy spead blllions of do!
lars a yeer supporting the grices
farmers gwt for thelr Cge peylug

Trade talks fall
on deaf ears

The Uruguay Round is deadlocked, but is
too important to fail, writes David Dodwell

for storage of esvess production
and subsidbiny the pnce of farm
producis being dumped on the
world market Such policies place 2
besvy burden on taxpayers and cor

sumery 1n the wast and demage
agriculture in the Third World by
depressing world prices for mea?
and cereals In panticular

Although the EC has made some
concessions over the past few
months. two contentious Isaues
rroun
@ EC dsmands to “rebalance’ 1u
proteciive regime by

T

Many observers of tre tortuous
manoeuvTings within the Gatt find
1t hard to understand why the
entire accord 13 being put st nak
over the Lsaue of CAP reform when
the potential guns from an agree
ment are iImmense

For the Nrst ume trade in com
merclal services - worth Bs80bn Ln
198 the Lawest year for which the
Gatt bas figures. accounting for
about 19 per cent of world trade -
would fall under the Gatt umbrelia
A Umetable wouid be set for the

progress on the farm subsidy sue
wowld yield US concessions

In addition. respect for patents
and copyright - wvulnerabie to
pitacy In many developing coun-
fries - would also be bt Lito an
agreement on lntellectual property
righus Trade in Lextles and
garments would be brought into
Gatt afler baving defled Liberwlisa
tion for 40 ysars Uver 10 years the
labyninth of btlaterally negotuaed
QuUOLas that determune texile trade
would be dsmantied and replaced

by tarifls

raising protection ——— Moreover,
agalnst the impon of Vaiue of wortd mer rede 1091 reinforoed Gatt dis
cereal subsututes in Lxparts _ Imperte pute settlement
eschangr for lower Vot  Ammess Lhangs Voive Ammmel shanpd rults would be
ing protection for ) L endhaed o b am | expected to check
other farm products 38 1, World _ — 3680 [ the destructive yro
® KL demands whal ) 84 — MO Amertea ey 2Y liferatior. of rows
compensation psy 1.3 1 1 1.480 1 over goods that are
menic to farmers 043 ALY} I—— V7 S, [ o) [3h) alieged)y subsidised.
(soen as the centre 10 L] —_—— e [ ] "wh or “dumped’ i
plece of plans to oo 8as] XPOTL  markets
reform t1be CAP) Tbe) would lackle
should not be the abuse of techni

regurded by the Gatt as a distoruon
o1 irsde

Today. compromise on both these
beuss ap,ears possibie with the EC
suggezning 4l could drop itg
demanis for “rebslancing™ In
exchange for compensstion pay
ments o farmen which do not dus
tort trade One EC spokesman tn
G-.neva sajd that the remaining dif
ferences between the EC and the US
are “more & matter of pressntation
than substance”

markets of all Gatt signatories to be
openad o forsign banks. sscurives
bousss and Lnaurance compabies.
nstional mohopoliss 1o talecomrou
nications would be dusmantied. lib-
sralisation of shipping and civl avi
ation  wouid begin  Detalled
country-bycountry negolations o0
opening these marksl» are cur
rently stalizd with the EC and oth
ars blarung the US for sseking o
Umit the sope of Lberalisstion But
there 1s a genern) assumption that

cal or Industrial standards which
are frequestly weed ~s 8 hlock W
aports

Perhaps moet important of all 4
succesaful conclusion to the Uru
gusy Round would secure the par
ticipation of much of the developing
world 1n multiawenal trade agroe
menta Since 1546, more than 60
countries from the developing world
and former communist bloc have
sdopted policies of reductions in
tanifis and quotas The praspect of

reduced barriers to their eznonts -
which depend on the compietion of
the Urugusy Round - have been an
lmporent incentive
Ahhough deadlunes Ln Catt nego
Uations have ofian boen mussed. the
current slalemate 1s creating @
growing sense of urgency Beyond
Apnil. there are not enough days tn
tbe US congressivnal calendar to
g¢l an agreement ratified abead of
the US presidential elections 1n
November Officials in Geneva
including those from the US are
already talking of what mighi be
done to minimise “backshiding’
from comproraises already made tn
the areas of services. pstents and
copynight. and tanfl cuts U negotia
Uons have to be posiponed untu
January 1983
In spite of » consensus that fur
ther dalay 18 Lnevitable. no one u
wrilling to contemplate outnght fau
ure As Ambassador Bal Krishan
Zutsh). India’s loog standing ratt
represenialive, commented “Nu
one can aford o abandon what has
been achieved out of tbe round &
far Negotiators will come back
soconer o7 later and aettle 1 -
Even dels)y carnes wilh 1 grave
dangen
& Proticuonust Jobbies in Lhe US 10
partcular bave been held s! bay
largely because of the promuse that
trade grievances would be oceal:
wth wnore speadiy 1n the Gatt by
new trade dupute procedures Uf the
round is put on hold 1t wi; be hard
for President Bush s sdrunustratior.
to resist demands for unilatera!
acuon against “unfaur trade”
® Jure 1 i3 & cnitical date on
which & two year US Farm Bull
espires With it. commitmenu no:
to match EC farm export subsicher
on s utfor-ist basy also expin In
fact. the US adrunutrauon sl ace
a formz!} commitment 0 relsunch a
subsidy war mith the EC on eapors
of (arm prod acts Such action mould
almos! ceruinly tngge: retalistion
¢ The muiti f[ibre atrangement
which conlrcls worid trade U ez
thes shd gafMmedily eapifiy n
Dvember With 1o b rugas houne
1N plect awmhward renegulatior of
rules for trade wn textues and gas
ments wouid be Nerded
® Long suught improvements in
Gatt s rules fur setUing Urade dis
putes would be held up Countnes
frustrated with how Catt currentiy
deals with trade duputes - the US
foremost among Uwr: - ma) iwont
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st 8 better deal Three more days
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aftsr sz yoars of non-stop hagglng
such & splnt of compromise could
be timely
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Backsliding on Free Trade

hy baisa Lisogy
LI T S {THR TO T YT ST TR T LY
FINIEEN S bl 3t e
chengtt e e Wit

"

et Thos s e e pnfcth onat g
L AT PR R T R [ R TN T
LT Y A A N N TR FTR AT 4]

Ny e T oxad an b e shiny et
rted Gy s Mtee trade pattner Lot
ekt WIS D b ctigurtre Depafinent s
et of puvitive dutees op Catadaat
Jusite t Ll e the ©psbany tubing that
Catiagiam assenitin e Hondas @t 1 guanty
for duty tree treatient Gl g0 gpter
Mt ke th wh eeds o lrade wat

A SHiatat aness s bow Lrewpig 1 fhe
Begatialers suie oy ahe 1N Cabad and
Moarc for Nkt Anatiar bree Taode
Agtrein 2N Sty e ddny
ADG Bibt o Ly et pules ol onign
bl tbaiie the Satne issyr (Rt was 1
sahveal in the Hond o disjate - ute e,
(R R U B (NI U1 P T I TR g JW
Batie vl atdostton (min v o the cantite !
to cotperaind will ot 1N tabeae:
g thes g et
Ordy T ottt b Pegi st 1T ade ate’
Mreestien, bl s vaser wouht ach,
R Z TR PFegndia! Lt Garrers
abise et g deves Ts i e very of
it wl what o tree a0k afTeelnetd 1y
SUPfrret bt iyt

Rules o atigi dte o 2ot uf cnitenia by
which bodeietiine whal foull?y & Piver,
Pratut s aeade v it g 3ifLgde questio,
Wt vt el pudatized produetier The tra
Uy standatd tor decading origa:
Bastess the tew ang ditleter?
wnIteiee 16yt nathely Hhiat o
Pradety cwntta ol onigitos the tast cout
Ay where gasethite. OF Processing wrta
Bt sotntabdiaily transfurmed  the in
Pty oF Gengeaents Nt o few progurc!
Abusing Ungun Rules

i e trupen Hownd of Geter,d
Aptevibert uh Tanil's and Trade gl
Tty The LN has afgord fof The sduptios
of urilarin, rules that wouid unieiveat ar
@ tramjatent and predicatie fastuor 1n)s
raditioha' standatd  Arcordibp o 4 17
N propegtinthe Urugoasy Kound arigin,
dreistots shocle give weighl chie! \ 1o
oinner il sienafic okl changes i pt e
Uils  aRC sheuit le dldde Wit o
SR Shor Lo secondaty (filetid Sucl a8
1rddr (3w SIOr Tatigty

16 e corent ol w bitale tal ot g,
ad: aprevient ke Salla the pufpaise
Ol OTIZIE Pules i L ensare M Cotnjut s
e ghar comnitiey dons t agbe unfare ad
vanbage of e bberalizeG irade ensitor
et Meaihoaly oy teated thal wit)
ot propee Nolla vragin tuiey fategn con
puabier wonke sl U] ks Vaiue added
Tstrewdrieet plante and hrashag
Tt st A o Jor B sers ot e s
[ SYITURNT LN TTE shette Uos e
bt Tie pew bbb i b aflinic ot oo
Beeder appen o woni bad fress s 1o
ern by et it N duty tres stlas
I Al getambos s {La® wtndetwet S ey
Clally spteant aqe i 1L He
T

SR Tules wonnd e

Entarturatety Ahe £ 8 has congiled Iy
atraniboted atay bentfad fesulty bt o,
Proccd el T s owtc GATT jamitio,
1t Nt Lalks dnste s ot s paslany
ange tules that e Cie Lt d ihore by sje
Crab b rest it oee i by aey s,
o vonntee zeiad gt anee

Tl Bk Balait exalnple 15 gulone
Oiles for which S oepotian s ate urgIg
o Stilteming of dhe 0 Jocal cantent 4.
farsedin the LN Canada [tew trade agre
Hirnt Thus Bafta woubd Lake @ progecty
IS fur sk e Cgnadial watkers gt
Bt lar detatls catul b o ey et wors
Botahing atos panil o e US govers

In sndustry after sndus-
try—n high-defimtion tele
wision, i rcroelectronscs,
in textiles — the US
pushing for commicrcually
arbntrary and trade-diston-
ing rules of ongin

Mirnt s deibg the DIYOILE uf the Big Thiee
QUlILAAEPS whacl afe eager 1o href Mea
o all i thensselves The Big Thiee are
currently turming out imote than hall « mii
Dot cars o year i0 Mexico, the unty Japs
Bese Cofinakel wilt. an assembiy plant in
Mexio s Nissar

For culor televisions the L'S wants
auly free stalus 1o be linuied 1o televisions
wiL Nufth Ametican piclure tubes This
Mdhes b CONMPTCIal sense TV and pic
fufe tute productior. ate generaily re
£ardrd a5 separele and dishitet tndustries
Maty of the world s T\ nroducen dun t
fiake INCIT 0% B picture tubes % fact, of
the 20 companies producing (obit teiest
$tons 0 Nurlh Amieaica. orly s toate
thetr uwi tubes hete Mureorver  he pic
Ture Tube conshitutey val alout 3 third
o a TV s tulal value, undet the propased
rule @ TV with €7, North Anwrican
value added cou'd still not quality fut duty
ftee (reatinent

The putpirse of this awuur) fule
Nottang olter thau e diver, business (o
U'S pritute tute iakers. st pitabily e
Mil Hy the way since nubrdy tahes pic
tute tubes of deay that 1S nches o Nonn
Alinf1ca the U8 8 projening o difterent
Tl 0 a1l TN St fur even thy
Pretetse ol g comanstent  Tesulls bhind
rub

Atlhel epiegiugs eaple imolies
Wptol capulers I the eftort to buld o
b e i dinpios matustos eyt
Brade gmons o gt Jaepan wall e o
LR AL LT i (T T I D P T TP
Bese ceipater steens e N ot
e g pub o umder winch
omald tadite Bt AUt Tatinent ondy o
e v Hal Nttt Apte i siteype A "

R R T LN IR T AT N BN

ot el sonnethaty of o telteal the (Grrent
Profan 3 pides Ihe dlat sonmenae s {1,
Cotgsmie iy 1 ol whe et b Noety,
Athestat for the Laplogs b quasts Bt
ot LN Haple) Dabere
it el e e st dLg The
BICUJUSt IRBLLET 0’ oty 3y atest 31
Prnily At tbe dubgany cas, the g orts
ment gy sacthiomg ot Ineusiey It g
large aid Cosppwlitor on e fadt ol aletle e
thal i tiny and awefhe e

NUIProus St Cases fouht fae it
Ihndustry attet andustey - gt ot
LU L LY P PR A TR T ST TN U P T O
thies the IS posnthinent o pusir 3 1 ¢
ot foiadiy atbitaty and 1rade o ot
g ruies alotigin Lo~ oy 0t s une
CULtng the Wl fuarjarss of He fres try
AFtrrlrlt de Gt o ablegi et
Atrtuat market iowhe J Irage o
YESUMPNL G s ale Baved of ey
ey B g bt

ety wotse 1S tiegainiters ate an
eitiahiding e sbiiutiatos of e Moag, -
magwindura progran el Ty ate
ASsH 1Ly plants that afr atloveed unte -
Mesican las 1o iy tenifadenly duts
free, provided that the finshed goats o0
then eapuried These Plants the vad 11,
oty of which are U S owned 148t yra?
attounted for about ©.70 of Meaic s fldl
ulatiured gongs rxpurfts 1o the L3
Double Whammy

11 the atnhity o bring i ried cor
ponents duls Irer o8 winutnat=d Pantig
maquiladurds that At !l e 31, 0
Nafta vnn requiteitrnts wili pet 1" 6.
8 doubie wharnniy  Nin vnby wili 11
tinue o pay U'S dute s ut (her ru-' .
but they will now gl btve T fois \1 [T
duties on Ihetr mpitted cotag
thess situationy Nalta wowict Lo o
verse pllect of TaiLE Larifl butr
Mexicanexpucts 1o ihe 1S aboir eaaissingp
levely

And i a crowniny oultags the U8 1o
Irng e made sure thal e dou
whanuiy Stavs 4y bad > pramtle by
actually pressuring Mesicu bo pirdye not
reduce ils external tanill 1ales an i L.
lure Jest Measoo an spite of evervitiong
should becofnie L fuvurdble ¢ spat d0f bt
10 InvesIen?

Friend: ol tree 17ade should Like o b
hatrd kak at these uply detans of e N
talhy Togrtter wilh the curren! sourirg
U'S Canad trade trlalinns amd the enl
less wheehpinning of e 1 rugn o Rewnie
they Call 1t serhmis Questem the $asd o
ul pursuing frew trade it ough iegodiatior s
with odlief conntries Mool all the e}
eclual Drepewer and (el Cegat o vy
prmbed 1 kerp Hiese fowemd Tiles i
would bave Lt tetler Spreit of e gnote d
el apprch rolvinatg the Rioerg o
freopie and ther! Feptessilatives 4
Eresy b uper aibets e poved dos sy
Migltet bl k! Codtitfry thas of

My Landaoy s by ! RETMBTEN
Ma byt e Uatc Fosisatc o Wb o

I

\


http:5.ciai.ii.ic
http:cc'cr'l.ci

EDITORIAL/OPINION
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‘New World Order’ for Trade

By CLAUDE BARFIELD
Without fanfare or 2ven much
discuszion, the "pew world order®
prociaimed by President Bush is
aboul to acquire its first organuza-
tiooal compenent — the Multilateral
Trade Or ton, or MTO. If the
Urngusy of world trade talks
are successfully completed during
tbe pext several months, the pew
NTO will azsume extraordinary au-
thority over the iaternational trad-
ing system
The cudden appearance of a ma-
jor new international trade body
abounds with irootes, both bistorical
and current
Forty-five years ago, post-World
War 1 leaders, with US diplomats
o the vanguard, laid plans for the
creation of a multilateral Interna-
tiona! Trale Organization The goal
was 1o deter the tracde wars that
deepened the 19305 depiession Ulu-
tnately, Congress torpecoed the idea.
ﬁ"ﬂy because of fears relaung to
S sovereignty and partly in reac-
uob to an overall disenchuntment
with wartime ideals and policies
Thus, the Geperal Agreement on
Tariffs and Trade, which has provid-

sle a new ipnteroational! trade
orgamzation

Tue circumstapces behind the
birth of the proposed MTO — its
sudden appearance at the very ead
of a negotiation and the lack of time
for deta:i~d discussion — may great-
ly complicate the Bush adm-nistra-
ton’s drive for acceplance of a total
Uruguay Round trade package. Con-
gress can argue with justification
that it gave no mandate for the cre-
ation of an MTO And congressional
opponents of the substantive por-
tions of a Uruguay Round package,
combined with private sector oppo-
pents, undoubtedly wmill uy to ex-
ploit fears about the implications for
the United States of a wholly pew
trade organization and regime

Upon examination, bowever, the
case for an MTO is qute strong
Indeed. not only 18 it in the US
national interest. but it alco is an
indispensable foundation for the
achievemnent of America’s substan-
Uve goals in the Uruguay Round
Chuef among US. demands from the
pegotiations are inclusiop of new
areas — patents, trademarks nsod
copyTights. and services and invest-

ed the basis for all subsequent mul-
tilateral trade negotiations, grew
from an ad boc interim agreement,
without full internationa) legal stat.
wre, wilthout a real organizational
structure and without effective dis-
R‘l): seltlement mecbanisms
gb amanngly successful consid-
enng its rocky beginning, GATT has
always been a stepchild among in-
ternational economic and pohucal
organizations
That circumstance is about o
change, and the means by which thus
has come about are surprising The
bold proposal for a Multilateral
Trade Organization #as sprung upon
the GATT pations at the last mo-
meot as part of a ake-it-or-leave-it
ckage for the entire Uruguay
d It was pot a part of the
segouating agenda Indeed, 1n the
past several years, lezding trade ex-
perts bave argued that extended pe-
goliations would be required to cre-

ment — in the mululateral trading
systery, dispute settiement sancticas
that have leeth and operats with
dispatch, and ehmination of “free
nider” elements that allow nativas to
opt out of trade oblhgaticns While
Dot perfect, the results of the pegots-
ations go a Joog way toward fulfili-
ing these goals

Because GATT bas traditionally
deall only with issues related to
goods, a new umbrella organuzation
~ the MTO — 15 necessary to incor-
porate inlo the multilateral regime
rules for services and intellectua!
property. As a part of the new MTO,
separate councils are providad for
these (wo areas. thus awarding themn
equal status with manufacluriog
goods

0f even more importance far the
United Siates, bowever, is tbat
cross-retaliation among the tbree
areas is allowed ~ that 13, violations
of services rules can provoke retal-
ation against masufactured prod-
ucts, and vice versa Thus, it will br:
possible (o bit r.ations that break the
rules 1n thei’ most vulberable and
vilal sectors

Further, the entire dispute settie-

“Why couldn’t you have beon & nuciyar ;cbmm‘? Dorsen's
husband has hamnessed the power of the sun.”

# l‘/l/ﬂ'/‘

men! system is much more efficient

tions by dispute pasels
will stand wnless unanimously over-
terned by MTO members. Moreover,
the entire complaint process will
take o more than 15 moaths.

Finally, while pot totally elimi-
pated. the problem of “free ridens®
will be grestly reduced While Jees
developed countries bave some lee-
way, nations that sign up for the
pew MTO must l'\;;u to-abide by all
exsung GATT rules, including earli
er codes that originally were pot
masdatory.

For the United Statea, the izsue
of greatest controversy could well
be the impact of the pew Lrade rules
oo Section 301, the provision in US
trade law that provides for unilater-
al retaliation against alieged unfair
trade practices of other nations

‘The MTO rules do aot disallow
such action, but they do require that
& pation first exhaust all multilater-
al dispute settlement procedures be-
fore scting on its own Thus 15 Lkely
(0 cause a negative reaction I Coo-
gress, but the United States canoot
bave it both ways

For years, US officials bave de-
fended Section 301 by arguing that
GATT sanctiors are weak and
GATT rules do pot cover key sec-
tors. With the new MTO, peitber of
these aryumeats is valid The United
States will have to give way or dem-
onstrate by ils obduracy that the
arguments were advanced merely 1o
mask a determipation to muscle
smaller aations ioto submission,
whatever the justice of its cause.

Hopefully, statesmanship and a
true vision of nalional economic Lo
terest will prevaii. For whatever the
extraordinary circumstances pur-

is birth, the MTO 13 the
indispensahic organizational linch-
pin to the achievement of US trade
goals 1o the Uruguay Round

Clsude Barfield is director of trade
policy studies for the Americap Eo-
terprise Institute in Washington
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The biggest trade oppertunities for

the United States

aren’t with Japan,

but with the newly opening
economies of Latin America

Look Southward, US

By Richard Felnberg
and Peter Eakim

"l YHE market-opening objec-
uves that were sought tn
vain by President Bush o.

hus recent foray to Japan should

be pursued closer to home - 1n

Mexico and the rest of Laun

Amenca - where they are far

more easily attainable. Mex:co 1s

ready to sign a North Amencan

Free Trade Agreement (NAFTA)

with the United States and

Canada. prowiding for reciprocal

reductons in impont and invest-

mant barners. and most Latwn

American countnes sre eagel to

foliow swit
Amencans. even those who

should know better. tend to spurn

Mexico and Latin Amenca a- a

collecuon of poor countnes with-

out much ecohormuc importance
for the US They thunk Japan is

where the commercial ac-  smmawm

tion s ~ where the hugh.
profit markets are o be
found

Amencans need to get the
facts nzht The US actually sells
more 10 Latin Amenca each vear
than it does to Japan - and more
than one-half of those sales are
desuned for Mexico

Living on iess than one-tenth
the income, the average Mexican
spends nearly as much per year
on US products as the average
Japanes+ (sbout $300 versus
$400) Not only 18 Mexico already
& boorung market for US goods
snd senices - promunent) tn.
cluding Detroit’s automobiles -
but the potential for expansion s
also enormous, probably grealer
than that of Japan

In the firsi place, Mexico -
along with most other Laun
Amencan countnes - is just be-
gINMung o recover IS economuc
dynamiem  after 3 prolonged
slump that forced impurts. wages
and publc spending (o contract
sharply

Foliowing s painful economic
restructunng. Mexico has estab-
lished a sound strategy for sus-
tained growih that will requue
stepped-up  purchases  from
abroad - most of whuch will come
from the US. Yor each dolar that

Mexico spends on impons. al-
most 70 cents goes to the U'S, the
comparable figure for Japan 18
less than 25 cents Stumulated by
a free-urade agreement. an open
and growing market n Mexico
would manly berefit U'S export-
er> No* so in Japan where Euro-
pean anu Asian traders would
score the must gamns from re-
duced protection

Just as US sales vo Japan mean
more job: for Amenvan workers.
so do sales tu Mexico Reciprocal
market access with Meaco - pre-
cisely what we demanded of Ja.
pan - 1s wha' NAFTA 1s all about
and 1t wil) create employment at
home

Substanual economic changes
nevitably cause disruptions. how -
ever. and some Amerncan workers
will lose ther jobs The US gov-
ernment shoud stand reads to as-
sist  these worhers  generoushy
through. for example. retraiung.
resetiement allowances and the
Lke Rather thar. opposing free

trade with Mexico. labor uruons 1n
the US should fight for these
kands of benefits

Economuc advantage i« a pow-
erful reason for Washingten 1o
pursue a free-trade pact wlr
Mexico But it 1s not the only rea-
son For the fust ume thus cen-
tury the US and Mexco - facing
each other across a 2.000-mue-
long border - have the opportu-
nity W become genuinely good
neighbors

Never have the prospects been
better for the two countnes to en-
Rage in effeclive cooperalion on
suth shared problems as drugs.
mugration. and the management
of scarce water resources

In addition. Mexico has be.
come wicreasingly attentive to US
concerns about human nghts
democratic pracuce. labor conds-
uons. and emvronmental con-
tanunation

Thus ts the nght time for the
US and Mexicototry to reach mu-
tually acceptable agreements n
these 1ssues, although not neces-
saniy as pari of a frec-trade ac-
cord. Indeed. none of then can be
resolved once and for &l what 1«
crucial 1s to assure that they re-

main promunent on the bilateral
agenda
The conclusiori of a NAFTA
agreement with Mexico  and
Canada would pownt the way o
ward free trade throughout the
Araencas  Whatever the eco-
nomic and poliucal gains of open
~ trade arrangements with Meaicn.
these could be doubled by extend-
ing the arrangements to the enlire
hemusphere
There are good symbobic and
pracucal reasons for Washungton
to sigr. a free-rade pact with
Mexico first But the US should
not be hesitant to start negouat.
ing with other Laun Amencan
countnes - like Chue and Venezu-
€la - that are stnving to meet US
conditions for free trade It would
be understood that any early
agreements would be subject (o
modificaion to tnsdre thewr com-
patibiny with NAFTA
Jdeally. the NAFTA agreement
would be signed by this spring
snd quuckly ratified by Congress -
w1 defiance of the nsing
protecucrtust pressures in
the U'S
That timetable should
then allow iree-trade ~ccords to
be concluded with other Laun
Amencan countries. and endorsed
by Congress in early 1993 - pnor
to the termnanon of the special
“fast track™ procedure for ap-
proving international trade agree-
men:s That, tn turn, could create
the necessary momentum for sus.
taned movement toward™ free
trade throughout the Western
Hemusphere
in the end. however s good
agreement with Mexicuo - one that
can be suppc ted by a healthy
rajonty in the US Congress and
is viewed positively by the Amen-
can and Mexican people - 18 more
unponant than any quich accord
And once a good agreement with
Mexico 1s in place, others wall fol-
fow
Eventually. US trade routes to
Séau Paulo and Sanuag.. to Carg-
cas ang Carntegena. and to Bogow
and Buenos Asres may become
buster than those to Toky o

B Rickard Feinbery is eaecu-
e viee presiden! of the O e
scus  Development  Council
Feter Hukon o staff dovector of
the inter-Americen ‘Diglogu
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Karaosmanoglu: Lifting Trade Barriers Is at Heart
Of Decade’s Development Challenge

Thefollowing are excerpts of a speech
deiivered by World Bank Managing
Director Anila Karaosmanoglu on Febru-
ary 13arameeting in Colombia sponsored
bythe United Notions Conference on Trade
and Development.

During the first half of the 1980s, devel-
oping countries” rates of economic growth
and trade expansion had decelerstec
sharply, with the notable exception of China
and India. Incomes and investment were
falling. Heavily indebted countries were
cutting back imports severely.

There were many reasons for this unsat-
isfuctory performance. The global eco-

nomic environment was yar from favorable
for most developing countries. They faced
high trade barriers for many of their ex-
ponis. Terms of trade were deteriorating,
especially for Latin America and sub-Sa-
haran Africa, and commodity trade was
sluggish. Real interest rates were high,
official development assistance for low-
income countries was stagnant, and access
for middle-income countries 10 capital
markets was shrinking.

The main reason, however, for the unsat-
isfactory performaace of many developing
countries was their domestic economic

See UNCTAD, page ¢
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Trade-Talks' Failure Could Degenerate Into “Greater Discord”

UNCTAD, from page }

policy. Too many developing countries
havs been made vulnerable to external
shocks by poorly designed and executed
policies which thzy have been slow to
reform.

How has the intemational community
responded to this crisis over the past four
years? Perhaps the most ambitious re-
sponse has been in the arca of rade. The
Uruguay Round is trying to grapple with a
wide range of issues, and developing coun-
tries arc participating to a much greater
extent than in the past. We at the World
B>k share the disappointment at the fail-
ure so far to reach agreement. Failure at
this critical juncrure to make significant
progress could postpone by many years
much needed benefits. Itcouldalsodegen-
erate into greater discord and further re-
strictions, which at worst could stifle growth
inindustrialand developing countriesalike.

In the area of debt, therc has been a
tumber of initiatives to deal withthe crisis.
We welcome the resulting real progress in
reducing deot owed to commercial and
official lenders.

In the arca of financial flows, officis]
development assistance from bilateral
sources hias stagnated as a share of gross
national product, while official develop-
ment assistance from multilateral sources
bas increased moderately.

Despite the impressive collective
effort...lo promote development and re-
duce poverty, the challenge of the 1990s
remains formidable.

Yet, if one reflects on the pace and
complexity of the breathtaking and his-
toric political and economic changes we
have witnessed in the four years since the
last U.N. Conference on Tradc and Devel-
opment, one cannot but be struck by the
opportunities facing mankind inthe 1990s:

= The end of the Cold War could release
vast resources in the developed and dev:l-
oping worlds to be switched from wastefu!
military expenditures 1o investment and
development;

« The growing consensus on develop-
ment sifalegics encourages governments
in de\ :loping countries to concentrate on
things they should be doing, suchas invest-

Attla Karsosmanoglu

The challenge of the 1990s
remains formidable.

ing in people and maintaining a "market-
friendly” climate, whiic freeing the private
sector in these economies to realize its full
potential;

« Many countries are returning to the
fold of an increasingly integrated world
economy;

« Welive in an increasingly interdepen-
dent and shrinking world. Since solutions
to development problems are interwoven,
we must advance on a broad front;

« And the sheer magnitude of the chal-
lenges we face demands a common re-
sponse.

We have it in our power to make the
1990s a decade of sustained development.
We can [rise 10 the occasion)] if we all
summon the political will and recognize
our shared responsibility.

Devel -ing countries must recognize
Giat the quality of domestic policies and
institutions chiefly determines their eco-
nomic health. Macroeconomic equilib-
rium must be maintained or re-established.
Microcconomic efficiency is also vital.
Social policics are also an important pre-
requisite for development.

Industrial countrics can help by:

« Re-establisaing the conditions for sus-
tained noninflationary growth in the OECD
economies;

» Ensuring better macrocconomic bal-
ances and highcer savings rates, which help
to reduce long-tcrm real interest ratcs, and
thus lighten the debt service burden and
raisc the import capacity of developing
countries;

« Improving developing country access
to developed country markets,
especially...by successfully concluding the
Uruguay Round in a way which signifi-
cantly lowers trade barmiers globully:

» Assisting developing countnesinman-
aging commodity price risk using privale
markct instruments;

« Increasing official development assis-
1ance for countrics pursuing sound devel-
opmeni strategics;

» Further relicving the debi and deht
service burdens of the severcly indebied
countries.

Intemational institutions will he at the
heen of this shared responsibility. They
must creatc a framework within which
non-inflationary growih, trade and devel-
opment can flourish. They must provide
policy advicc on, and technicul assistance
for, reforms countrics undertuke.  They
must be catalysts for mobilizing funds for
development and debt reduction and in
coordinating donors® and recipicnts’
progress towards shared goals.

The World Bauk stands ready tocontrib-
ute fully to this exciting endcavor. The
Bank's headroom--at some $60 billion--is
sufficient to rcspond quickly to strong
programs and projccts in middic-income
countries while mecting the needs of po-
tental new members from the Common-
wealth of Independent States and the Bal-
tic states. Concessional resources, how-
ever,remainscarce. Discussionsonatenth
replenishment of the [lending basc of the
Bank’s concessionary lending affihate,]
the Intemational Development Associa-
tion are underway. I cannot overcmpha-
size the importance of an adequate replen-
ishment if we arc to respond satisfactonily
to the growing nceds of our poorest mem-
bers while also mecting the requirements
of maay new claimants in all regions. O

[
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A Retreat on Trade?
it could mean hunger for hundreds of millions of pegple.

After bve years, the workd trade talks are teetening
on the bk of Ladure. Massive agnoultural subsides
provded by developed countnes tre the deasve
meve. The United States nghtly wants to remove or
8t least jower them. Europe and Japan do not.

Y the talks break down over this gmpasse and the
sccumulated snitations of the years of negotiauor,
one kiedy consequence for the developung world w!
be harsh: more hunger for tens, and eventually,
bundreds of malbons of peopiz.

Those of us hucky enough to bve 1n ane of the
world's few nch countnes have seen decades of
explosive growth i agnaitural productmty, yeld-
ing unprecedented vanety and abundance from lecs
land, somezmes even with less environmental dam-
age. We are awash i surpluses we pay to store. It is
hard from ths vantage pont (o appreqale bow
precanous the globa! food outhook 1s.

Whie the proporuan of malnounshed people tn
the worid @ declining, therr pumbers are growng.
There are more hungry people now than there ever
have been. An apraliing 40,000 of them dwe from
hunger and bungei -related causes daily.

There 18, moreover, accumulaung evidence that
the agnoultral resource base w alressed 33 never
before. Few opportuwutes remam to brwg new land
o production of to add to the area under Imgaton.
Worse, land now used for 2gnrulture 13 bewng lost
from overuse and environmental msmanegemeat

Prelamunary results of the first global assesament
of s conditsons were released 8 few months ago.
They mahe gnm reading. Since World War 11 11

percent of the earth’) vegetated surface—an area,

sbout the mze of India and Cluna—has been degrad-
ed About onetenth of ths area s permanently
destroyed. On about one-quarter, the sx!'s beological
functions are “largeiy destycyed” but could be expen-
srvely recismed. On the rest, agncuktural productiv-
ity is merely “greatly reduced.”

The ctudy confirms what earter anecdotal ev
dence had mggested. The great ncreases n agneul-
tural producuon of the ‘508, '60s and '70s were
acharved through expanding cropland and umigated
acreage, better crop strans and heavier use of
puracdes and feruliser. These addruone masked an

undertyng loss of productivity from eroson, water-
bogging. sabninauon and loss of green cover and of
sai} nutnents, without which production would have
been much greater. The world has, in effect, been
runrung up the down escalator.

For 35 years, world grain product on grew by 3
percent  annually, handily outpaang  population
growth. But smoe 1984, gran producton has grown
by only cae percent per year, far slower than the
number of mouths. Total food production has (allen
betund population growth n 70 natons, including
most of Alnca, the Phiippines, Bangladesh and
Menco. Laun Amenca has made a tremendous
effort st Lo slay even.

The trend asnce 138¢ reed not be permanent.
Detenoraing sa conditions have been reversed
bifore. “Our lands were ongually very good, but use
and abuse have mude them qute otherwise.” com-
pluned George Washington i 1768. They were to
become worse stdl, and th=n to improve mughtly in
the years after the Dust Bowl. One needn’t be a blue
sky opumust to be confident that the stream of
sowerful new technolopes—especully from bo-
technology —wll continue to flow

1t would be almost crimunally foolish, however, to
gnore the seventy of the environmental constraints
or be confident that they can be overcome. Popula-
tion will grow by 40 percent in 20 yeary, adding

another India each decade. Per capra availabaity of
cropland and imgated land will drop. Pressure on
the land wall continue. Mout of the proven sources of
ncreased productvity—research, construction of
rural rosds and food storage baktes and land
reclamation—coat money that meay developung
countnes sunply do not have.

With so Lttle elasticity in the system, the bst
thung the world can afford s econofruc polices that
depress production of exacerbate environmental
harm The subsibes over which the General Agree
ment on Tanifs and Trade talis are hamstrung are
paune obienders.

They encourage farmers in the developed coun-
tnes (v overproduce at uNIeCEssary environmenta’
cost. Goveraments then dump the surpluses on the
ntemationa! marke!, forcing down prices. This n
turn reduces production by farmers in developing
countnes whose crops are taxed, not subsdized, by
ther governments. To partally make up for low
prnces, these governments heavily aubsxize umga-
tion, pesticides and fertduzer, causing thew overuse
and consequent water podution, health problems and
land degrada: n

lf the presdent’s cisastrous Asar tnp had not
been about polixs, politics, politics, Japan's ciosed
agncultural market and mmense farm subsdies
vould have belonged at the top of the agenda The
attempt (o pegoliate precise targets for Japanese
wmports of US. products compounded the damayge of
thus mussed oppartunty by throwing Mr. Bush's loog
commutment to {ree trade nlo quesion

The United States 13 still pushung in the GATT
talks for an agreement that would wean the workd
from subsibes that create more food where it 't
needed and less where 1t 1s desperately nevded. The
question now 15 whether “whatever it takes to get
reelected” includes 3 retreat on trade. The president
should stck with ks nstincts on thus one, and those
whe care about poverty, hunger and the global
envirenment shoud stick with hun

The wniter, wce presdent of World Resources
Institute, wies this column independently for
The Past.
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EDITORIAL/OPINION

Making Trade Reforms Stick

By VINOD THOMAS & JOMN NASH

Barriers (o trade with the developing world
are far fewer today than at any time io recent
history

This ecoclusion may be surpnsing amud all
the Wit of tncreasing protectioniam, regionaliam
and trade wars But consider the following Over
the past decade pumerous Thurd World countries,
such as Chile, Ghana, Korea, Mexico, Morocco,
and Thailand, have beeo steadily opening their
trade regimes

Others. such as Argentina, China, India, Paks-
stan, Peru. and Vietnam are embarking on the
same path Eastern European countries bhave in
recent years beec dnmaucnll{ opening up their
economies, aod the republics ¢f the former Soviel
Unuon are powsed to follow the same course If
sustauwred and deepened. theae changes will mean
tremendous opportumities for expinding world
trade, growth and welfare

Tbe developing world contains some of the
(astest growing economies in the world While
the industrial countrics doubled average incomes
in the past three decades, many of the developing
economues of East Ama quintupled their stand-
ards of bving

Haviag noted tbese favorable developments
for global trade, it must be emphasized that
trade Liberalization bas been far from uniform
Nor 15 1ts future certain

Chile and Mexico, for example, have carried
out the most far-reactung Liberalization 1n recent
lstory Oo the oiher hand China and India,
which together are bome to two-liths of the
world's people, sull have periaps the most pro-
tectionust trade regimes in the world

In thrse and otber cases, encouraging and
suslaicing progress 13 predicated on three fac-
tors

Furst, macroeconomic instability is a8 major
threat o mawintaining and furthering trade re-
form. Countries facing large fiscal deficits find 1t
difficult to reduce tan!fs ypon which governmeat
revenues depend

High 1aflation ohecures relaive price changes
from Urade relorms, thereby imiting the efiect of
the pnce changes on improving efficiency snd
e needed effors o bring down high inflation
often cause the excbange rate to appreciale in
real terma. whereas success{yl trade hberaliza-
Ucw csually requires its depreciation

All tis does nol mean that trade reforms
cannot be des:igned to alleviate fiscel deficits and
inflation. Many trade reforms zre revenue-gener-
ating — such a3 Lthose that get .id of prohibitions,
rely to tanfis inslead rf ruanutatve resirictions,

eliminate exempticns and raise tarif( rates oo
some umported tnputs.

For countries that carried out these kinds of
reforms, import tas revenue actually rose foliow-
ing trade liberalization. Import Liberalization can
also dampen inflation and inflatiooary expects-
licas by lowering unport prices

Secocd, domestic regulations that strangle a
country’s eptrepreneurs also limit the efieclive-
peas of trade reforms The failure to address
complementary policies 18 ooe of the greatest
threats (o sustaining trade liberalization

A prime example of such complementary ac-
tion 13 reducing direct regulation of market eotry
and exit Another exampie is getng nd of the
central atlocauon 15 socialust econo-
mes

Such measures also include reforms of most
labor market regulations that make it costly or
impaessible to lay off employees Such regulations
not only force some furms into bankrupicy, but
also make expanding firms reluctant o hure per-
manent workers

Transport regulations, public sector invest-
menl policy, and stale owned enterprise pricing

, Rethco MATT
‘Let's use the toaster for
now and we'll try nuclear

Jusion again tomorrow'

policies are among the myriad other areas where
complemenlary reforms help

'l{l.ri prowing protection in ladustrial cous-
tries is a stumbling block o furtber reform in
developing countries. Europe, Japan and the
United States expand2d the coverage of moo-lar-
iff tarriers whils admonishing coun-

Wbyml%hﬂmlmudllﬁ.
and thase oow alfect around a fifth of ali their

e
Industrial-country ooo-tariff barriers in-
clude the Common Agricultural Policy mecia-

asms in Ewrope and semerous direct import
restrictions on cultural products in Japan
and tbe United tes. “veluntary® export re-

straints (undertakea voluntarily by exporicrs
with about the same degree of eothusiasm shown
:ly a robbery vicum relinquakung bis wallet) the

ulu-Fibre Arrangement (a species of voluntary
€xport resiraiot that operstes as a glcbal centra)
phmmgmmmlwuxukudnmenlpm-
duction) and, recently, *anti-dumping” actions

Togetber, these pon-tariff barriers cost devel-
oping countries (and consumers In industrial
countries) bithons of dollars anoually.
L) coaservalive estimates, they reduce the Jevels
:t ge,:clopm( country exports by 10% and GNP

y

Developing countries have been arguing. with
sorne jusllfication, that unless industrial-country
barriers (o trade are rolled back, further reforms
o0 their part will go to waste

Worldwide exporters are finding increasing
access 10 rapidly expanding markets in the de-
veloping world For this prospect L be fully
realized, developing countnies’ reforms peed 1o
be deepened mmmmbubed.c:lndumll countries
can en~ourage y Quickly bringing down
tkeir own trade barriers

Tae GATT megotiations . . . which are off the
back burner and cooking once again . . provide
a vehicle for global liberalization ln bilateral
megotiations and multilatera) fora such as the
General fgreement oo Tariffs and Trade. the
World Back and the Interaationa) Monoetary
Fund. these countries have prescbed the hesefits
of liberalized trade policy 1o the developing coun-
tries Now it s ume for them 0 take (hepe
bessons to beart

Vinod Thomas is chief ecooomuist of the East
Asia/Pacific region of the World Bank. John
Nash 15 co-director of the Usited Nations De
velopmen! Program/Worid Bank Trade Expao-
sion Program
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IMF Study Examines Impact of Resurgence
In Regional Trade Arrangements

hile reponal trading arrange-

ments are hardly a new phe-
® ¥ nomenon. they are a newly
resurgent one. and the current focus
on regonalism “mav be quahtauvely
different from past efforts and may
carry greater nske of beconung a sub-
stitute for. rather than a complement
to. mululaterabsm.”  caunons a re-
centh pubbihed IMT auds
the differences, notes Ro-

Amonyg

about 65 percent of world imports and
nearly 50 percent of developing coun-
trv exports. ANZCERTA. the Austraha
New Zealand Closer Economic Rela-
nons Trade Agreement, 15 currently
the only Paaific Rim amrangement
Japan does not participate m a regional

amangement—the  onlv ndustnial

countny not to do so The Ascocnation
of  Souh Eas Asian Nanons

tion, howevsr, that not all secton

have become more open to ronmvm-
1

bers, many sector-specific bilateral ro-

straints ainvolving agniculture. textive
apparel. automobiles. and other e
tors remain at the nauonal level. often
taking the ferm of “volunun™ re-
straint arrangcmt‘nh

Remonal amangement i adesinal

countrics sty contnne S e

ervase e antraro ol

trady accorde pote kil

grenal Teade  Amangements,
No 93 n the IMF ¢ Oc-
casional Paper senes. are
the United States” anterest
i regonalsm  and  re-
ponal arrangements  tha:
include induunal and de-

Regionalism may carry greater risks
of becoming a substitute for, rather
than a complement to, multilateralism.

study. but recent evidene
1 lew concluave i the
EC and EFTA. for exgii-
ple.antraregony! trade -
creased markeds an ther

first ten 10 fiterr veols

veloping countnes
The study exanunes the instruments
of integration ard the cficctvenes of
exiung amangements in both indus-
mal and developing countnes and as-
sesses the impact that growing regqorn-
alism in trade arrangements couid have
on the mululateral trade syatem. par-
ucularly the ongong negouauons of
the Uruguay Round It was wnuen
by Aupuuo de ls Torre and Marnpares
R Kellh of the Trade and Pavment
Division of the INY S Eachange and
Trade Relations Department. with the
assistance of Bermhard Fnuz-Krochow
and Muiranda Xat.

Industrial Countries
In global terms. 1t would be difficuls
to overesumate the potenual sigrifi-
cance of industnal countn arrange -
ments. The major reyiond) groups 1
Europe (the European Communin
(EC) and the European Free Trade
Avociauor  (EFTA and  North
Amenca (Canada. Mexico, and the
United State

together account for

(ASEAN . while 1t does not funcuon
av a regponal trade arrangement. hae
become an “effecnive nterlocutor for
COOperalion In €conomic matters and
forergn affarrs wath OECD [Organiza-
non for Econonu: Cooperation and
Development] countres ™

The studs assesces the effecuveness
of regonal arrangements by mieawur-
g the degree 1o which thev have
kep: to thewr tmplementation umeta-
bles and the extent to which they
trade
generallv not

have ncreased antrarepional
Implementation has
beenn 2 probiem within ndusry!
countn ammangements The EC. for
example. hao conustenthy  imple-
mioted agreements on. or even ahead
of. schedule There 1 general agree-
ment that regional  amangement.
amony andustrial countnies have nat
so far hindered mululateral hiberahiza-
ton. because these countries have re-
duced barmers againg nonmembers
brfore, or 1n comunction with, re-

gonal Iiberalization The authore Cau-

but has eveled o or di-

creased n recent vean
The study aites several reasons wha
industnal countny ammangements tend
to Increase intraregona: trade and face
fewer implementaton problems than
their developing countn counterpans
First. trade hberalizanion i pnncipalh
camed out 1n ditferennated manufac-
tures This can be achieved “withouw
major shifts 1n factor proportions and
entaild relatvely lower tranatons! 43-
Justment costs. parncularhy s terme of
labor dislocation ™ Second. industra
countnes are in a better poution o

absorb

within the context of <teady growth

structural  adiustmien: coste

Third. the andustnia! countmes have

postponed  structural  adwustmens

senstive sector

Given the growing mmportance of

regonal trade arrangements. the studs
examines  whether the
accorded

preferential
treatment to participatny
members wall intenun discrimination

agains nonpamc:pa:m; members

It concludes  that  threc  facton
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will  wflurnce  the  extent  of
furure discnminaton:

* The course of the negotiations of the
General Agreement on Tanffv and
Trade (GATT). With induanal coun-
v discnmination concentrated  1n
such areav av agmiculiure and texules,
which are subject to mululateral nego-
uations. 2 successul concluvon to the
Uruguay Round could, the authors
suggest. help ensure that regonal ar-
rangements “serve as building—rather
than stumblimge—Dblock« to global trade
bberalizavon. ™

* The opennesw of the external trade
regEme . Given an open tade rognne,
nonmember countries could benefit
from ancreased demand for impon..
lower-cost exporic trom the remonal
groupe. and expanded acces through a
remonal market that wae larcely un-
hamipered by admumeranne, techmical

and reguaton barnees

IMFSURVEY

* The continued globahzation of in-
vestmert and producuon. “Foreign
firms that have internationahzed their
operauons and are already located
within the geographic boundanes of
the remonal group,” the paper sup-
gests, “may gain from discnmination.”

The paper warns that if either the
EC or North Amenca were to adopt a
“fortress” trade pohcy stance. 1t could
have “large negauve effects on world
GDP. on most countries, and on all
repons, including the regon that in-
creases protecuon.”

Developing Countries
For many developing countries n
Laun Amenca and sub-Saharan Afnca.
regonal trade arrangements have been
a kev element in their policy agerdas
over the padut three decades The vudy
exammes the ampact of the Laun

Amcencan Free Trade  Ascoaation

B rraregiona’ trade

Trade Developments in Industrial
Country Arrangements

(percent of regional GOP

™) Externat trade

Ml 7o:a: rrace

' Tne hgures for 1960 a%e 101 the onp
wrr. a GDF ¢* §6 1n.2”

50
2 U.S.-Canada Europesn Community’
20 . =0
15 30
10 ___‘ 1 1 20
5 s 10
] o
LT YT 1990 1960 1990
= 40
5 —EFTA ANZCERTA
50 ]
40 k!
30 ¢ ._
20 —— X —
-
kR
, _
1960 1890

3! sin mempe*s wii~ 8 GDP of $18C bihon Figures for 1990 are for the EC 12

Data Workc Bans Worig Development Repor, 1991 and IMF, Direction of Traoe Siansncs

(LAFTA;. the Central  Amencan
Commot, Market (CACM.. the An-
dean Pact, and the Canbbean Com-
mon Market (Camcon; ain Lavn
Amenca: the Econonmie Communin
of West Afncan States (Ecoway;, the
Preferenual Trade Area (PTA . the
Economic Central
(CEEAC,. and the
Southern Atncan Development Coor-
Conference (SADCC
sub-Saharan Afnca. and the Gulf Co-
operation Counall (GCC)in the Mid-
dle Eawt

that pohucal interew i thew arange-

Communin  of
Afncan  States

dination

The «udy notes however,

ments hasy not alwave been translated
nto eflectin e amplemenanon of eco-
nonuc gnah. and the overall impact of
these armangements has been hmited
The same two cnteria—whether
these armangerients raed intrarenona!
trade and whether thew proaps wer,
teoth,

abli o keep P mentation

umetatios thee had 1o there.
wives=—ar e e pauge the et .
thenes of roeiona' trad e s ment
1. \1.\\:-|;'.1.>‘ [ L ITSOS AU
the wds nnde oo, araeonanes
Aoy \ik'\l'l"“lllF conttacs have noe
prodescd Jaree or suais dancreases
“Thoy have

noates,

m oantaregonal rad.
been more succestul it
Oth'f aretds (\r CLONVING, (uupcunnn.
includmyg agmicultoral rescarch and do-
velopment, and coordimation ot an-
Vestnent ameenuves

Reponal imepration schemes faled
to sncrease intraregonal trade m pant
because the structural charactenstics of
developing countnes himted the «ope
for potential gains and 10 part because
so httle of the ntended ntegranon
wae actually implemented. the studh
finds delave
often grounded in 2 basic ncompan-
bihny berween the inward-looking de-

Implementauon were

velopment stratepes being pursued 1
national econonne pohvies and the re-
quirements of repnonal hiberahzanon

Strong vested anterests an amport-

April 13, 1992
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compenng industnes and a weakened
external environment also thwarted ef-
forts to bberalize intraregicnal crade.
At the operauonal level. the studv in-
dicates, “timetables lacked automatic-
iy, included ‘positve” hists rather than
across-the-board lhiberalizauon of tanfl
and nontanff bammens, and entailed re-
stnctive tules of onmn This made 1t
casier for members to backtrack in the

face of balance of payments difficulues
or not to implement reforms owing 1o
the lack of supporung policies.”

Few developing couniry regional
groups removed bamers across the
board. Mechanisms set up to allocate
new 1ndustries among member coun-
mes on a nonmarket and negotiated
basis were frequendy cnppled by mas-
sive admunistrative problems and the

Il intraregional trade

Trade Developments In Developing Country
Regional Arrangements
(percent of regional GDP}

[ Externat trace

Total trade

10U

ASEAN

50
CACM

40
30
20
10

1870 1990

LAFTA'LAIA

120

Deta World Barw, Works Devesopmen! Report 1981 and IMF Direchon of Trade Stansics

100

1]

960 1990 0

sharp conflicts of interest that became
the basis for decisions 1n the absence
of market cntena and clear compara-
tive advantage.

Inappropnate macroeconomic poli-
cies also contnbuted to the poor im-
plementation record. “Against a bach-
ground of external and internal
imbalances—often reflecuny expani-
sionary fiscal ar.d monetary policies—
authonues
allow a substanual devaluanon of

country unwilhng  tw

their overvalued cumencies  ako
tended to reust meaningful reduc-
uon< mn trade barmers.” the author
note. They aite the expencnce of the
Central Amencan Commor Market
in the early 1980¢ a¢ an instance an
which a successfully implemenicd re-
gonal arrangement with a relauvels
hugh level of intraregonal rade wa.
not supported by nanora!l policies
and was ulumately undemuned
Pohical and nstitutions! factor.
also impeded implementation Mans
developing countny arrangement-. al-
though modeled after the EC. “were
unable to endow therr ntegration
agreements with the mstitctiona! ef-
fecuveness needed to achieve their
Thew
difficulties were further exacerbated.

often ambitious objecuve.

in some anstances, by conflicung po-
bucal philosophies among memben.
pohucal nstabidity within membe:
countnes, and border conflicte

The study notes that imporan:
distnbutonal quesnon: often wen:
unaddressed  These

flected not only potenually uneven

quesuons re-

distnbution of the short-term costs of
economic dislocation and lou rev-
enue but also chncem that the di-
namucs of integranon mught. over
ume, favor the more developed of
the member countne.

Even if implementation of repona!
arrangements had been successtul, the
conclude.

authon structural  con-

strants would have himuted the po-

120
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tential gains. Their similar factor en-
dowments, small markets, and low per
capita incomes ailowed them Lutle
scope for trade based on economues of
scale and product differentiation. Like-
wise, the capacity to reallocate and ra-
tionahze producuve resources was se-
nously constrained. gven under-
developed capital markets, barners 1o
entry, different tax and regulatory en-
vironments, and restrictions on in-
traregional factor mobiliry.

A survey of the lrerature supgest
that developing countnes would be
better off “exploiting gains from trade
based on differences 1n resource en-
dowment and productive ftructure—
seizing comparative  advantages dy-
namucaliv at every pomnt in nme as
they build their human. capial. and
technologacal stocks.” the study main-
tains Thic stratepn 18 best pursued in
the context of umilateral and mululat-
eral hiberalizaton In this connecuon,
the abandonment of impont-substitu-
uon policies 1n developing countnes
in favor of outward-onented policics
1s a posinve development,

Implications for
Muliilateral System
The growing interest among industnal
and developing countnes in regonal
trade arrangements has comnaided with
a penod of mounung frustration over
the pace and productivin of muhlat-
eral negotiations The studv notes that
“the GATT's anabihnv to curb nung
protectionist pressures since the end of
the Tokvo Round has created frustra-
uon with the slowness of the GATT
process and raised concemns about it
effecuvencss and s abihny 10 adapt to
the emerging trade 1ssues of the
19905 ™ Also cited 1s the growing con-
cern over Jax mplementanon of
GATT Arucle XXIV: nondiscnmina-
non. once the comerstone of GATT,
has been undermuned. the study finds.

by exceptions and ambiguities.

In thy setung the au-
thors find, regionabism
has been advocated as an
alternative to mululater-
abism, and the regmonal
pursued by
major industnal countnes

1ubatives

“have created the per-
ception that preferenual
trading arrangements are
here to stay ™ The
United States appears to
have shifted from a sin-
gular emphasis on
nondiscnrmination to
muluple  approach en-
compassing umlateralism,
reponalism. and mulu-
lateralism. Indecd, all the
major countnes, the au-
thors suggest, “mav be
giving greater pnonty to
regonalism 1n their trade policy agen-
da« at the expense of mululaterahism

The authon acknowledge, how-
ever. that regonal arrangements are
Likelv to remarn z feature of the inter-
nauonal trading system and emphauze
the importance of maintaining an out-
ward onentation (to mumimuze trade
diversion and ensure that developing
countnes are part of the globahization
of invesument and productiont and of
providing  across-the-board
g.onal bberahizanon with automauc

intrare-

umictables.

The nsks of remonalism are several.
the study wamns, including “the posu-
ble diversion of scarce skills from mul-
ulateral to regonal negouanons. the
increased potenual for fnction among
regional groups. and posable adverse
effects on countnes excluded from
such arrangement. ™ Despue effors to
biberalize areas not currently covered
by the GATT. there 15 littic evidence
thut remonal arrangements wil} be able
to tackle the areas most 1n need of
substanuve reform—such as agncul-
textiles,  and  apparel  The

ture.

Regional arrangements are likely to remain a feature of
the International trading system.

Uruguav Round may offer the bes:.
and perhaps the only. means to reach
an agreement 1n these areas. the study

concludes =

Copies of Occasiond’ Paper No. 43 R,
grena! Trade Amangement,, are avadabe ar 2
cost of LISSI5 e (USSI2 0 for ful-ume
unvernin faculn and studenss trom Put..-
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No Future in a Fortress Asia

By YOBHIHIDE I1SHIYAMA

Tokyo must break its eerie 5-
lence on emerging plans for an East
Asis Common Market It should say
“yes® to a loose, open framework for
regional cooperation and "no” to a
protectionist “Fortress East Asia

The idea of a regional economic
group has gained momentum since
Malaysian Prime Minister Mahathir
bin Moharnad proposed it in late
1990 In January. the Association of
Southeast Asian Nations is expected
to begin work on the consortium.
tentatively named the East Asur
Economic Czucus

Japan cannot afford to remarn
non-commuttal on tus important is-
sue Continued fence-straddling will
cast further doubt on Tokyo's ab.lity
t0 assume a responsible role in the
emerging world order. and will give
our Asian peighbors cause (o ques-
Uon our mncerity

Accelerated trade and invest-
ment bas strengthened interdepen-
dence among the countries of East
and Southeast Asia Today. a group-
Ing to promote regional cooperation
makes good business sense But vast
cultural and economic differences
remain. and any thought of elinunat.
ing anffs and 1mport quotas and
turning the area 1nlo a free-trade
zone would be premature

The EAEC concept seems 10 have
been inspired a5 much by external
concerns as by inlernal imperatives
Western Europe 13 preparing for
market 1olegration 1n 1992, and Mex-
iCO 15 pegoliating a free-trade pact
with the United States Mahathir
and others are concerned that these
dgreements may lead to blocs that
would stifle growth in Asia's export-
led economies

That the EAEC was conceived in
reaction to European and North
Amencan developments is evident
irom the tentative guest list Japan
13 prominent among the Invitees,
while the United States and Canada
are conspicuously absent, whether
Australia and New Zealand will be
included remains unclear

The Bush administration recoils
at the notion of an exclusive Asian
trading club. fearing that it would
undermine US 1nfluence and give
Japan undisputed dominance of the
region Washington s throwing ita
weight behind the fledgling Asia-Pa-
ciic Economic Cooperation forum,
which thus far includes Australia,
Canada, New Zealand and the Unit.

od States, as well as Japan and 10
other East Asian countries

Japan's nexghbors are also am-
bivalent about strengthening Tokyo's
band in the area Thbe 1dea of & new
Greater East Asia Coprosperity
Sphere doesn't sit well with former
victims of Japancse aggression

Tokyo cannot afford to 1gnore ap-
prehensions on either side of the Pa-
cufic. At this point the only practical
Oplion is Lo steer & middle course

By this | mean commutung our-
selves 10 an East Asan economic
consortium that 1s open to countnies
in other parts of the world The wm
should be to strengthen wntraregion-
al ties and reduce dependence oo

“They have yeu - but of cowse it's hew yen."”

foreign markets without shutting out
Western business and investment

It sounds tricky — and it will be
But bere at last 15 an appropr.ate
Evvin; ground for Japaoese globa!

dership

The way to begin 13 by redirect.
ing the group's basic orientation
Rather than an economic bloc de-
signed (o compete with Europe and
North America. 1t should be envi-
sioned as a forum for promoting
grealer regional cooperation

Some Lkely ilems on the agenda
would be expanding air routes and
communication links, developing
free ports and special economic
T00es, signing bilateral iovestment
agreements, creating productivity
research centers and establshing an
organ for settling regiona! disputes
Both US and Soviet parucipauon
should be encouraged

Apother aum should be to pro-
mote cultural relations ang ex.
changes of students, researchers and
trainees Progress in these fields
lags far behind moves toward eco-
notnic interdependence

There 13 po reason why groups of
two or thres countries shouldn't
form “muniblucs™ as an outgrowth of
such interaction. But clearly the
ume i3 oow ripe for an East Asian
Common Market

Here is a unique opportunity for
Japan to Belp bulld a new worlg
order. Let's not allow rig:dity or yn.
seemly ambition (0 get in the way

Yoshihide Ishiyama ts director of
economic research for IBM Japan
Thus article, transiated by the Asia
Foundation, .. reprinted from the
Japanese pewspaper Yomiur
Shimbun.




Environment

The Environment and
Free Trade With Mexico

President Bush, Fact Sheets

President Bush
February 25, 1992

Remarks at US-Mexico Environmental
Border Plan Meeting. Los Angeles,
February 25, 1992 (introductory
remarks deleted).

We're here today because today marks
another step to a better future for all of
the people of the United States and
Mexico. Ambassador Carla Hilis' [US
Trade Representative] new report—
and ] have it here; it will be available—
shows that higher standards of living
for both our nations will help people
keep the air and water cleaner on both
sides of the border. The engine for
higher living standards is the North
American Free Trade Agreement.
That agreement will link the United
States, Canada, and Mexico in one of
the world’s largest open markets, with
360 million people and more than

$6 trillion in output.

EPA [Environmenta! Protection
Agency] Administrator Bill Reilly and
his counterpart from Mexico today
have issued a comprehensive new
plan—and I have it here—for cleaning
up pollution along the US-Mexico
border. They've worked hard on this,
and—thanks to our trade representa-
tives, to our environmental officials.
and to their partners in private indus-
try, many of whom are here today—we
now have a better understanding of the
environmental problems along our
border. We have a joint plan of action
to coirect these problems, and we've
made the financial commitment to get
this job done.

I've said many times vefore:
Environmental destruction knows no
borders. That is why, today, we're
reachiag hands across the border to
improve our environment on both sides
and improve our economies as well.

My fiscal 1993 budget—F Y 1993—
requests almost a quarter of a billion

dollars for the border environment.
This includes $125 million for wastewa-
ter treatment projects in three major
vorder communities—including San
Diego-Tijuana and the Imperial
Valley-Mexicali—and we're seeking
$75 million for improved drinking
water and sewage improvements in
low-income housing areas on the US
side of the border.

We're also expanding our successful
air quality monitoring programs to the
San Diego-Tijuana and Imperial
Valley-Mexicali areas. We're deepen-
ing the involvement of California
universities in our overall research and
training efforts. Our new plan will
include San Diego State University and
the think tank for studyirg environ-
mental problems along the border, ai.1
it will he!p UCLA [University of
California, Los Angeles] and the state
of California improve training for Baja,
California's health and environment
inspectors.

My good friend—and 1 use that
term advisedly—President Carlos
Salinas is announcing the Mexican
participation in this joint effort today.
When ] meet him ‘omorrow in San
Antonio, I'll tell him that the free trade
agreement can be a bright green light
for both our countries. We need that
agreement sooner, not later. We need
the new jobs that open trade will
create. We need the environmental
benefits of higher living standards for
both our nations.

Mexico has reduced its tariffs
dramatically over the past 4 years,
allowing us to more than double our
exports to a level of $33 billion. But
even after s0o much progress, their
trade barriers are still 150% higher
than ours. There's much more we can,
and must, do.

Remember: The reward for each
billion dollars of manufactured ex-
ports—each billion—averages nearly

20.000 new jobs in the United States of
America. For every billion dollars in
agricultural exports, the figure is
27,000 new jobs. More open Mexican
markets will mean tremendous oppor-
tunities for Californians. Mexico needs
machinery and equipment of all kinds.
Mexico is a net importer of food;
California industry and Califernia
agriculture are better positioned thar.
anyone to fiil those needs. 1am
delighted that our outstanding Gover-
nor [of California, Pete Wilson] is
pushing so hard for this fair trade
agreement. Already, California is
reaping rewards fror., Mexico's partial
trade liberalization. From 1987 to 193¢,
California's exports to Mexico in-
creased by 107%. That's 397 higher
than California’s increased exportis to
the rest of the world.

Four weeks agc, in. my State of the
Union message, ] spoke of urger
actions that we must take to get our
economy moving. | spoke, too, of the
long-range vision that we need tc stay
strong far into the future.

Our best interests for both the near
and long term require vigerous trade
relations with the rest of the werld.
'We must not hide behind protectionis:
walls. We must le! open commerce
flourish—in commodities, in manufac-
tured goods, in services, and in ideas.

Let me be very clear, as 1 will
assure President Salinas tomorrow. ]
want to wrap up a sound new North
Ameriran Free Trade Agreement. ]
believe economic growth and a clean
environment go hand in hand. I want
to move forward with new opportuni-
ties and a better quality of life for
everyone from the Yukon to the
Yucatan. We're here to celebrate these
two iinportant areas of agreement.

1 might just say, in conclusion, one
of the joys ] have is working witn the
President of Mexico. It givesme &
great sense of personal pride. 1'm sure
1 speak for Ambassador Hills an? for
Administrator Reilly [in saying] that
relations with the United States and
Mexico have never, ever been better.
We're going to make them even
stronger, and the way to do that is to
get a successful conclusion of this very,
very important free trade agreement.

Thank you all for what you're doing.
Thanks for your interest in the
border. &
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Fact Sheet: Review of US-Mexico
Environmental Issues
February 25, 1992

Fact sheet released by the White
House, Office of the Press Secretary,
Washington, DC, February 25, 1992.

In aletter to the congressional leader-
ship dated May 1, 1991, the President
called for extending the fast track
procedures to permit negotiation of a
North American Free Trade Agree-
ment (NAFTA) with Mexico and
Canada. Responding to concerns about
the environmental effects of free trade,
the President indicated that the
Administration would conduct a
thorough and detailed review of US-
Mexico environmental issues.

This review was coordinated by the
Office of the US Trade Representative
with the assistance of other federal
agencies, including the Environmental
Protection Agency (EPA), the Council
on Environmental Quality, and the
Departments of State, Agriculture, and
the Interior. As part of the review,
hearings were held in six cities, and
public comments were sought.

Key Concluslons

In Los Angeles today, afier briefing
President Bush on their findings, US
Trade Representative Carla A. Hills
and EPA Administrator William Reilly
announced the results of the Admin-
istration’s review. The review
produced the following conclusions:

* The United States and Mexico
have a strong record of biiateral
cooperation on the environment.

* Completing and implementing
NAFTA will enhance cros: -border
environmental cooperation and provide
Mexico with resources and revenues to
fund environmental protection and
infrastructure development initiatives.

* Itisreasonable to expect that a
NAFTA would encourage industry to
shif. away from the maquiladora
sector—that is, assembly plants
benefiting from Mexican Government
incentives for firms that export most or
all of their production. This would
reduce envircnmental stress un the
US-Mexico border. Conversely,
without NAFTA, Mexico's industrial
resources will continue to flow into the
maguiladoras, .eading to tarther,

uncontrolled development glong the
border and increased pollution,

* NAFTA will not turn Mexico into
8 pollution haven for firms seeking to
escape US environmental standards.

® Consistent with the President's
May 1 letter, the NAFTA negotiators
should take steps to ensure that
NAFTA is consistent with strong
environmental protection policies and
does not weaken US environmental,
food safety, and pesticide Jaws and
regulations.

An Intensitied Cooperative
Relatlonship for
Environmental Protection

The United States and Mexico have
worked together for many years on
environmental problems, particularly
those affecting the US-Mexico border
region. As momentum has built behind
NAFTA, such cooperation has ex-
panded and intensified.

The United States and Mexico have
entered into formal, bilateral agree-
ments covering the border
environment, boundary and water
issues, the cc:servation of natural
resources, and Mexico City air pollu-
tion. In addition, both the United
States and Mexico are parties .o the
Montreal Protocol on Ozone Depleting
Substances, the Convention on Interna-
tional Trade in Endangered Species,
and the Basel Convention on
Transboundary Movement of Hazard-
ous Wastes and Their Disposal.
Finally, bilateral cooperation has
benefited from extensive technical and
scientific exchanges covering a broad
range of environmental standards and
enforcement issues.

By fostering economic growth and
expanded bilateral trade, a NAFTA
will enhance cooperation on economic
and environmental issues and provide
Mexico with resources and tax rev-
enues to fund environmental and
infrastructure development initiatives.

Environmental Effects of NAFTA
on the US-Mexico Border

The US-Mexico border region is under
environmental stress, in part due to
Mexico's maquiladora sector. The
situation is similar to that of an expand-
ing urban arez unable to keep pace
with essential infrastructure and
environmental enforcement.

The review found that, without
NAFTA, the border area will likely
continue its rapid economic develop-
mer... With NAFTA, border growth
may actually slow, as industry shifts
into Mexico's interior.

Alr Quality. Without NAFTA, the
review found that emissions could
increase between 40% and 225% over
10 years. WithaNAFTA andin-
creased governmental cooperation,
emissions growth could range from 207
to 85% over 10 years.

Water Quality. Growth in the
border area will present the greates:
obstacle to achieving anc maintaining
clean water. Increased demand for
water may also lead to enhanced water
treatment in order to make wastewater
available for other uses.

Hazardous and Municipal Waste.
Mexican law currently requires returr.-
ing to the United States hazardous
wastes generated at maquiladora
industries from US raw materials. The
current compliance rate is estimated a:
31%. Both governments are committed
to improving compliance anc azsuring
proper handling of hazardous wastes

NAFTA Will No! Create a
Pollution Haven Iin Mexico

Somre have expressed concern tha:
INAFTA might turn Mexico into a
pollution haven for US firms seeking to
take advantage of lower environmenta!
requirements or weaker enforcement.
The review concludes that NAFTA wil!
not cause Mexico to become a po'lution
haven.

» Pollution abatement represent. a
smal! share of total costs for most
industries. Thus, 86% of industries
have abatement costs of 2% or less.
Compliance costs tend to play a
minimal role in decisions on plant
location.

* Most US industries with high
pollution abatement costs already have
low tariffs, so that decisions on locating
production would not change under
NAFTA.

® The 11 US industries that have
both high pollution abatement coste
and high tariffs also tend to be capital-
intensive. Consequently, the high cost
of closing a US plant and building a
new plant in Mexico is likely to over-
whelm any compliance cost savings.

March 2, 1992

US Depanment of State Dispatch

182



Environment

» Such schemes would involve a
highly questionable assumption as to
future compliance costs, given that
Mexico's regulatory requirements are
similar to those in the United States,
and new investment projects are
subjected to special environmental
reviews by the Mexican Government.

Recommendations for
improving the Environment

The review produced a detailed list of
policy and program options for US-
Mexico environmental cooperation that
are proceeding in paralle! with the
NAFTA talks.

The review also contains a detailed
set of recommendations for NAFTA
negotiators to reinforce the positive
environmental benefits of NAFTA and
mitigate potential adverse effects.
These include:

* NAFTA should aim to expand
trade and investment in environmental
services and environmental and energy
technology to encourage the availabil-
ity of state-of-the-art expertise and
technology.

* NAFTA should szek toreduce
Mexico's incentives for export-only
maguiladora plants, which tend to be
concentrated along the US-Mexico
border.

* NAFTA should mzintain US
rights to prohibit entry of goods that do
not meet US health, safety, food and
drug, and environmental regulations,
80 long as such regulations are based on
round science and do not discriminate
against imports or constitute a “dis-
guised” trade barrier.

* NAFTA should maintain the
right, consistent with other interna-
tional obligatiuns, to limit trade in
items or products controlled by
international environmental treaties to
which the United States is a party.

* NAFTA should corniain dispute
resolution mechanisms that are
sensitive to environmental and health
programs and consideratior.s.

Fact Sheet: Environmental Plan
February 25, 1992

Fac! shee! released by the White
House, Office of the Press Secrelary,
Washington, DC, February 25, 1992,

During their meeting on November 27,
1990, President Bush and Presient
Salinas directed their respective
environmental authoritier. to develop a
comprehensive environmental plan to
address air, soil, water, and hazardous
wastes in the border area. The United
States and Mexico have reached
agreement on the first stage of the
plan, covering the period 1992 through
1994. The plan represents a firm
commitment by both governments to
protect the environment along the
2,000-mile US-Mexico border, while
sustaining economic development.

The 1983 Agreement

The new plan builds on the 1983
US-Mexico Border Environmental
Agreement, which for the first time
defined the main objectives of border
environmental cooperation and estab-
lished a mechanism for action. The
primary binational mechanism will
continue to be working groups led by
officials of the US Environmental
Protection Agency (EPA)and its
Mexican counterpart, SEDUE. These
working groups address concerns
relating to water, hazardous wastes,
air, contingency planning, enforcement,
and pollution prevention. Another key
mechanism is the International Bound-
ary and Water Commission, which
since the mid-1940s has fostered
cooperation on issues related to water
resourcet and water sanitation.

Preparation of the Plan

The plan was prepared with participa-
tion by national, state, and local
governments; businesses; labor groups;
academic institutions; and environmen-
tal organizations. The public and
private sectors participated in

17 hearings in both countries and
submitted written comments. This
pattern of open participation will
continue during the implementation
nrocess, as well as in preparing for the
next stage of the plan.

Scope of the Plan

The Border Environmental Plan
represents a commitment by the
United States and Mexico tv a substan-
tially increased effort to speed
environmenta! imorovements along the
border. The main objectives of the
plan, which will require at least a
decade to implement, are to protect the
environment in the border area
through:

* Strengthened enforcement o!
existing laws;

¢ Increased cooperative planning,
training, and education; and

® Improved understanding of the
border environment.

The plan describes in detail the
joint environmental initiatives to be
undertaken by the United States and
Mexico in the border area between
1992 and 1994. The following is 2
illustrative list of actions included in
the plan.

¢ Border Advisory Committees
will be created in Mexico and the
United States to provide advice to
EPA and SEDUE on key environmen-
tal borde! issues. Membership wili
include 'eaders from environmentai,
busines ., government, academic, civic,
and other organizations with expertise
on border area issues.

¢ Air pollution monitoring pro-
grams will be established for the San
Diego-Tijuana and Imperial Valley-
Mexicali areas. Already, such
monitoring is occurring in the El Pasc-
Ciudad Juarez area.

o Mexico will substantially increase
the number of Mexican border enviror-
menta! inspectors.

» Enforcement authorities will
develop a computerized database on
the transboundary movement of
hazardous wastes.

* A wastewater treatment initia-
tive will clean up the New River, which
runs north through Mexicali, Mexico,
into California. The New River is one
of the most polluted rivers in the world.

e Drinking water and wastewater
treatment systems will be constructed
in the US colonias [border town
neighberhoods).
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* Voluntary compliance programs
will be established for US industry
operating along the Mexican border.
The main objectives are waste reduc-
tion, waste recycling, and other forms
of pollution prevention.

* Toimprove air quality, a
$120-million investment orogram is
being launched to improve roads,
bridges, and traffic along the Mexican
border.

* Government officials will develop

procedures for the prompt return of
illegal hazardous waste exports to the
country of origin,

¢ Aninventory of legal and illega!
waste disposal sites will be developed.

Future needs for legal disposal will also

be projected and developed.

Financing

Funding for specific actions in the ~ .
stage of the plan (1992-84) will con, .

from a variety of sources, including the

Mexican and US Governmen:s, state

and local governments, and the private

sector.

The tota! financing plarned by the
US Gevernmen: for environmenta)
protection along the border is
$143 million in FY 1992 and wil}
increase by 69%, to §241 miliion, in
FY'1993. This includes £75 millior. for
US border area colonias and over
$80 million for wastewater treatment
projects along the border (in San
Diege-Tijuana, Imperial Valley-
Mexicali, Nogales-Nogales, and
Laredo-Nuevo Laredo). Other pro-
grams receiving funding include
:nforcement, transboundary air
»llution monitoring and mitigation,
:nvironmental health, and emergency
Jlanning and response.

The Mexican Governmerit has
llocated $460 million during the

992-94 phase of the plar. In 1992,
fexico committed $147 million for an
rray of environmental infrastructure
rojects in the border regrion, including
vastewater treatmen', solid waste
1anagement, transportation infra-
tructure, and dedicated land areas for
yw-income housing. SENUE's
esources are expected to be supple-
rented by a $50 million loan from the
rorld Bank.

Relationship to NAFTA

Mexico, the United States. and Canada
are now negotiating a North American
Free Trade Agreement (NAFTA)
intended to reduce tariff and non-tariff
barriers to trade among the three
countries, thereby creating an open
trading market of over 360 million

people. The United States and Mexico
are committed to reducing or avoiding
potential adverse environmenta!
impacts of the NAFTA. The Border
Environmental Plan is a central vehicle
for fulfilling that commitment. How.
ever, the plan itself will be mplemented
on the agreed schedule and is ot
dependent on NAFTA or its pace of
implementation. @
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General Agreement on Tariffs and Trade (GATT), Feb.1l2, 1992

Advance Copy

TRADE AND THE ENVIRONMENT

Interaction between intermational trade and the environment is as old as trade itsclf.

Awareness that the interaction has implications in public policy tenns is more recent. Never-
theless. it dates back at least to the trade provisions in the 1933 convention on fauna and
flora.! Inthe late 1960s. environmental problems caused by th> discharge of waste and other
pollutar.s into the natural environment emerged scriously; and so did concems over the im-
plicatior, for intemational competitivencss.

Over the past two decades. producers in countries with stricter environmenta! stand-

ards have womied increasingly about the impact of those standards on their competitiveness
in world markets. At the samce time. governments and finns in other countries have expressed
concem about new barmiers being erecled against impons produced unde. less stnc siand-

ards.

Most receny. there has been growing public concern with issues related to the pollu-

tion of the global commons (for example. ozone depletion and climate changes. as well as
with species diversity and the treaunent of animals. This has raised imponant guestions about
the use of trade policies to influence environmental measures in other countries

The objective of this chapter is 1o provide an imtial analvsis of these and other interac-

tions bc_,lwcen trade and the environment. especially as they affect the multlateral tradimg
system.” Part 1 provides. for casy reference, an overview of the main issues and a summan
of the pnncipal conclusions. Part 2 explains. on the basis of existing expenence and judgc-
ment. which environmentaly-motivated trade policy actions are pemitted by GATT rules.
and which are not This is done with the understanding that the authority to interpret the rules
of the General Agrecment ulimately rests with GATT's contracting panics. that 1s. with its
member countries Part 3 examines issues which arise when environmental effects are
wholly domestir. Issues which arise when there are transborder physical spillovers mto an-
other country or into tic global coni.sons are covered in Part 4. The focus shifts in Part § 1o
the nsk that envirorunental concemns and policies could lead. wittingly or unwittingly . 1o in-
approprialc or even counter-produclive restrictions on intemational trade

12

The full utle of the convention. which 1s still in force. 1s the Convention Relative 1o the Presen ation of
Fauna and Flora in their Natural State  See Appendin | for a sumimary of mulhlateral eny wommental
treaiies containing trade provisions

There is no generally agreed definition of “envuoniment™. The moderately broad detimnion used i this
report - which includes the full range of pollution-related probleims, plus so1i erosion and foss of
feniity. defarestation, product safety (food. hazardous wasten), endangered species and the weatinent of
ammals - reflects the range of envuoninental issues that have been rained in discussions of the hinkhages
between trade and the envuonment. The inclusion of a particular envigonmental 1ssue i e analysis
reflects not a judgement about the actual or potential seriousiiess of the probicin. but rather onls that 11 s
being widely debated and therefore that there 1s an interest 1n exploring its possible unphcations for
Urade and the trading systein

2



Trade und the Environment

1. OVERVIEW AND SUMNARY

The main issues and principal conclusions can be grouped under five hcadings: the
contributien of trade to a betier environment, the need for muhilaterit cooperation, the rule
of tradc policics. the political ecor-amy challenge, and nsks and opponunitics for the trading
systen.

The contribution of trade to a better environment

Vicws differ regarding the impact of intemational trade on the quality of the natural
environment. For some. expanding tradc is a source of increased wealth and diftusion of
technology. both of which enhance sacicties™ ability to protect and up-grade their environ-
ments. Others argue that unrestricted trade can be hannful to the environment. expecially
when a country s environmental policies are weak 01 non-cxisient

While the latter view does draw atiention to certam trade-related environmental nshs.
there is no reason 1o assume that growt of per capity Income neeessarily, Oreven on g crage
damages the environment. To begin with, the increases in per capita incone - which are
boosted by increased market access and expanding trade - provide more resourees s contah
environmental damage helping to finance pollution control and remedial clean-up A coun-
try with a stagnant economy., by contrast, will be under greater pressure (o SHNLON improsing
the environment

Furthennore, 1f the average ainzen is convineed of the need 1o devoie more malena
and human resources (o aclieve i better environment as his or her meome naes, the growth
of per capita meome ulumately will lead o increased expendiure on the environment The
available evidence suggests that thos v indeed happenimg

The opportumity for countnes to trade in world markets for goods and wechnology La-
cilitates the implementation of needed environment-improsing processes at home Those
processes often first appear in countries at the frontier of environmental regulation, and prod-
ucts embodying them must bz exported if other countries are to catch up. Smuilarly, Irads can
help consumers make environmentally beneficial choices - for nstance. impors of low -sul-
phur coal can encourage them to abandon the use of polluting high-sulphur coal. Tradvan e
cyvcled inputs can help countries €CONONIIZC ON FESOUFCC USC.

While trade liberalization i - likely 1o reduce some protectionist barmiers wiich are en-
couraging environmentally ham. el activities, it is also possible that trade liberalization
could wonsen paruicular environmental prot lemis in the absence of appropnate domestic en-
vironmental pecheies Conceivably, an expansion of Trade could produce negative environ:
mental cffects so Jarge that they outweigh the conventional benefits from open markets
(increascd specialization, more competition and so forth), resulting in an overall decline in
national welfare. However, this is possible only if a country lacks a domestic environmental
policy that reflects its environmental values and priorities.” 1f that is the case. the mostef-
fective action is to concentrate on introducing appropriate environmental policies rather than

3 Thisproposition s demonstrated i Anderson (19920
Note. the full detasds of the references are provided i the Bt of references at the end of s chapte:
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trying to worhk around bad oncs by foregoing trade liberalization or attempting to fine tunce
interventionist trade policies. A luck of appropniaic environmental policies creates problems
not just in the trade sector, but throughout every facet of a country’s economic ife. Manipu-
lating trade policices is not only costly - in tenas of a less efficient intemationai division of
labour - but also incficctive in dealing with the negative consequences clsewhere in the econ-
omy causcd by the absence of appropnate environmental policies.

T is evident, tar example. in efforts to promote sustainable development. Although
that tenn means ditierent things o ditierent people. most definitions cncompass two basi
notions.? First. there s a necd 1o place much greater emphasis on assigming values or prices
to environmental resources, with aview toadentidying and valumg the enviratuiental elledts
of economic activity. Sceond 1s the idea that cach generation should pass on 1o the net
least as much capital - environmental and man-made - as it inherited.

Neither aspect of sustainable development is intrmsically Imked 1o imtemational rade
A failure 1o place a value on environmental resources would undennine sustamable deselop-
ment even in g compleiely closed cconomy. Trade s seen. rather, as o “magmbicr™ 1 e
policies necessary for sustamable development are in place, trade promotes developiment t
is sustainable Altemativehy i such pobicies are lachmyg, the couniry s miteniational .
may contrbutc 10 @ shewing of the country s development i an cov nonmentally damaging
direction. bat then so will most of the other ceonomic actvabies v 1he county Clealy e
cormect acton i such cases s o work tor the adophon ol anappropriate on erall domestic on
vironmental policy. rather than focusing attertiion on probloms that are alleped!y nadeon
lated.

The need for multiliateral cooperation

Environmental issues can become intemationahized i an least one of thiee wavs T
first two, which can oceur even when ihe issues are i principle purehy domestic, are throuch
concems over the impact of environmental policies on mtemational Compenin eness, and
through the assertion of junsdichion over other nations” environmental prionzices amd prac-
tices The third and most obvious way s through the transhorder spillover of pollutios nie
another countny or the global commuons iprimanly the upper atmosphere and the occansy Al
though current concemis w1 the environment cncompass i wide tange ol issues, Troni wates
pollution 1o ozone deplenon, und the treatment of amnals 1o standards for pesticde residaes
i food, they all share a common need for multlateral cooperation, not only o npimize po-
tential trade frcuons, but espevially woadenndy and implement workable and eiccnne solu-
tons 1o regonal and global coviranmental problems.

Asaresuliats no longer possible for g countny 1o create an approprate ¢ns ironment.l
policy entirely on ity own Even when envitonmenial problems are domestic tm the seise
that no pollution 1s escaping across the boardery, an attiempt by countries o go it wlone on en-
vironmental policies would sooner or fater fead 1o tnchons with trading panners and most
likely to unilateral trade actions What is needed s mulnlateral rules 1o guide countries in tor-
mulating their own environmental policies and i responding o domestiie complimis about
the impact of their own and other countries” pohicies on mtemuational competiiveness To

4 The Anneaan Pearce, Barbier and Markands a 11954 contuns a compendium of delimtions emplined
by difierent authors See alsa Dasgupla and Maler (199,
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buck up the rules, a dispute senlement procedure is necessary for handhing conthcs that can-
not be resolved among the countries concemed. 1 existing rules and procedures are judged
to be adequate for the task. fine. I not. some negotiated changes will he neLessary.

When an environmental problem involves a transborder physical spillover, the only al-
tenative to unilateral actions based on cconumic and poliical power is for countries 1o co-
operaic in the design, implementation and enlorcement of an appropaate multilateral
agreement for dealing with the problem at hand. This will often also be the case with isser-
tions of jurisdiction over other countries' practices and policics. including the treatment of
animals and endangered specics.

Regardless of the nature of an environmental problem, the contribution of multlateral
cooperation is 1o reduce the possibility that soluticns are affected by ditferences in the eoo-
nomic and political strengihs of the parties mvolved. Given the justiliable basis for a diver-
sity of environmenta!l standards among countrics, 1t is important to ninimize the rish ol
solutions being imposcd by the Larger or nicher countries.,

Negative incentives - in particular, the use of discrminatony trade restiction on prod-
ucts unrelated 1o the environmental issue at hand - are not an effective w ay 10 promolte mui-
tifateral cooperation. Allematively, the use of positive incentives coupled with peer pressure
can be a viable option - and all the more so since the likelihood of negative ineentines baing
aworkable and sustainabic approach v the medium temn and across a range ol issues s Open
10 senous doubt

The role of trade pulicy

This chapter argues. and there is much suppon for this view. that umlateral restactions
on trade would neser be the most etficient instrumen: for dealmg wuth an environmenta!
prablem O course it s always possible 1o find an example. hypothenical or tuken trom thy
real world, winch appears to contradict that conclusion. But alw ays it the base of such an ¢v-
ample would be a national environmental policy that is considered IPPIOPrIdLL.

It all countnes pamicipated m all itemational environmental agrecments, there would
be nothing more 1o add However. it is ofien a challenge just 1o get a cntical mass of countaes
- let alone Wl countries - to paricipate in an iniemational environmental agreement As soon
as participation is 'ess than unnersal, trade policy re-eniers the picture, albeitin g ditferent
role. Trade measures could be used as onc 1ype of “carol” - or, despite the arguments noted
above, as onc type of “stich™ - 10 encourage panicipation.

Past expenence suggests that the organizers of an environmental agreement are sho
likely to consider including trade provisions - that is. measures affectng trade only i the
product or praducts covered by the agreement - designed 1o nuinimnze the extent 1o which
trade between panicipants and non-participants could undcmnine the agreement. Recalling
that a country’s trude in a partcular product is nothing more than the difterence between pro-
duction and consumption, there is also the option of controlling both production and con-
sumption in the panticipating countrics. In this case there would be no need 10 have separate
controls on trade flows.
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The risk of protectionist responses

There is much evidence which points to a senous rish of envirorunental i1ssues and
concemns being exploited by protectionists for their own benefit. This can occur at any 0f se -
eral stages: by promoung policies that discnminate against imports as pan of the solution to
environmental problems, by biasing the choice between positive and negative incentives in
favour of trade sanctions, by pushing for the inclusion of unnccessary trade provisions ir
multlateral agreements. or by deliberately promoting product standards that place a propor-
tionately greater cost burden on foreign producers. These concermns are heightened by the et
fons of protectionist groups to draw envirorunental groups into imphcit or exphicit alliances.

If the use of inefficient policies to achieve erivironmental goals were costess for envi-
ronmental interests. then practical politics might argue for embracing <uch coahiions when-
ever possible. Bul it is not hikely to be costless. and centainly not in the medium and long
tenn. Biases that protectionist interests intzoduce into the environmental policy pachage in-
creasc the costs of environmentasl improvements. In the longer tenn, this can only reduce the
amount of improvement the socicty will be willing 10 undentah.e. When that happens. the pro-
tectionist interests gatrinot ondy at te expense of the rest of the economy, but also at the e
pense of the natura) environment

Risks and opportunities for the trading sy stem

There s a senious nsk that the tradimg system could get badly bruised by i rush o doal
with environmental issues which are viewed as urgent by imponant segmenis of the popula-
tonan an increasing number of countnes To somcone untwnthar with, orainditierent 1o, the
contnbunion of ccononne efficiency and the tradimg sy sten 1 postwar ccononig prospeniy.
trade mcasures can 1oo casly sezm (o be Jow cost and readily avalable tools tor pursuing ¢
vironmental goals

Ax regards the design and implementation of environmental policies. GATT rules
place essentially no constramts on the abithity of countnies to use appropriate pehicies W pro-
tect their environment from damage from domesne production activaties or trom the cone
sumption of domestically produced vrimponced products. Concern over the possibihiy that
technical or other kinds of regulanons could create unnecessany obstacles o trade has Jed. it
1s truc. to cenain multlateral disciphnes But those disciplines contan quahificd cxceptions
for actions related to protecting or improving the environment.

When the environementa problem is due 1o production of cConsumplion activ thies i an-
other countny. the GATT rules are more of a constraint. since they profubit making market
access dependent on changes in the domestic policies or practices of i exporing country
The rationale for this is that 10 do otherwise would invite a Nood of IMpon restacions as
countrics (especially those with large markets) either attempted 1o mpose ther ows domes-
tic envirunmental, economic and social pohicies on other countries. or used such an attempt
as a pretext for reducing competion from mpons

Furthermore. the fact that GATT rules block the uniliteral use of trade measures e
dictate changes in the environmental policies of other nalions does not mean that goverm
ments are powerless. They still have the possibility of negotiating s mululiteral solution or,
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failing that. of requesting a GATT waiver. These aptions offer the prospect of resolving ¢n-
vironmental problems and conflicts, while at the same time eftectvely guarding against thy
excesses that would result from unilateralism.

In other words, GATT rules could never black the adoptinn of environmental policies
which has e broad support in the world community. This is because in most instances the supr
pont of twa-thirds 0f GATT s membership - currently 69out of 103 countries - 18 suffivient e
amend the rules or grant a waner. What the rules do constrain is atiempis by one or a smali
number of countnes toinfluence envirorunental pelicies in other countrics not by persuasion
and ncgotianion, but by unulatera reductions in access to their mark ere

The real nsh. therefore, is not that trade pohicies will be used. but that they will be used
unilatcrally. It the dovr were opened 10 use trade policies unilaterally 10 offset the competr-
tvencss effects of ditterent envircnmental standards, or o aticmpt 1o force other countnes o
adopt domestically -tavoured prachices and pohicies, the trading system would stan down g
ven shippen slope Counines are not ciones of one another, and will not wish 1o beconie so
- certainly not under the threat of unilateral trade measures

The oppontuntties presented to the trading system consist mainly in exploiing the var
ous waysan which open iniemational trade can contnbute. in conpunchon wath appropnat.
nationy environmental polivies. 1o the improvement and protechon of the environment
From an instiutiona! standpoint there is a need for a carcful examination of the existing rules
to be centan that they do not hinder mululateral effons 1o deal waith environmiental probleni
This will be one of the mponant tasks of GATT s recenty activated Group on Environ
menty Mcasures and Intemanona Trad.

More broadly . the econoniis growth stimulated by open trade pohicies increases wealts
and spreads knowledge and intonnanon, which in tum increase the range of choices ava!-
able 10 consumers. including the option of choosing 10 enjoy the senvices of o higher qualin
environmcent.
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SUMMARY

Restrictions on imports of textiles, apparel, and nonrubber footwear
have been a recurring and nagging issue over the past decade. During
that time, the Congress has come close several times to overriding
Presidential vetoes of hills aimed at tightening existing quotias or im-
posing new ones on these imports. Running counter to those efforts,
the Uruguay Round of negotiations to expand the General Agreement
on Tariffs and Trade (GATT) has focused on, in addition to other issues,
proposals to phase out the Multifiber Arrangement (MFA). This ar-
rangement exempts textile and apparel trade from the standard GATT
prohibitions on import quotas. Also, the proposed North American
Free-Trade Area will probably reduce or eliminate tariffs and other
restrictions on textile and apparel trade between the United States and
Mexico.

The Congressional Budget Office (CBO) has studied the history of
the economic health of the three industries and the economic effects of
the major proposals for changes in protection and concluded that tariffs
and import quotas are a costly and inefficient means of preserving jobs
in these industries. Estimates of the annual costs to consumers of cur-
rent and proposed restrictions are generally in the range of $39,000 to
$74,000 for each job ihev retain in the textile and apparel industries
and higher for jobs retained in the nonrubber-footwear industry. Most
estimates of the annual net welfare costs of these restrictions to the
economy (that is, the amount by which the costs to consumers and the
government exceed the benefits to U.S. firms, workers, and the
government) are in the range of $9,000 to 38,000 for each job retained
in the textile and apparel industries. Estimates of costs in the
nonrubber-footwear industry are higher.

Indeed, the estimated consumer costs are all higher than the aver-
age annual earnings of the workers who hold the jobs, and most of the
estimated net welfare costs are also. Consequently, it would generally
be more efficient for the government to allow the jobs to disappear and
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compensate any displaced workers who cannot find equivalen! work.
Most of the net welfare costs take the form of higher prices v .7 .o for-
eign exporters and (in the case uf quotas) lower tariii .evenues
collected.

PROTECTION AND COMPETITIVENESS
OF THE THREE INDUSTRIES

The textile and apparel industries benefit from some of the most sub-
stantial and long-lived trade protection that the United States has
granted in recent times. High tariffs on textile and apparel imports
date back at least to 1930. Quotas were imposed on imports from
Japanin 1936 and again in 1956. (The term "quota" refers throughout
this study to an» kind of numerical limit on imports imposed by or as a
result of pressure from the United States. In addition to standard quo-
tas, these limits include those sometimes referred to as voluntary re-
straint agreements, voluntary export restraints, gentlemen's agree-
ments, or designated consultation levels.) By September 11, 1991, the
United States had extended such restraints to 41 countries that collect-
ively accounted for 69 percent of U.S. textile imports and 88 percent of
U.S. apparel imports in 1990. The quotas are aimed at developing
countries. Although 4 of the 10 largest suppliers of U.S. textile imports
and 1 of the 10 largest suppliers of apparel imports are industrialized
countries, 40 of the 41 countries covered by quotas or restraint agree-
ments are developing countries, and the one that is not--Japan--was a
developing country when it .irst became subject to restraints.

The ronrubber-footwear industry is not as protected as the textile
and apparel industries, but is more protected than most other indus-
tries. Except for one temporary set of restrictions from 1977 to 1981 on
imports from Taiwan and Korea, the United States has not used import
quotas to protect this industry. Import tariffs, however, have averaged
two or more times the average tariff rate for all merchandise imports.

Although the three industries are frequently grouped together in
discussions and legislation relating to trade, they have actualiy fared
quite differently against foreign competition over the past 30 years.
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Domestic textile production is relatively competitive. The ratio of the
value of domestically produced textile shipments to the value of domes-
tic textile consumption has remained near 100 percent, which means
that the textile trade deficit has never been very substantial. The ap-
parel industry is less competitive. Its ratio has declined from near 100
percent toslightly less than 70 percent; equivalently, the apparel trade
deficit has risen to slightly more than 30 percent of the domestic mar-
ket. The nonrubber-footwear industry is even less competitive. Its ra-
tio has declined from nearly 100 percent to less than 30 percent.

Corporations in the apparel, leather, and leather products indus-
tries taken together, and also those in the textile industry, have been
as profitable as, if not more profitable than, the average for all manu-
facturing corporations in the United States since 1978, and have been
reasonably competitive for an even longer time. They have consis-
tently had, however, a significantly lower ratio of dividends to equity.
The protection that the industries have received from imports has un-
doubtedly influenced their profitability.

SIGNIFICANCE OF THE INDUSTRIES
TO THE U.S. ECONOMY

Historically, the textile and apparel industries have been large and
significant elements of the U.S. economy, but they have declined sub-
stantially over the past few decades. The nonrubber-footwear industry
was much smaller to begin with, and has declined even more.

The textile industry's share of total nonagricultural employment
in the United States declined from 1.71 percent in 1960 to 0.63 percent
in 1990; the apparel industry's share declined from 2.28 percent to 0.93
percent; and the nonrubber-footwear industry's share declined from
0.45 percent to 0.06 percent. These declines co::tinue trends that date
back at least 50 years. Shares of the three industries in total assets of
manufacturing corporations and shares in the value added by manu-
facture tell the same general story. Of course, the industries are not
spread evenly throughout the country. They are more important to the
economies of several Southeastern states, where they employ larger
shares of the labor force than they do nationwide. Apparel workers in
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California, New York, Penrsylvania, and Texas are numerous, but
their shares of the large labor forces of those states are not far out of
line with the national average.

Pay in the three industries is generally low. In 1990, average
hourly earnings of production workers in the textile industry were only
80 percent of the average for all private nonagricultural industries,
and the average for the apparel and nonrubber-footwear industries
was only 66 percent. Thus, most workers in these industries would be
better off financially if they were trained for and employed in higher-
paying work and these low-paying jobs were allowed to go overseas.
(Some workers in small towns might be worse off, however, if they had
to move to obtain new jobs and were forced, as a result, to sell their
hcmes at a loss.)

CAUSES OF THE INDUSTRIES' PROBLEMS

U.S. apparel and nonrubber-footwear production have been unable to
maintain market share because the industries are labor intensive,
which causes them to be more heavily burdened than other industries
by the relatively high cost of 'abor in the United States compared with
that in developing countries. In conjunction with the competition from
foreign production that uses low-cost labor, the high labor intensity
helps explain why pay in these industries is so low in comparison with
that in other industries in the United States. (Another part of the
explanation is the relatively low levels of skill required by these jobs.)

The textile industry is approximately as labor intensive as the rest
of U.S. manufacturing. Consequently, it has had little trouble main-
taining its international competitiveness and market share. The in-
rouds of foreign competition have not caused its declining employment.
Rather, the cause has been rapid rates of growth in labor productivity.
Labor productivity has grown faster in the textile industry than it has
in the U.S. manvufacturing sector as a whole. This growth has bene-
fited the industry by improving its competitiveness. It has also bene-
fited the consumers of textiles, who see the lower prices and higher
quality that have resulted from it. Productivity has grown faster than
the domestic demand for textiles, however. Thus, the industry needs
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fewer workers to fill that demand. Trade deficits and surpluses in this
industry have never been substantial. Therefore, competition from
imports cannot have seriously affected employment other than perhaps
by forcing the domestic industry to improve productivity.

PROPOSALS FOR CHANGES IN PROTECTION

Three recent proposals for changes in the protection accorded the three
industries merit analysis. The first, a significant element of the
Uruguay Round of negotiations, would gradually phase out the Multi-
fiber Arrangement, which provides the legal basis under the GATT for
the current quotas on imports of textiles and apparel. The second, cur-
rently under negotiation with Mexico and Canada, would set up a
North American Free-Trade Area encompassing the United States,
Canada, and Mexico. The third, propa==d in several bills passed by the
Congress and vetoed by the President over the past few years, would
impose new global quotas on imports of textiles, apparel, and non-
rubber footwear.

Elimination of the Multifiber Arrangement

Eliminating the MFA would probably benefit consumers substantially
and harm domestic textile and apparel production to a somewhat lesser
extent in absolute dollar terms. Since the textile industry is fairly
competitive, eliminating the quotas on apparel would have a greater
effect than eliminating the textile quotas.

According to estimates from a study by the International Trade
Commission, in 1987 the U.S. quotas on textile imports were equiv-
alent to an average tariff of 21.8 percent and the quotas on apparel im-
ports were equivalent to an average tariff of 28.3 percent. The study
presented further estimates showing that eliminating all U.S. quotas
and tariffs would cause a net welfare gain to the United States of $2.4
billion to $2.6 billion per year and reduce employment in the textile
and apparel industries by 233,000 to 291,000 jobs. These numbers con-
stituted 13 percent to 16 percent of all employment in these industries
at that time. By these estimates, the annual cost of all current U.S.
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textile and apparel import restrictions is roughly $9,000 to $10,000 for
ezch job that the restrictions retain in the industries. Eliminating all
U.S. trade restraints, however, would have greater effects than would
the mere elimination of the MFA and the modest tariff cuts that are be-
ing negotiated.

The term "retained" is used here rather than "saved" because na
Jobs are actually saved in the economy at large. Trade restrictions
have no permanent effect on the level of total employment in the econo-
my. Rather, they affect the distribution of employment among indus-
tries. Trade restrictions on textile and apparel reduce the number of
forced job changes from those industries to other inductries, and thus
can be said to retain jobs in the textile and apparel industries.

Estimates from other studies put the annual net welfare cost of
these restrictions in the range of $13,000 to $19,200 for each job they
retain in the apparel industry and $3,600 to $15,300 for each job they
retain in the textile industry. Consumer costs, which are the net wel-
fare cost plus transfers of wealth from consumers te domestic producers
as a result of higher prices, are much higher. Estimates range from
$39,000 to $46,000 for each Job retained in the apparel industry and
from $50,000 to $52,000 for each job retained in the textile industry.

The Uruguay Round will most likely result in a modest reduction,
not complete elimination, of tariffs to accompany the elimination of the
MFA. This combination of changes would result in smaller total dollar
gains and smaller job losses in the industries, but the ratio of dollar
gains to job losses (or, equivalently, the cost per job retained by the re-
strictions) should not be any lower. Similarly, the fact that other coun-
tries will also be getting rid of their import quotas at the same time
that the United States does will reduce the dollar gains and job losses
but should not have much effect on the ratio.
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The North American Free-Trade Area

Because the United States already has a free-trade agreement with
Canada, the effect of eliminating trade barriers between the United
States and Canada is not an issue. The main issues are (1) the extent
to which Mexican imports will replace U.S. products in the United
States and Canada if the two countries drop their barriers to Mexican
goods; (2) the extent to which U.S. exports to Mexico will increase if
Mexico drops its barriers to imports from the United States; and (3) the
extent to which increased Mexican production of appare! for export to
the United States and Canada will increase Mexican demand for U.S.
textiles.

Eliminating U.S. barriers to textile imports from Mexico is not
likely to have much effect on the U.S. textile industry or consumers.
To date, U.S. production has been competitive enough to keep textile
imports from the rest of the world small, and Mexico supplies only a
very small fraction of those textiles that the United States does import.

Eliminating barriers to imports of apparel could have a more sub-
stantial effect. The production of apparel in the United States is less
competitive than textile production, and Mexico is the fifth largest sup-
plier of U.S. apparel imports. The quotas on these imports are current-
ly going unfilled, but the tariffs are clearly an impediment. Thus,
eliminating the quotas and tariffs could increase imports, thereby
hurting U.S. apparel production, having a mixed and possibly helpful
effect on U.S. textile production, and aiding the U.S. consumer by pro-
moting greater variety at lower prices.

The negative effect on U.S. apparel production would hurt U.S.
textile production because it would lower demand for textiles by the
U.S. apparel industry. That effect, however, would be offset--possibly
more than offset--by increased demand for U.S. textiles by the Mexican
apparel industry, a result of Mexico's increased production for the U.S.
apparel market and its lower barriers to textile imports. Mexico is cur-
rently the second largest fereign market for U.S. textile producers.
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New Global Quotas on Imports

CBO has developed models of the textile, apparel, and nonrubber-
footwear markets in order to estimate the effects of new global quotas
on imports of these products. (A global quota is a quota on the total im-
ports of a product from all countries. Current textile and apparel quo-
tas apply to individual countries rather than all countries.) The quotas
were assumed to be identical, except for a delay of one year, to the quo-
tas mandated by the Textile, Apparel, and Footwear Trade Bill of 1990,
which the Congress passed but the President vetoed. Thus, the textile
and apparel quotas were assumed to be set at 101 percent of 1990 im-
ports in 1991 and allowed to increase by 1 percent annually; the non-
rubber-footwear quotas were assumed to be fixed permanently at 100
percent of 1990 imports. The revenues from the trial quota auctions
specified in the bill were not factored into the cost calculations. Factor-
ing them in would reduce the estimated cost of the quotas, provided the
auctions did not lead the countries to retaliate.

The models indicate that such quotas would become increasingly
restrictive. Theyv would increase the price of apparel by 2.0 percent
above baseline in 1931 and by increasing amounts thereafter, reaching
4.7 percent above baseline in 1995 and 9.8 percent above in 2000. They
would increase the price of textiles by 0.5 percent above baseline in
1991, 2.0 percent above baseline in 1995, and 5.2 percent above in
2000. Finally, they would increase the price of nonrubber footwear by
3.3 percent above baseline in 1991, 15.6 percent in 1995, and 27.0 per-
cent in 2000.

These price increases would hurden consumers with costs that
would rise over time, but they would retain in the industries increas-
ing numbers of jobs that would otherwise shift to other parts of the
economy. Estimates based on the model place the cost to consumers of
textiles and apparel in 1991 at $1.7 billicn, the net welfare cost to the
United States at $0.8 billion, and the number of jobs retained in the
textile and apparel industries at. 18,000. For 1995, the respective num-
bers are $4.6 billion, $2.4 billion, and 65,000 jobs retained. For the
year 2000, the numbers are $10.4 billion, $5.4 billion, and 141,000 jobs
retained. After an initial high value caused by the slowness of dom-
estic producers to respond, the consumer cost per job reiained settles
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into & range of $59,000 to $74,000 per year. The annual net welfare
cost per job retained settles into a range of $31,000 to $38,000.

The estimate of the cost to consumers of nonrubber footwear in
1991 is $470 million, the estimate of the net welfare cost is $350
millicn, and the estimate of the number of jobs retained in the industry
is 3,200. For 1995, the respective numbers are $2.3 billion, $1.8
billion, and 23,000 jobs retained. After initial high values caused by
slowness of domestic producers to respond, the consumer cost per job
retained settles into a range of $97,000 to $113,000 per year, and the
net welfare cost per job retained settles into a range of $74,000 to
$86,000 per year.



Narcotics

Gist: Andean Trade Preference

Act of 1991

Background

In September 1989, President Bush
approved an Andean counter-drug
initiative that expanded narcotics-
related military, economic, law enforce-
ment, and intelligence cooperation for
selected Andean countries for the
purpose of strengthening their
counter-narcotics efforts. At the
Cartagena summit in February 1990,
President Bush joined Andean presi-
dents from Bolivia, Colombia, and
Peru in a commitment to fight drug
trafficking through a strategy of
mutually reinforcing actions to cut
demand and supply. At that summit,
the Andean presidents appealed to
President Bush to provide new trade
opportunities to create legal sources of
employment to displace permanently
the cocaine economy in their countries.
Later, in July 1990, President Bush
announced that he was sending to the
US Congress the Andean Trade
Preference Act (ATPA), designed to
fulfill his commitment at the Cartagena
summit with Bolivia, Colombia, and
Peru, as well as Ecuador.

Key Provisions of the ATPA

This proposal, which was aigned into
law on December 4, 1991, is designed to
expand economic alternatives for those
countries that have been fighting to
eliminate the production, processing,
and shipment of illegal drugs. It
provides the basic authority for the
President to grant duty-free treatment
to imports of eligible articles from
countries designated as beneficiaries
according to criteria set forth ir the act.
The proposal is patterned afier the
Caribbear Basin Economic Recovery
Expansion Act of 1990, which imple-
mented the Caribbean Basin Initiative
(CBD).

Key provisions of the proposal are:

¢ The President is authorized to
designate Bolivia, Colombia, Ecuador,
and Peru as beneficiary countries,
based upon certain criteria specified in
the act.

* Articles are eligible for duty-free
entry if they are imported directly from
a benaficiary country, consist of at least
35% value-added in a beneficiary
coun'ry or countries (including CBI
cour.tries), and are made of components
originating in the beneficiary countries
or (if of foreign origin) have been
substantially transformed in the

beneficiary country or countries into
new and different articles of commerce.

® Articles exempt from duty-free
treatment include: textiles and
apparel, footwear, canned tuna,
petroleum and petroleum products,
watches and watch parts, and rum.
Handbags, luggage, flat goods, work
gloves, and leather wearing appare] are
subject to duty reduction over a 5-year
period. Duty-free entry of sugar,
syrups, and molasses is provided
consistent with the tariff-rate quotas
on these products.

* The proposal establishes import
relief and emergency provisions in
order to safeguard US domestic
industries, including those producing
verishable products (i.e., live plants and
fresh cut flowers, certain fresh or
chilled vegetables, certain fresh fruit,
and concentrated citrus fruit juice).

* The US Internationa! Trade
Commission and the Department of
Labor are required to monitor and
report annually on the impact of the act
on the US economy and US labor,
respectively.

The program will remain in effect
for 10 years. &

US Department of Stale Dispatch

March 2, 1992
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THE CYCLE OF DEPENDENCY
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Images of starving children in Africa draw millions of dollars in
donations. But do these images represeni a true picture of the
impact of food relief on the Third World? Not exactly. The un-
derlying reasons, the mechanics, and the effects of food aid are
more complicated than the televised pictures lead one to believe.

By HEATHER HILL

n the heart of Alto Hama, a half- Clutching empty sacks, pails. boxes,  meanwhile, are aligning themselves
destroyed hamlet in central baskets, and bowls, they docilely  on the other side of the checkpoints
Angola, some 5,000 ragged form two long lines that terminate at  so that local day recruits can unload
¢ rural peasants are assembled in makeshift checkpoints manned by their cargo. Then, as an anticipatory
a smal field beside a church.  voung Europeans. Four large trucks,  buzz rises from the crowd. the com
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plex and increasingly controversial
exercise of food relief begins.

It goes like this: Each person sur-
renders a blue ticket to the Red
Crosc workers at the checkpoint and
then goes to the trucks to collect a
ration of cooking oil, beans, or maize
meal. As the long. hot day creeps for-
ward, the two lines advance almost
imperceptibly: Beans spill from the
improvised containers, old women
have difficulty hoisting the 50-kg
sack of maize meal onto their shoul-
ders, and the tins of oil are awkward
to carry away. But a note of picnic-
like excitement dominates the pro-
ceedings, and by the end of the day,
children are tossing discarded card-
board boxes back and forth like fris-
bees.

It's a picture that would warm the
heart of anyone who is moved by the
plight of the hungry in the Third
World. But look again: Behind the
fragile ribbon barriers are the ever-
present dealers, tough young men in
flashy clothes attempting to buy or
steal the rations. In mid-afternoon, a
melee breaks out when a thief grabs
the food parcel of an Angolan who
has fallen asleep after undergoing
the queue. And on the fringes of Alto
Hama, fat cattle are grazing and
maize fields flourishing. Do these
people really need free food from the
European Community?

“The target of this operation is to
get people off food relief.” savs
Pierre Gauthier, a media spokesman
for the International Committee of
the Red Cross. “The effects of the
war dre ongoing. The emergency will
be over only when the people
become self-sufficient.”

ICRC officials are anxious to
impress upon a visitor that thic food
distribution—four months after
Angola’s 16-year civil war has
ended—has the specific purpose of
preventing rural Angolans from eat-
ing the seeds thev will receive in sev-
eral weeks when the agricultural sea-
son begins. The role of food aid is
changing dramatically, and since 30
much of it depends on the genernsity

Heather Hill is a Canadian journalist orking
in Harare as an editor of Africa Soutt maga-
nne.

46

and political will of a public thou-
sands of miles to the north, aid orga-
nizations are having to tread the fine
line between traditional idealism and
the somewhat more complex reality.

“Food aid does more damage than
good,” asserts an Oxfam official in
southern Africa. “It destroys the
rural economy. If you put [free)
maize on the market, it lowers the
price for the farmers. It can get to the
point where the farmer won't bother
growing food.”

“It's easy to distribute food for
free,” observes an official in Angola’s
ministry of social affairs. “But it's
also surprising the effects it can have
on people’s psychology to think they
can have their stomachs filled with-
out having to do anything for it."

For many people, disillusionment
with food aid came in the afitermath
of Band Aid. when pop star Bob
Geldof, organizer of the 1985 global
charity concert, described the subse-
quent failures in delivering food to
Ethiopian faniine victims as “a per-
version of the act of human generosi-
t." But people working in the field
have been aware for more than a
decade of the countless disasters
wrought by well-intentioned but
unregulated Western-based charities
for whom food aid is a big business.
More and more publications are doc-
umenting the errors of old-fashioned
give-aways,

And the victims are invariably the
recipients: farmers sabotaged by a
sudden oversupply of their crep, peo-
ple who are either dead or out of dan-
ger by the time the food gets to
them, people who are given food
inappropriate to their usual diet or
their medical condition, people who
become trapped in the aid dependen-
cy cycle, unwilling or unable to go
back to growing their own food.

Because the pitfalls and weak-
nesses of food relief have become so
apparent, a new phase in its evolu-
tion has begun: free food for sale.
Instead of the food simply being
given away directly to (most often)
refugees, it is sold at subsidized rates
to middlemen—established small
traders or government agencies—as
a way of maintaining the existing

local economy. The sale of food aid is
not well known, not just because it is
new, but because it is a complex
mechanism in the giant industry of
food relief—and one not easily
explained to a First World public
which wants to save starving chil-
dren.

“Some donor [agencies) don't
accept it,” said the Angolan govern-
ment official who works in the social
welfare department. “U.S. AID used
to be appalled a1 the id=a of selling
food aid. But we [relief personnel]
have to attack the idea that people
are dying of hunger. It's a misconcep-
tion that food is urgently required in
an emergency situation.”

At present, there are only a few
cases of relief food being sold One is
Angola, where the World Food Pro-
gramme has agreed to sales of its
stocks to the Gabela railway line.
The railway company needs the food
for the workers who are building a
rail link from Porto Aboim to Gabela.
The money realized from the sales
will then go into a fund run by the
local peasants’ association. which
will use the money to rehabilitate day
care centers.

“The fact thzt there aren’t shops
doesn't mean that food should be
free,” poiuts out the Angolan govern-
ment o‘ficial. “We have to act as a
substitute for the shops.”

Anather such scheme has been
undertaken in Ethiopia’'s Ogaden
deseri, where the population has
been swelled this vear by the arrival
of some 250,000 refugees from
ne‘ghboring Somalia. The fragilc
live<tock economy of the Ogaden
has bien devastated by the massive
influx, and development officials
were fa~ed with the prospect of both
Ethiopiins and Somalis arriving en
masse a! refugee camps and iood dis-
tributior centers. Save The Children
and the World Food Programme
Jdecided to sell donatsd grain at low
rates to cesert traders in an effort to
maintain the established market pat-
terns of the rural areas.

“Nobody yet has managed to give
out grain successfully,” observes
John Seaman, head of policy develop-
ment at Save The Children in
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Ethiopia. “You give it out to some
people, they end up selling it to oth-
ers and it goes to market that way.
The choice is really not whether you
sell the grain, but who's going to sell
it to whom.”

Malawi provides perhaps the best
illustration of the effects of free food
on the local economy. In 1986,
Mozambican refugees began pour-
ing into this small agricultural
enclave by the hundreds of thou-
sands, fleeing a brutal, guerrilla-style
civil war across the border. Today,
the refugees number 1 million,
packed into camps cheek by jowl
with the national population of 7 mil-
lion. Indeed, in the Nsanje region of
southern Malawi. Mozambicans out-
number Malawians by three to one.

Since the Mozambicans are effec-
tively forbidden to farm in Malawi,
they receive food exclusively from
the relief organizations. The country
has become the World Food Pro-
gramme's biggest recipient in Africa.
which every month brings in 6,000
tons of maize, 300 tons of grourd-
nuts, and more than 900 tons of
beans. (The biweekly ration package
distributed by the Red Cross also
includes sugar. cooking oil, and salt.)

Aid officials working in Malawi
agree that there is less "diver-
sion"—theft—of food relief by gov-
ernment officials or subcontracted
workers than in most other African
countries. What that means is that
there is far more food for the
refugees to sell. Indeed, sales are so
brisk along the roadsides that
Malawi’s business community, com-
posed largely of East Indians, is com-
plaining to the government that
“they have a very strong and illegal
competition,” according to one relief
worker.

Cooking oi! is a particularly sore
point. This is the most popular com-
ponent of the ration package. and the
Malawian cooking oil industry has
seen its market shrink because the
product is being sold widely and
more cheaply by the refugees. In an
attempt to curb the illegal sales, the
WFP has decided to reduce the
amount of oil given to the refugees.

But ultimately, the WFP, an agen-
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“Food aid does more

damage than good.
’l't_:‘destrlqys the rural
f_éoilomy. !f you put
frée maize-on the
market.,. it lowers thie -

| _prii:_e'_for farmers.” )

-

cy of the United Nations, takes the
view that its food is a present and the
refugees are free to do with it what
they wish. Furthermore, according
to the WFP. once the food enters the
country, it becomes the property of
the Malawian government, upon
whom the onus falls to police the ille
gal sales. Only a few sporadic arrests
have been made, however, and the
illegal sales continue.

But if the Malawian government
receives no taxes or customs duties
on the tons and tons of donated food
entering the country, it is benefitting
in other ways. The relief organiza-
tions have brought in vast amounts
of hard currency. Medecins Sans
Frontieres, for example, runs its
biggest operation in Malawi, with an
annual budget of S3 million. Every
major relief organization in the world
is working in some way with the
Mozambican refugees, hiring local
people. donating vehicles, and build-
ing schools and hospitals as they go.

The beneficence of the interna-
tional community toward the
Mozambican refugees in Malawi has
taken some ironic turns. The hard
currency spent by the donor organi-
zations has created an e€conomic
boom for Malawi. The urban shops.
once nearly bare, have blossomed
with South African consumer prod-
ucts ranging from chocolate to elec-
trical appliances.

Another unforeseen Jevelopment
has been the disproportionate pros-
penity of certain groups of refugees,
such as tnose who live in camps
along the Nicheu-Dedza highway.
The stretch of road between these
two small towns constitutes the bor-
der between Malawi and Mozam-
hique. Along it, there are thick clus-

ters of refugees’ huts on the Malaw-
ian side; on the Mozambican side,
there are miles and miles of farms
which the refugees work during the
day. “They sell their produce in
Malawi, so they have a better lifc
than the Malawians,” a relief official
explained.

Indeed, over the long-term, many
of the refugees have better health
and nutrition than the citizens of the
host country. An MSF doctor has
observed that the “hungry sea-
son"—the period between the two
annual harvests—is becoming a
greater hardship for Malawians.
“More and more, we are getting
Malawian children in the intensive
feeding units.”

One of the most noticeabiv health
problems for Mozambicans can be
traced straight back to the food
rations they get when they comc to
Malawi. Even when they arnve, they
tend to have “no grave probleiis.”
the MSF doctor said. But “two
months after their arrival, we havc
noticed that there is severe malnutri-
tion among the children,” said the
MSF doctor. “We suppose it's
because the family sells the rations
to pay for their passage |across the
border].

“Refugee life is sometimes irra-
tional,” she said. “Sometimes these
people have imperatives we don't
understand. No matter how malnour-
ished they are, they still use the food
for other purposes.” The MSF doctor
cited refugees in Sudan who used
their rations of grain and sugar to
brew alcohol.

The subtleties and snafus of fuod
relief, however, are not generally
broadcast in the developed world.
partly because of lack of interest,
partly because the vast majority of
people respond to the same old knec
jerk appeal. “We've all been guilty
because we've all used images of
starving kids to raise money,” admits
the Oxfam official.

“]1 think it's immoral. Black
Africans don't like it because it's
degrading. But it pulls at people's
heartstrings. When we put a starving
kid in the paper, we always get a
good response.” D
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Overview

The World Bank has been supporting structural adjustment
in developing countries since the late 1940s. Iniually, the
supoort ook the form of preparing and financing projects,
especially in the area of infrastructure. By the lae 1970s,
howeve, it had become increasingly clear in many countnes
that corection of inappropriate policies could make a larger
contribuuon to growth than addiuonal investment could.
Thus, wien the second oil shock came, the Bank introduced
adjustment lending, which provided quick-disbursing bal-
ance-of-payments support (0 assist member countnes in
implemenuag a less costly adjustment to extemal shocks.
When commercial lending all but disappeared in the second
half of 1982 .nc die wrgency of and pav-off from reform
increased, the Dank expanded its use of adjustment lending

The volume has three main pans. Pan 1, Adjusiment
Lending Policy and Effects, conlains four chapters that deal
with the Bank's expericace with adjustment lending and the
evaluation of its effectiveness in the medium term. Pan 11,
Macroeconomic Foundations for Sustainable Growth, pre-
sents four chapters that address the long-term objective of
adjustment lending—the restoration of sustainable and equi-
able growth. Part 111, Agenda for Adjustment Lending in
the 1990s, consists of the roundtable discussion, which brings
together 1ssues from Parts | and 11.

PartI. Adjustment Lending Policy and Effects

In chapier 2, “Adjustment Programs and Bank Support:
Rationale and Main Results,” Viuorio Corbo and Stanley
Fischer review the rationale for Bank financial suppon for
adjustment programs. They conclude therr paper with a
summary of the main findings of the First and Second
Reports on Adjustment Lending (RAL-) and RAL-2) (World
Bank 1988 and 1990). Concerning program design and imple-
mentation, the authors disunguish clearly between stabiliza-
tion—defined as both the short-term measures and the struc-
tural reforms needed to sustain stabilization—and structural
reforms aimed at improving the allocation of resources and
achieving equitable growth. This distinction is especially
important in countries experiencing acule Macroeconomic
imbalances (high fiscal deficits, balance-of -payments criscs,

and high open or repressed inflation). In such countnes,
reforms should stant with policy and institutional changes
that address the root causes of the acule macroeconomic
imbalances.

Only after progress has been made 1n reducing inflauon
and the fiscal and balance-of-payments deficits should the
country attempt other structural reforms aimed at improving
the mobilizauon and allocation of resources for sustainable
and equitable growth. The lauer reforms typically address
problems with public sector management, trade and domes-
Lic competition policies, labor markel institutions and regu-
lavons, and policies specific o the agriculture, industn,
encrgy, financial, and social service sectors. The appropriate
sequence of the sectoral reforms depends mainly on coun-
try-specific characterisucs. Hence, there is no escape from
the need for a good evaluauon of the main hmiavons 1o
economic growth in each adjustment lending country

The ulumate success of adjustment depends not only on
geuting the right policies in place but also on gewng poliucal
suppon for the reforms. Poliical suppont is morc likeiy
when the government actively and honesty explains why
the economy has problems and how the adjustment program
will address them, why this option has been chosen. and
how people will ulimately benefit from the reforms. The
explanation phase is especially important in countnes where
many years of crisis and failed reforms have undermined the
credibility of reform effonts. (Chapter 5 elaborates on this
1ssuc.)”

In chapter 3, “World Bank-Supporied Adjusiment Pro-
grams: Country Performance and Effectiveness,” Vitono
Corbo and Patricio Rojas assess the effectiveness of adjust-
ment lending. This evaluation requires a comparison of the
performance of countries receiving adjustment lending with
estimates of how they would have performed without it but
with other conditions the same. Estimation of this
counterfaciual without-adjustment-lending scenano is cen-
tral 10 the assessmenl of the effecuveness of adjustment
lending.

The authors review the main approaches that have been
used in the lilcrature 0 assess the effectiveness of reform
programs. They recommend and usc a vanation of the mod:-
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fied control-group approach. This approach corrects for the
gelf-selection bias that arises because a government's deci-
sion 10 enter into a Bank-supported program depends on its
expectation of beuer performance for the economy. Most
importantly, the approach corrects for the effect of extemal
conditions, terms of trade, and availability of foreign financ-
ing. Analysis with this approach leads o the conclusion that
adjustment lending contributed to faster growth of gross
domestic product (GDP) and higher ratios of exports saving
10 GDP in the lauer 1980s in countries that used adjustment
lending intensively, siarting in 1985 o: earlier. On the other
hand, the ratio of investment 1o GDP decreased on average
for thess countries.

In some quarers it has be=r: claimed that adjustment
programs have negativz effects on the poor. In chapler 4,
“World Bank-Supporied Adjustment Programs and Living
Conditions,” Anne Maasland and Jacques van der Gaagp
assess the effect of Bank-supporned programs on hiving con-
ditions. The authors identify three basic problems that make
this assessment difficuli. First, a counterfactual scenano has
to be created (as was done ia chapier 3). Second, daw on the
living corditions of thz poor are xarce and often unrehable.
Third, in most countries only 2 bi.ef period has elapsed since
the adjustment effont was started, whereas many of the
distribution effects of adjustment programs are not expecied
t0 appear until several years after the program has been pul
in place. Nevertheless, intenim evaluations can be conducted
and are necessary 10 assess the short-term effects of pro-
grams on living conditions.

Mausland and van der Gaag found that living condiuons,
even in the short run, did not appear to have been systemau-
cally related 10 adjustment lending. Furthermore, most long-
run indicators of living condiuons continued 10 improve in
early intensive adjusiment lending (EIAL) counuies. The
exceptions were school enrollment rauos and the share of
public expenditure in the social sectors; the authors ob-
served a reduction in the share of educauon expenditures as
well as a decrease in school enrollment in some EIAL
rountries. This phenomenon could affect not only the distri-
bution effect of the programs but ultimately, through its
impact on the formauon of human capital, the long-run
prospects for growth.

In chapuer 5, “Designing and Implementing Adjustment
Programs,” Steven B. Webb and Karim Shariff review in
detail the expenience with the design and implementauon of
adjustment programs in the last 10 years. They organize the
review according (o policy arca: macroeconomics; govem-
ment finances and administration; trade; the agriculiural,
industrial and financial sectors; public enterpniscs: and the
environment. Macroeconomic issues, for instance, are usu-
slly handled in conjuncion with the IMF, but the World
Bank is including its own condiuonality in thic arca with
increasing frequency. Agriculture, industrial and financial
seclor adjustment programs increasingly call for comple-

mentary reforms of institutions and commercial regulations.
Another pan of the chapter analyzes the way in which the
specification of conditions has affected implementauon. The
chapter concludes with a discussion of how the design and
preseniation of an adjustment program can build the pohu-
cal support that is essential 1o sustaining and maximizing the
supply response. For instance, moving quickly with reform
in the wake of a crisis enhances the probability of poliucal
acceplance, because the discomfon of the cnsis makes people
more willing to try something new. Also, moving quickly
makes the dislocations during adjustmen® more associated in
people’s minds with the pre-adjusument policies that led to
the cnsis.

Part I1. Macroeconomic Foundations for
Sustainable Growth

In chapier 6, “Nominal Anchors, Stabilization and Growth
(Some Thoughts on High-Inflation Economies),” Miguel A
Kiguel and Nissan Liviatan use the recent expenence of
Latin America 10 explore why, in spite of the potenually
high pay-off from successful stabilization, most £*abilizauon
atiempts in that region have faled. They stant ineir analysis
by disunguishing between chronic inflaton countnes and
countnes where the high level of inflauon is a recent phe-
nomenon. They conclude that it is much more difficult
stop chronic inflauon than a sharp inflauon with a shon
history. A chronic-inflation economy develops inflauon-
miugation techniques, which make stabilization postpon-
able in the medium run, and therefore less credible. Thas is
one of the sources of the failures of many stabilization
programs, in addition to the lack of adequate fiscal adjust-
ment. Even in the successful cases, the stabilizauon is
protracted because of lack of credibility about the resolve of
the policy makers o persist with the fiscal effort and the
commitment o the nominal anchor of the program, such as
the exchange rate or Lthe basc-money targel.

Chapler 7, “Economic Adjustment and Investment Per-
formance in Developing Countries: The Expenence of the
1980s,” by Luis Serven and Andrés Solimano, examines the
performance and determinants of investment in developing
countries. Their central observation, bascd on a sample of 78
developing countries, is that the rate of investment increased
10 around 1982, and then ook a sharp drop. This overall
trend, however, conceals some imporant vanalon across
regions. The authors examine analytically and empirically
how adjustment and reform .neasures contributed to coun-
tnes’ investment performance, and in partcular why the
investment response has ofien been slow and weak. They
conclude by pointing out three key reforms that are prereq-
uisites for a vigorous private investment rcsponse:
macroeconomic stability, adequate provision of infrastruc-
ture by the public sector, and sufficient external support for
the reform programs.
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In chapter 8, “Public Policy and Private Saving,” Klaus
Schmidt-Hebbel and Steven B. Webb examine evidence from
a vaniety of studies, including two of their own, on the deter-
minants of private saving. Private saving responds mostly to
endogenous variables of the economic environment, such as
fluctuations and trends of disposable income. Public policy
can therefore induce greater private saving mainly indirecuy,
in the medium and longer term through policies that raise the
growth rate. Reducing the government deficit, although it
may lead (0 a partially offsetting dechine of private saving in
the short run, generally raises total nauonal saving and con-
tributes to macroeconomic stability, which helps restore
growth and private saving in the longer term.

Chapter 9, “Endogenous Growth in Developing Coun-
tries with Government-Induced Distortions,” by William R.
Eacterly, reviews the endogenous growth literature o study
how policies can affect growth. In contrast to the neo-classi-
cal models of growth, the endogenous growth models imply
that removing policy distoruons can raisc a countn 's per-
manent growth rate, as well as increase the base from which
it is growing. Amving at this intuitve resull provides in-
sights into the nature of the growth One growth mode! 15
developed 1n the chapter, and it shows that large reductions
i very high levels of iniual distoruons have a larger pas-off
than either small reducutions in large distoruons or the elimi-
nauon of small distoruons.

Part IIl. Agenda for Adjustment Lending in the
1990s

The round:able discussion of the Agends for Adjustmeni
Lending in the 1990s was led off by Edmar L. Bacha, Gerald
K. Helleiner, and Amold C. Harterger. Their remarks inds-
cate that adjustment lending will continuc as an important
component of the Bank 's assistance strategy for developing
countnes but that it will also necd to be modificd to achicve
is goals. The range of policy problems to address with
structural adjustment continucs to widen as environmental
and social concems come 1o the fore and as the former
socialist countries rebuild their economies. Old problems,
such as macroeconomic instabibity and agricultural siagna-
uon, are increasingly recognized as symptoms of deeper
needs for adjustment. Some of these will be addressed with
adjustmeni lending. others by finding ways to suppon ad-
Justment with more traditonal lending instruments
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New Study Highlights Trends and Issues in
Private Financing for Developing Countries

new publication in the IMF's

World Economic and Financial

Survey senes. Prvate Marker Fi-
nancing for Developmng Countnes, €xani-
mes recent developmente n pnvate
flows to developing countries and
highlights several related 1ssues—the
restoration of access to voluntary mar-
ket financing. the repatnauon of thght
capual. and the commercial bank debt

of low-1ncome countries

Recent Developments

The studv. .prepared by Alessandro
Leipold. Mohamed A El-Enan. A
Chopra. John Clara. Paul Mylonas.
and Louss W Paulv, notee thatn re-
cent vears pnnaipa! rescheduling and
concerted new money foans pove de-
chined 1in ymportance a* ncreased em-
phasis has been placec on compichen-
sive debr relief through market-baced
debi- and debt-service-reduction op-
erations These operauons have plaved
a central role 1n several major pack-
ages, notably  for  Mexico and
Venezucla, and have helped expand
and decpen the secondary market for
developing country bank claine

The authors conclude that compre-
henuve debt-rehef operauonc, m the
context of sustaincd adrustment poh-
cies, have significantly improved per-
ceptions of country transfer and credit
nsk. This improvement. reflected 1n
lower domestic real interest rates, nar-
rower secondany market discounts on
external bank claims, and dechning
yields on foreign bond issues, has been
associated with ssgmificant private cap-
sal inflows from foreign bond and eg-

wity ssues, foreign direct investments.
and repatnation of capital.

Private market claims—that 15, ex-
t¢inal bank loans and bonds—on de-
veloping countnes virtually stagnated
in the 19804 after debt-servicing prob-
lems first surfaced 1n 1982 In 1990 n-
ternational banking acuviny in devel-
oping countnes Was dominated by a
§35 bilhon fall in claims on the 15
most heavilv indebted countries, 1n
large pant attnbutable to comprehen-
gve restructunng packages in Mexice
and Venezuel

The first nine monthe of 1991 saw
onlv two comprehenave debt-restruc-
tunng  agreements negonated  (with
Niger and Uruguavs. two prehimunan
agreementt concluded (with Nigena
and the Philippines). and a number of
other countnes sull negonaung pack-
age« with commeraial banhs

On the basic of these negouations,
the authors 1denufy three current
trends. (1) banks appear more nsistent
upon addressing ainterest arrears prob-
jemt« before negouations on a compre-
hensive debt agreement would begin.
(2 there are some indications of a Jess-
enung of banke’ reluctance to consider
debt-reducuion operations for low-
mcome countrnes, and (3) some coun-
tnes continue to have difficulty nego-
waung comprehensive  restructunng
packages because of high and mount-
ing interest arreans, low intemational
reserves. and limited access to funding
for debt- and debt-service-reduction
operations, as well as. in some cases.
because of records of weak pohey imi-
plementation

Restoration of Access
In contrast to the carly vean of the
debt cnsis. when the refinancing of
pnnapal and concerted new mona
agreements consututed the chuef forme
of financing. the study notes that mos
recent re-entrants to the capial mar-
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kets have mobilized new medium-
and long-term financing through bond
ssues 2nd equity placements. The au-
thors cite, 1n parucular, the expenence
of Chile, Mexico, and Venezucla.
where the implementation of sound
pohcies contnbuted to a sigmificant
change
transfer nsk

in percepions of countn
“The most notable fea-
ture of Mexico's re~entnv.” the study
finds, “hav been the

mediume-termy capual through the -

rasing of

suance of bonds or U.S. and Euro-
pean markets, largelv by pubhic sector
entuties with established international
reputations
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Mexican  borrowers emploved a
range of financial techmques mually,
including collateralizauon, and, more
recently, placed a growing number of
unsecured bond 1ssues on increvangly
better termy In addition, Mexican fi-
nanciers  have  raned  signifizanmt
amounts of caputal through the place-
ment of short-tenn Euro-ceruficates
of deposit and through the overseas
placement of commeraial paper.

Venezuela, by contrast, had an ear-
lier but unsustained re-entny into the
capital markets. In 1988 and 1989, ot
raned approximately $520 mullion by
plazing several sovercign bond 1ssues
Initally enmjoving a narrowing of vield
spreads. Venezuels saw ats secondan
market vields widen dramancally by
mid-1984 and 1t vield on commeraal
bank debt nearly double following
grawing concerns about the countn’s
balance of pavments poation

Buoved by the adopuon of a com-
prehenave economic adjustment pro-
of a dehi-

however,

gram and the prospest

restructunng agreement,

vieldy again narrowed. and in 199+
three private corporationt and a sub-
sidian ot the state-owned petroleun
company  assued  new  secunities
Within severai months, mnal yvields
on these secuniies had been traded
down. with collateralized secunnies
enjoving substanually lower vields

For developing countn borrower,,
regaiming access to nternational caputa!
mariets 1 ofien. the author note, a
maner of “therr abibn to address in-
vestor concerns about the nsk of default
(counterparmy credit msh - and the na
that foreien exchange will not be avail-
able to meet debt-servicing obhigations
{country transfer nsk: ” Al a factor,
the study adde. 1s the extent to which
crediton are confident that they can
trade debt instruments without undue
mmpact on their pnce (hquidin nsk.

The study also notes that while the

financial strength of borrowing entities

or countnes plavs a bavur and critica!
role 1n addresang credit and tramur
nshs, the choice of instrument nonc-
theless complements this process The
authors review several major -
ments, such as bond and eguiny 1wue,
surveying their relative strengthy and
appropnatencss and assesany the effu-
tuveness of “enhancements” of wuch
borrowing instruments as collateraliza-
tion, earhy redempuon and converwvas
options, and hedging techmgues

The authors note tha: bond rwuee,
which provide conunuous mndicaten
of market expectations through th.
secondan marhet, can promoic lower
vielde on future borrowings if periep-
tons of creditworthiness improve O
the other hand. equity or other invra.-
ments, which share na besween bor-
rowers and lendere may vied mon
endunng accens to capnst Gows gl
mav allow thic acces to be mamnian d
and deepened The study aboe fings
conuderable scope tor the broader use
of market-based hediming techmigues

The authory conclude that recen:

re-entrants have benefited from sharp

improvements it both thy volume of

flows and the terme they recened
Their expenence alwo alustrates. the
add. how gquichlyv muarh. sentimients
can change and how un.pertan: an
both perceptions of underlving poliies
"It lenders

View current or pl’(\ﬂrl'\'(l\ ¢ DOh(lr\ d»

and “bandwapon” effects
madequate.” they note. “not onhy wil;
thes fear 2 borrower dejauli. but aho 4
retreat of other lenden. compound:ny
changes in expected retums on poten-
tial new loans

Repatriation of Flight Capital
Capital flight. which beset muany de-
veloping countnes expenencing debe
problems 1 the 1980¢ both reflected
and exacerbated the difficulties thew
countnes faced With the implenienta-
tion of stabihzanon programs. mam
countries hope that expectations about

40
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relauve returns and improvements in
the comparauve attracuvenes of do-
mestc assets will encourage the repa-
tnavon of thht capital

The authors review the problems of
defining capital fhght and gaupng i
extent—problens that haunt anv dis-
cussion of the subject—and wrvey the
policies used to re-establerh conti-
dence. Some of the necewary underly-
g pohcies, the authorn find. are
(1) adjustment pohcies ammed at re-
ducmg financial imbalances and infla-
tion. (2; establichment of efivctive
muarhets for labor, poods. monev, and
foreign exchanpe. (3% structural re-
form, suck as trade hberabzation and
deregulanion  of domesuc  financial
markets: and (4. restructured external
debt that ehiminated porential imvea-
ment diincentives

In addinon to pohcies. however,
the authors find a number of m - ha-
msme that ot used m comuncion with
broad and effecine pobaes, can,
fachtate e

somc CHeumslanees,

repatriauon of capital Thew mdude

aminesties, capatal account hoeraiza-

domesuc instruments, oflshore secun-
ties, and debt conversions.

Commercial Bank Debt

Little sinformation 1s currently available
on the commer-ial bank debt of low-
income countries. the study notes. But
while commercial debt has played a
small and dechining role in these coun-
tries, 1t mav sull represent a significant
poruon of interest due, since these
loans were extended on 2 nonconces-
stanal bass

With a2 vanery of debt-servicing
problems and diffenng access to the
market, the group 18 by no means a
untform one The studv finds 1t more
usefu! 1o discuss three disunct rvpes
within this categon

The first group of countnes. which
includes Bangladesn, Ethiopia. Ghana,
Kenva, Pakistan. and Sn Lanka. has
debt and

rescheduling These  countnes

serviced s avoided
have
mamtained accew to spontancous long-
term credite and short-term trade and
mterhank credits, but they have seen
Jong-terns cdaims fall and shon-term

A second group. which mcludes
Th: Gambia, Madapascar. Malawi.
Senegal. and Toge. has expenenced
temporary diliculies in serviang debt
and has rescheduled  Althouph thew
countrnies have remained current on
their anterest pavments and. 1n some
cases, have pgraduated to nomal
debtor-creditor status. theyv have not
been able to attract spontancous Jong-
term loans.

The third group. compriung Bo-
hivia, Gumea, Guvana, Mozambique.
Sierra Leone. Somalia. Sudun. Tanza-
ma. Viet Nam. Zaire. and Zambaa, hae
rescheduled but fallen into swhseguen:
arrears  The author note that apen
fron a small ncrease i shori-tern:
trade credit. these countnies have not
emoved nmew credit on 3 ner baws

since the mid- 195N ju

Copies of Prran Moo Foose o
velopeig Conntans are avaial, tee UNS2 -
(US$12 00 for ful-tme unnvenes 8
Puriiai o Semcle
Hon 833 Internationa Monv= band
Wadhingion, DO 2033 UNA ;

and wudenn from

von. torcign-currency-denonnnated clanm nse sharph

Debt Conversions, 1986-First Quarter 19911 i
{In millions of U.S. dollars) !
Firs! Quarter 5
1886 1987 1988 1089 1990 1991 '
Argentinz — — 764 1,180 7,038 — :
Braz: 176 336 2.095 942 483 52 i
Chiie 074 1.997 2,927 2,767 1.096 161 |
Costa Rica 7 89 44 124 17 .. '
Ecuadur - 127 261 N 31 42 . :
Honduras — 9 14 47 32 . i
Jamaica - 4 5 16 23 - i
Mexico 413 1,680 1,056° 532 43¢t .. :
Nigeria - —_ 70 304 217 30 !
Phiippines 81 451 931 630 378 118° '
Uruguay — - 104 53 —_ - !
Venezuela — 45 49 544 716 — :
Totat 1,651 4,738 8,320 7,170 10.477 '
H
‘Face value o' Oet' conventel unde’ of.cia' ongoing schemes Figures 0o nOt MClude large-scale one-oF cash buy-baces and debl sxchanges |

2Does not InCude an est'mated $6-3¢ 0!Or reiatec 10 prepayment at a disCount of private-secior ded! since Augus’ 1987 signing of an agreement 10 resiructute 1oreign exShange tiss
coverage trus! furd gec* H
3As of Apnt 3 19 Daia IMF Private Marke' Financing 1oy Devewos-np Count es |
i
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Beyond Syndicated Loans
Sources of Credit for Developing Countries

John D. Shilling, editor

INTRODUCTION

The debt crisis of the 1980s has placed a number of burdens on the highly indebted
developing countries. They have had to adjust to sharply reduced capital inflows, maintain
or reschedule their service payments on existing debt, and cut domestic expenditures on
current consumption “nd investment. This has been a painful process, and the subject of
considerable dispute and debate in debtor and rre4:{or countries alike. Substantial progress
has been made in developing means of coping with the debt burden through rescheduling
of official bilateral and commercial bank debt and through outright debt reduction in some
cases. Debtors have made considerable progress in reforming their own economies and
adapting to changed circumstances. Success on both debt relief and domestic adjustment is
quite varied among countries and far from complete, but the broad outlines of what is
needed and how to go about it are relatively clear. The crisis stage seems to have past, but
it will be a long time before serious and widespread debt problems are behind us.

Major commercial lenders to the developing countries that encountered repayment
problems have not gotten off lightly either. Many have had to shed assets and reduce staff
to meet capital adequacy requirements and to stem losses. They have had to revise and
often seriously curtail their business objectives and refocus their strategies. For many this
has meant reducing or eliminating most their business activities in developing countries and
releasing or reassigning staff with expertise in these areas. Loan Committees and Boards
of Directors have been adamant about opposing new lending to developing countries with
any suspicion of a debt problem. In addition, new business opportunities in Europe and
other domestic markets have attracted more management attention and talent, while more
recent crises in real estate and other sour investments have further sapped the banks’
capacity for expansion. Ii is clear that for the most par, they have little appetite to retrumn to
the sovereign lending of the 1970s and early 1980s.

It has been widely accepted for a year or more that the halcyon days of jumbo
syndicated loans to developing countries are over. Large scale commercial loans for
essentially budget or balance of payments support are now recugnized as inappropriate for
both banks and borrowers. Itis lam. -atable that this realization, so clear to many in the
1970's, arrived so late to the borrowers and lenders themselves. In fact, banks are
exceedingly reluctant to engage any kind of lending to most developing countries with debt
problems. This poses a severe problem to the developing countries themselves.

Taking a group of 46 highly indebted countries that the Bank uses as a reference,
gross capital flows from commercial banks rose from $ 5.0 billion in 1972 10 $ 31.9 billion
in 1978 and a peak of $ 40.7 billion in 1982 before falling sharply to $ 22.5 billion in
1984. Gross flows have averaged only $ 4.7 billion in 1989-91. The situation with net
flows (gross flows less amortization) is even more dramatic, with pet outflows of $ 0.2
billion in the same years. Including interest payments, there has been an even larger pet

] illion! A situation which is anomalous
and totally inconsistent with the medium term development requirements of these countries.
Despite the debt problems on these countries, official sources have managed to sustain or
increase their net flows, which averaged $ 2.4 billion in 1989-91 from bilateral sources and
$ 3.9 billion from the Multilateral Development Banks to this set of countries.

_ Itisclear that developing countries, including the severely indebted countries, are
going to have to generate the vast majority of their own savings to finance their investment
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requirements. While this has always been true, it is all the more so uow, with commercial
banks reluctant to lend, and global demands for capital quite high in relations to expected
savings. Domestic resources are generally most appropriate for developing countries to
finance their investment. But generally, some compleinent of foreign resources is
necessary to make best use of the domestic resources, primarily because foreign capital
represents vital foreign exchange and often brings technical and marketing skills, resources
in critical shortage in many of these countries. A key question is whether these developing
countries can access a sufficient amount of foreign boitowing.

One continuing source of foreign exchange resources has been official lending. But
this is limited, both by the capacity of the various sources of official lending -- bilateral aid
programs, export credit agencies, and the multilateral lending institutions -- to expand their
lending and by the fact that official lending cannot meet all the needs of developing
countries for foreign resources. Official capital flows are critical for public sector
investment projects, supporting adjustment programs, and providing resources for
domestic financial intermedianes under certain circumstances. Official flows are not
particularly weli suited to support all elements of the widely applauded shift to greater
emphasis on the private sector and commercial market forces as the major source of growth
in developing countries. This shift will place more emphasis on expanding international
trade, which will require more trade financing. Increased private sector actvity will require
and should attract more private source project financing. Promuising activities may also
allow debtors to access other financial markets beyond commercial banks -- private
investors, pension funds, bond markets --especially since bonded and privately placed debt
received much better treatment from debtors throughout the debt crisis.

Thus an important question facing severely indebted, and in fact many other,
developing countries, is to what extent they can access private international capital markets
for their very real development needs. In order to get a better understanding of the issues
and possibilities for these countries to obtain resources from a variety of commercial
markets, staff of the Financial Advisory Services unit of the Cofinancing and Financial
Adpvisory Services Vice Presidency undertook several studies of sources of funding
available to developing countries. This volume presents three of these studies, which cover
the major sources of financing that should be available to severely indebted countries in
varying degrees. The studies are not exhaustive, &s it is unlikely any study could be in the
fast changing world of international finance, but they give excellent background and
indicate what potential exists. Some countries have already developed new forms of
access, or a greatly expanded the range of possible sources of financing beyond what is
described. But these countries -- Mexico, Chile, Venezuela -- are an exception and
constitute the vanguard. The basic analysis remains valid.

The first par .r, "The Role and Cost of Short-Term Trade Credit,” by Sudarshan
Gooptu and Richard Brun! addresses the most basic requirernent for external finance --
trade credits. These are typically short term, often self liquidating, and absolutely necessary
for efficient participation in world trade. Very few countries have totally lost access to trade
lines, but some countries pay a high price for maintaining them. Trade credits can be
structured to pose little risks for banks, but may still come at a relatively high cost to
debtors, a trade-off which is discussed in the paper. Because of these features, they are
typically the last forms of credit 10 be cut, and the first to be reestablished. Consequently,

1 Presented to the Symposium on African External Finance in the 1990s, Washington,
DC, September 17-18, 1990 and published in the report of the symposium. This paper
is reprinted here for convenience because it completes the range of financing sources
available to developing countries.
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they offer the first step for a country which has lost its creditworthiness to vegin to
reestablish some credibility in markets. Trade credits are not only important in themselves
to facilitate trede, they are also the basis for rebuilding access to medium term credit. This
paper explains the the various forms of trade crediis, how they are used, and the impacts of
restricted access to trade credits on other economic activity. It focuses particularly on the
Sub-Yahara African context, where the issue of retaining trade credits is most acute, but
reference is also made to broader issues.

The second paper, "Promoting Limited Recourse Project Finance to Developing
Countries,” by Nirmaljit Paul addresses some promising forms of medium term project
financing. As countries establish some basic level of creditworthiness, they can begin to
seek out longer term financing. For most of these severely indebted countries, there is no
appetite for sovereign lending, where the government is responsible for repayment. It was
these same government who defaulted on the bank loans in the 1980s. But often there are
anractive projects in 2 developing country that can attract foreign financing on the basis of
the project's own potential and earnings expectation. Some foreign creditors are willing to
take the "commercial” or “project” risk, but not the "country" or “transfer" risk in these
projects. So they design financing packages that assure their returns are payable in foreign
exchange. There deals are attractive to investment bankers, who are paid a fee for putting
the deal together and who take litde if any capite! risk. They also offer needed capital and
often foreign expertise to developing countries. Project financing offers debtors countries
access to more financing and a way of establishing a better credit standing by maintaining
impeccable payment records on these projects. Often it is the private sector which
maintains the payment, but that also improves the reputation of the country and establishes
that the government is undertaking sound policies that allow the private sector to prosper.
This marker is in constant evolution and the paper offers valuable insights ‘o the structure
and motivations of these operations.

The third paper, "The Reemergence of Developing Countries in the International
Bond Markets," by Marcus J. J. Fedder and Mohua Mukherjee addresses a range of
financing opportunities that open up as countries further enhance their creditworthiness and
tap a wider range of investors. The bond markets offer both a larger variety of instruments
for longer term financing and a deeper pool of funds. But access to this market is much
more restrictive, and investors demand a high level of security. The paper describes the
different national and cross border markets that together constitute the international capital
market. (We are still a long way from a truly unified global market.) It profiles investor
preferences in major markets and the principal characteristics of the instruments. Individual
experiences of countries that have gained access to portions of this market are also
presented as examples These demonstrate that it is possible for countries that have
suffered severe debt problems to work their way back to credibility. This is an important
statement, as it does confirm that successful adjustment programs can have positive results

in paving the way to renewed market access on truly "voluntary" or "spontaneous” terms.

All three of these papers offer practical suggestions about how countries can
improve their access to these various forms of credit. These are indicative and do not
constitute formal advice, which can only be given after careful review of a country's
institutions and objectives. They do provide a valuable overview of what will become the
dominant forms of debt financing for developing countries in the coming years. In many
regards, these forms of financing are more reievant and us.ful for the borrowers than the
syndicated credits of the 1970s. They are directly linked to productive activities and have
readily identified income streams that can be linked to repayment. This is clearly important
for the lender, but also for the borrower, who is more likely to be assured that the funds
ocing borrowed are put to productive use. What is most encouraging is that in the few
montks since the research was completed for these papers, the markets have become more -
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open to a growing number of developing countries that have experienced debt problems
and are working their way out of them. A surprising amount of private capital is again
flowing into a number of Latin American countries. This seems to include both retuming
flight capital and rew funds from other investors. Evidence is still very partial and
anccdotal, but it is accumulating. Staff in CFS continue to monitor these developments and
additional studies will be completed in the future.

John D. Shilling



Voluntary Market Financing

Some Latin American countries are returning to global capital markets. An early assessment

Aﬁa a prolonged and almost total reliance
on debt reschedulings, some Latin American
countries—notably Chile, Mexico, and Vene
guela—have recently begun to attract volun-
tary financing from international capital mar-
kets. This provides them with a wider and
more flexible range of financing instruments
to fund productive activities, given the nar-
row, albeit expanding, domestic capital mar-
kets_ It also signals to agents in other interna-
tional and domestic markets that the risks
associated with investing in these countries
have bzen sharply reduced—a crudal step in
enoouraging other private inflows, such as
foreign direct mvestment anG the repaisiztion
of fligh! capital.

Although the process of market re-entry is
still at an early stage—so far, only three
countries have made significant inroads, and
the numbers involved are quite small com-
pared with the overall size of these mar-
kets—it has nevertheless attracted consider-
able attention. This article draws upon the
recent experience of these countries to pro-
vide an overview of the difficult task of re-
gaining access to voluntary capital market fi-
nancing.

Re-entering the market

International capital markets were a major
source of external financing for developing
countries in the 1570s and early 1980s.
Medium and long-term international bank
credit commitments totaled some $225 billion
in 1976-82. In 1982 alone, such commitments
amounted to $42 billion, writh Latin American

The artice is based om & paper presenied a! the
Awerica Economia sewinar on “Latn Amevica:
Raising Caytal on the Imiernational Volentary
Morkets,” keld m Clxle on June 18-19, 1991. The
peper was subsequently published &1 the IM)®
Working Paper sevies (WP/91/74).

A more deiailed analysis of the Mesican experience
& conigined m “Mexico’s External Debi amd the
Return to Vohuntary Capital Market Financing. "
IMF Working Fepn WP|91/83. Both papers are
avaladic from the exthor.
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borrowers accounting for $23 billion. On the
bond side, developing country msues reached
£27 billion in 197682, with $4 billion of that
in 1982—half of which was accounted for by
Latin American borrowers.

But with the outbreak of the debt crisis in
late 1982, when Mexico, followed by several
other countries, announced its inability to
meet fully scheduled debt servicing, the pic-
ture changed sharply. All sources of volun-
tary private financing to the region, with the
exception of short-term trade facilities, virtu-
ally dried up. As a result, the total amount of
medium- and long-term bank and bond fi-
nancing over 1983-88 dropped to an esti-
mated §7 billion—less than a third of the
amount committed in the first three quarters
of 1982 alone. Almost overnight, “concerted”
financing became the major source of private
external credit for the region.

Since mid-1989, however, a few countries
in Latin America have managed to regain ac-
cess to voluntary sources of private financing.
The process 8o far has been dominated by
borrowers in Mexico and, to a lesser extent,
Chile and Venezuela; some limited operations
have also been undertaken by Argentinian
and Brazilian entities. The return to volun
tary financing has taken the form of interna-
tional bond issues on US and ™::-~pean mar-
kets, attracting primarily metitutional
investor funding and residents’ capital held
abroad. Total bond issuance is estimated at
some §3 billion in the 18-month period to
December 1990. Market data point to stepped
up borrowing in the first half of 1991, with
over § billion being mobilized by Mexican
entities alone.

At the same time, there has been a modest
revival in voluntary bank lending to these
countries, primarily in the form of trade and
project financing and short-term interbank fa-
cilities. Moreover, several Latin American
corporations have recently completed equity
offerings i industrial country markets,
thereby complementing the impact of a grow-
ing number of country funds. These were the
first significant Latin American foreign stock
offerings since the 1960s, reflecting in part a

stepped up effort by some governments to
privatize. Along that line, the $2 billion
Mexican telephone company (TELMEX) is-
sue is reported to be the sixth largest place
ment of shares in the world (nominal val-
ues) to date and the biggest ever for any
Latin American country (see “Accessing
the International Capital Markets™ by
Kumiko Yoshinari in Finance & Development,
September 1991).

However, the large syndicated bank cred-
its, which dominated private flows to devel-
oping coantries in the 1970s and early 1980s
have ot resurfaced. Besides concerns about
the higher rescheduling risk associated with
such lending, this reflects the more difficult fi-
nancial circumstances of banks in several fi-
nancial centers, along with tighter regulatory
requirements in some cases.

Terms on voluntary financing The
renewed availability of voluntary foreign fi-
nancing has teen accompanied by an im-
provement in market terms, as evidenced in
the sharp drop in yields on Mexican and
Venezuelan bonds (see chart). The first unse-
cured voluntary bond issue by a Mexican
public enterprise since 1982 (Bancomext in
June 1989) carriad an initial yield of some 17
percent, implying a spread (or “risk pre-
mium”) of about 820 basis points over US
government bonds. But by the third quarter
of 1990, the weighted average spread for new
Mexican bond issues had declined 10 an esti.
mated 320 basis points. Although it increased
somewhat in the final quarter—reflecting the
general market tightening associated with the
Middle East crisis—the average spread fell
again in the first half of 1991. For example,
the April 199) Bancomext issue carried an
initial yie'd of under 10 pexcent (implying a
spread of only 200 basis points), and a 300
million deutsche mark Mexican central gov-
emment issue in February (used as a “bench-
mark” for tracking other bonds in that mar-
ket) was marketed at an estimated spread of
under 200 basis points over comparable
German government bonds.

But a werd of caution is in order, as these
measures of creditworthiness are affected by
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the changing composition of borrowers and
structures of bond: (particularly, the degree of
aredit enhancements, such as payments guar-
antees). To help correct for this, one can track
the performance of an individual borrower's
debt instrument, albeit at the cost of limiting
the coverage of the analysis. For example, the
yield on the Mexican oil company (PEMEX)
issue fell from 14 percent in mid-1889 to under
10 '/ percent by end-May 1991, the yield on
the Bancomext june 1985 issue dropped from
17 percent 1o around 10 percent. and the yield
on the 1989 Venezuelan (11 !/» percent bench-
mark) bond decreased from 185 percent to
104 percent. These movements reflected a
significant fall in risk premia, which was com-
pounded by lower international interest rates.

Other private external inflows. In re.
cent years, there has also been a resurgence in
nondebt-creating private capital inflows—
such as foreign direct investment and capital
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;S +-~'  repatriation—providing
. ,/, < additional resources to
©. ‘7.t help support comprehen-
S~ A7 sive economic adjustment

.-’ and reform policies. In
7 . Mexico, for example, foreign
direct investment in 1989- 90
Ity was twice the level reached in
;. 1987-88, with the pipeline of
/.7 new investments yet to be dis-
"y bursed growing to over $5 billion.
;- Similar developments were re-
;" corded in Chile and, to a lesser ex-
5 tent, Venezuela.
) f The magnitude of capital repatria-
" tion, however, is more difficult to quan-
tify with any precision, although the ma-
jority of indicators point to a significant
turnaround in the last two years. These in-
clude a recent study by Chartered West LB
that estimates net total inflows of $14.1 bil-
ion for Chile, Mexico, and Venezuela in
1989-90, compared with an estimated outflow
of $4 5 billion for 1937-88—a difference of al-
most $20 billion.

Why re-entry was possible

Implementing sound ecomomic poli.
cies Just as inappropriate economic policies,
together with adverse exogenous develop-
ments, contributed greatly to the emergence
of debt problems, the sustained implementa-
tion of sound macroeconomic and structural
reform programs has done the most 1o restore
access to voluntary financing. While these
programs, which have teen supported by the
IMF and the World Bank, have varied from
country to country, several common elements
can be identified:

e reducing domestic financial imbalances
through improved budgetary performance
and pruden' monetary policies. This involves
reinforcing the fiscal revenue effort, contain-
ing expenditures, and allowing domestic inter-
est rates to reflect fully the cost of compensat-
ing savers for the considerable risk premia in
lending domestically;

e enhancing the supply response of ‘the
economy through appropriate pricing policies,

such as promoting the tradable sector by
mnintaining a competitive exchange rate; and

e improving economic efficiency through
fundamental structural reforms. This includes
liberalizing the trade regime, reforming the
tax system, divesting public sector enter-
prises, liberalizing the financia! sector, im
proving legal and other procedures governing
foreign investment, and deregulating domes.
tic activities.

Comprehensive restructuring of ex-
isting indebledness The expenence of
Latin American ccuntnes in the 1980s sug-
gests that in some cases, the positive effects
from the implementation of sound policies
may not be fully realized due to high nsk
aversion on the part of the pnvate sectcr on
account of existing indebtedness This aver-
sion, which undercuts incentives to undertake
productive investment activities, reflects con-
cerns about expected firancial retumns. given
the uncertainty about the countny’s ability to
meet contractual debt obligations without
further increases in effective taxation. Such
adverse effects can become more pronounced
if, as has been increasingly the case. the pro-
cess of securing concerted new money loans
from banks is subject to protracted negotia-
tions that raise the risk of creditor debtor con-
frontations.

Against this background. Chile. Mexico.
and Venezuela managed to reduce the burden
of their bank debt in recent years througkh
market-based debt and debt-service reduction
operations. Chile cut back its stock of restruc-
turable bank obligations by over 70 percent i
four years (1o some $4 billion) through a serie~
of voluntary market-based conversions, sup
plemented by direct cash buybacks. Mexico
and Venezuela adopted a different approact.
within the framework of the “Brady Initiative”
that involved an agreement with bank cred:
tors on a comprehensive restructuring pack-
age, incorporating debt and debt-service re-
duction options. For Mexico, the 1990 package
resulted in an effective gross bank debt reduc-
tion of around $15 billion, or 31 percent of eli-
gible debt (see “Mexico's Commercial Bank
Financing Package™ by the author in Finance
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& Development, Septemnber 1990).

Venezuela's 1990 Lank agreement involved
an effective gross hank debt reduction of
some $5 billion. This was achieved through a
menu of five options, including a buyback of
debt at a discount of 55 percent and conver-
sions of claims into partially oollateralized
disoount bonds (at 70 percent of face value),
reduced :nterest rate (6 %« percent, fixed) par
bonds, and bonds with below-market, but
gradually increasing, interest rates in the first

million in securities and, in the case of banks,
with a net worth of at Jeast $25 million. There
are about 5000 qualified institutional buy-
ers in the United States—mainly insurance
companies, commercial banks, and money
managers.

These changes have accompanied the
greater use of the American depository re-
ceipts (ADR) program, ‘inder which develop-
ing countries may access equity markets
without meeting the full costs of offerings and

glass manufacturer).

Increased interest amons international in-
vestors in bond issues by re-entering Latin
American entities has led to, and been rein-
forced by, the provision of market-credible
credit ratings, thereby reducing some of the
costs investors face in compiling investment
information. In December 1990, for example.
Mexico received its first credit rating by
Moody's Investors Service—the ceiling rat-
ing for Mexican debt (excluding the debt re-

five ycars.

Reducing market trans-
action costs There has also
been a reduction in the trans-
action oosts for accessing
international capital markets,
largely because of regulatory
changes in industrial country
capital markets and more
widespread market infor-
mation on borrowers’ credit:
worthiness.

Important regulatory changes
have occurred in the US mar-
ket, other countries, such as
Japan, have also taken steps to
facilitate developing country
access to their capital markets.
Before April 1990, the average
costs of meeting US bond reg-
istration and disclosure re-
quirements for first time de-
veloping country issuers were
estimated at roughlv $500,000-
700,000, prompting many is-
suers to go outside the public
market and try the route of pni-
vate placements instead. But
these placements camed costs
of their own, including those
associated with buyers being
required to hold the issues for
at least two years after the ini-
tia] offerning.

With the passage of Regu-
lation S and Rule 144A in April
1990, however, it has become
much easier for developing
countries to tap US investors.
Regulation S has facilitated the
sale of Euro-issues to US citi-
zens by clanifying what ex-
actly constitutes the sale of a

Glossary

American depository receipts US dollar-denominated equity-besed
instruments backed by a trust containing stocks of non-US companies
ADRs may be traded directly among US investors, with clearance and set-
tlement handied by the custodian bank in the United States.

Cash buybacks The repurchase for cash of debt, often at a discount.

Coliateralized bond exchanges These exchanges have tended 10 in-
volve the conversion at a discount (either on the face value or contractual in-
mstnts)dbankbanshmm:~mbmds,t}r;ﬁna’paland/apan
of the interest on which is guaranteed through the use of “risk-free” instru
ments (e.g.. US Treasury zero coupon bonds for principal collateralization)

Concerted bank lending/new money loans. Proportiona! increases
in commercial bank exposure, coordinated by advisory committees negotiat-
ing. on behalf of creditors.

Country funds These funds allow investors in industrial countries to
pool their resources and invest them in specific emerging capital markets

Credit enhancements Attributes of financial instruments that im-
prove the underlying value of these instruments They include collateraliza-
tion (on the basis of existing assets or an expected stream of income), early
redemption possibilines, and preferential treatment in the case of privatiza-
ton

Credit ratings Ratings, issued by established market agencies, the:
seck to measure the degree of credit and trander risks For example.
Moody’s Investor Service assigns ratings of Aaa. Aa, A, and Baa for invest-
ment grade; Ba and B for non-investment grade; and Caa, Ca, C and D for de-
fault grade. In addition, numbers from 1 to 3 are often attached to differens-
ate borrowers within a given grade, with 1 being the highest Semilar
classifications are used by other rating agencies, such as Standard & Poor's.

Credit risk Risk associated with the possibility that the other party to a
finaneial contract (the counterparty) will be unwilling or unabie to fulfill the
terms of the contract This type of risk is to be distinguished from transfer
risk. which arises from the possibility that foreign exchange may not be
available to the counterparty to meet its obligations.

Options The contractual right, but not the obligation, to buy or sell a
specified amount of a given commodity or financial instrument at a fixed
price before ¢ at a designated future date.

Principal rescheduling Formal deferment of principal obligations,
with new maturibes applying to the deferred amounts.

Syndicated bank credit A financial credit mvolving several bank
lenders who are linked through vanious legal clauses governing both the dis-
tribution of payments made by the debtor and the condibons for changing
the terms of the credut.

structuring bonds) was set at
Ba2, just below investment
grade. In July 199), Moody's
upgraded the credit rating
on outstanding Venezuelan
bonds to Bal from Ba3.

Custoraizing financial
instruments. In an envion
ment of stil] significant—albeit
declining—perceptions of cre-
dit and transfer nisks. borrow-
ers must pay panticular anen
tion to customizing their debt
instruments to meet marke: re-
quirements. This becomes par-
ticularly important when there
is a general tightening of ma:-
ket conditions, as occurred tem-
poranly duning 1990

In severai of ther bond 1s-
svzs, some Latin Amencan re-
entrants have attempted to
make the instruments more at-
tractive by providing exphcit
credit enhancements. This has
been done, most ofien, through
collateralization on the basis of
existing assels or an expected
stream of receivables. But other
options have also been used. in-
cluding preferential treatment
in the case of privatization or
early redemption clauses

In addition to the intrinsic
value in relation to the face
value of debt, the attractiveness
to investors of the collateral.
and thus the extent to which 1t
improves market terms. de-
pends on the collateral's loca-
tion, and the costs involved 1n
taking possession and dispos-
ing of it, should the need anse.

Euro-issue in the United States—these issues
involve relatively fewer transaction costs.
Rule 144A has reduced the lass of liquidity as-
sociated with private placements by relaxing
the two-year holding period, provided that the
sale of the financia) instrument is to “qualified
institutional buyers.” Such buyers are defined
as entities managing and owning at least $100
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listings on these markets. Under this pro-
gram, each Amencan depository share traded
in the United States represents a specified
batch of the company’s trading shares in the
local market This route has been used by a
number of Latin American corporate reen-
trants, including Chile's telephone company,
and Mexico's TELMEX and Vitro (a private

Several borrowers have provided collateral in
the form of assets and receivables located. or
generated, outside the country, thereby en.
abling them to address investors' concern
about both aredit and transfer risks.
TELMEX, for example, provided investors
protection in the form of a claim on payments
due from AT&T on account of international



communications. Accordizigly, investors’ ex-
posure to TELMEX credit and Mexican trans-
fer risks was effectively transformed into an
exposure to AT&T credit and US transfer
risks. Other forms of collateralization have in-
cluded bank deposits, electricity payments,
and credit card receivables.

But the use of collateralization also in-
volves actual and potential costs for the bor-
rowing entities. In effect, by pledging existing
assets or future receipts, borrowers may lose
future financial flexibility, as well as lowes the
seniority of creditors with unsecured debt.
Moreover, other re-entrants may find them-
selves similarly having to pay higher bortow-
ing costs, a development that would be of con-
cern to government officials.

Finally, in customizing borrowing instru-
ments, a relatively small number of entities
have also resorted to the wider range of finan-
cial risk management techniques that are now
more feasible thanks to the entities’ improved
editworthiness These include interest rate
and commodity hedging mechanisms, which
allow borrowers to reduce their exposure 1o
price volatility. By limiting their “open posi-
tions™ (contracts not fully offset by futures
transactions or fulfilled by delivery). borrow-

ing entities thus minimize the risk of adverse
price developments being translated into their
internationa! obligations and receipts. Such an
approach may also be used by country au-
thorities, as illustrated in the case of Chile (rel-
atively widespread use of interest rate hedg-
ing) and Mexico (commodity hedging through
the sale of future oil contracts consistent with
the price assumed in the government budget).

The years ahead

The success achieved so far by some Latin
American countries in regaining international

Mohamed A. El-Erian
from Egypt, is @ Dursion
Chuef tn the IMF's Middl
Eastern Department. He
was earber in the
Exchange and Trade
Relations Department. A
graduate of Cambnidge, he
holds a doctorate from
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capital market access, while still limited, is
weloome development. But further progress
wii. depend largely on the sustained imple-
wentation of sound economic and financial
policies. This needs to be supported by contin-
ued efforts to avoid excessive new indebted:
ness and to reduce exposure to adverse devel:
opments in exogenous prices (e.g. throug!.
greater use of market-based risk managernent
techniques). This should be accompanied by a
careful use of collateralization and other credit
enhancements, with an eye to maintaining an
appropriate balance between the immediate
gains of lower borrowing costs and poten-
tially adverse longer-term implications for hig-
uidity management.

Industrial creditor countries can also con-
tribute to the process by helping to expand
the pool of investors that may be tapped by
developing countnes and opening up therr
markets for developing counm goods and
services. With mutually reinforcing actions in
both developing and industnial countnies, enti-
tics with solid finandial prospacts will be in-
creasingly able to complement thewr access tc
domestic sources by taking advantage of the
broader opportunities offered on interna-
tional capital markets



Innovations in Debt Relief:

Creditor countries have increased concessions in granting debt
relicf to reduce the debt burden of indebted countries

Recem moves by the Pans Club have
opened the possibility of reducing the debt
burden of severely indebted low-income coun-
tries through debt cancellatior, and restruc-
turing. In doing so. the Pans Club has ar-
tempted to broaden the approach taker in
September 1988 under *Toronto Terms"
moving to encompass some of the ideas ex-
pressed in a proposa! by then Uk Chancelior
of the Exchequer, John Major. of September
1990, known as “Tninidad Terms "

The Pariz Club 1s the mulnlateral forum
that helps developing countries restructure
their debts to governments and officially
guaranteed export credits Traditionally, the
Paris Club helps indebted nations resolve
temporary international liquidin problers
by restructuring matunties falling due in one
to three year consohidation periods. Interest
on rescheduled debt is usually at concessional
rates for ODA (officia! developmen! assis-
tance) debt and at mark<t rates for non-ODA
debt. Over the past few vears. creditor gov-
ernments have realized that many developing
countnes, especally the severely indebted
low-income nations, face intractable debt
problems that demand a more flexible anc
longerterm approack and that repeated
reschedulings through the capitalization of n-
terest have been a major cause of the increase
in the stock of debt 1n some cases

This prompted Mr. Major's proposal that
the entire stock of debt up to an agreed cut-off
ooint be resouctured. Two thirds would be
canceled under this proposal. and the repay-
ment period for the remainder would be 25
years, with 5-years' grace. For countries fac-
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ing severe cash flow proble.ns, moratorium
interest (interest on restructured debt service
obhgations) could be caprtalized (1., added to
the principal) for five vears and later pay-
ments could be graduated and linked to the
country’s export capacity.

More extensive debt relief for severely -
debdted low-tncome countries was endorsed by
the July 1991 Group of Severn summit in
Londor: and by the Interim Communee and
the Development Commuttee dunng the
Annual Meetings of the MF and the World
Bank at Bangkok in October 199]

In December 1991, the Panis Club intro
duced new terms for two low-income coun-
tres Nicaragua and Benin, and in January
1992 these terms were applied to Bolivia and
Tanzania. At first sight, the new menu of
terms may appear short of the original
Tnmdad Terms proposal The agreements
dealt only with matunties falling due during
15-30 month consolidation periods plus ar-
rears (which accounted for a substantial
portion of Nicaragua's Paris Club debt) Also.
the accords called for a 50 percent re
duction in the net present value of deb,
rather than a uniform cancellation of pnnci-
pal of 66 percent

The agreements, however, also included a
“good will" clause under which the Pans Club
agreed 10 consider further debt rehef after the
exprration of the consohdation penod. and a
commitment to meet at the enc of three to
four years 10 consider the matter of the stock
of debt. At that time. the debtor country
would be expected to have fully implemented
s earher agreements (captured in the

“Agreed Minutes” of the Paris Cluby. made
comparable debt rehe! arrangements with
other creditors. and continued appropniate ar
rangements with the NI

If the remarming stoch were 1o b resus
tured oni no less favorable terms thar the 1m
tial agreements. these terms woulZ ail-w
creditors to partially write of: their debis ir,
stages successive Pani: Clud agreements
dealing with current maturizie: of thre 1o
four vears. followed by a fina! agreement or,
the remaiming debt

Creditors will reschedule ODA loan: on a
long-term basis at concessional interes! rates
{Many creditors have already canceled they
ODA claims on the pooresi countries) For
non-ODA loans, creditors have two main op
tions: (1) wnite off 50 percent of the consoh
dated debt and reschedule the remainder a
market rates. with repasyment over 23 vears.
including a grace peniod of six vears. or
(2) reschedule debt at concessional teres:
rates so as to reduce by 50 percent tn net pre
sent value terms the payments due, with a 23
year repayment period. but without a grace
penod. For those creditor counmmes that ar
currently unabie to grant concessional relie!,
the agreements allow a third option. whick
consolidates debt at market rates. with repay-
ment over 25 vears, including 14-vears grace

In September 1990, the Panis Club intre
duced new terms for lower middlercorae
countnes (see box for details). One fearure of
these accords was to permit voluntary swaps
of debt for local currency obligations. such, as
debt-for-nature swaps. ODA debt can be ¢,
changed without hmit; the swap ceiling jor



The
Paris Club

non-CDA debt 1s normally equal to 10 percent
or $10 milhion, whichever 1& higher These
swap possibilities were incorporated in the
Poland and Egyp! agreements of 199] and
also in the new terms of low-income
countnes

Innovations, in brief

Broadly speaking. {ive major changes have
been intoduced by the Panis Club over the
past few vears to help the low-income coun-
mes’

e Under exceptional circumstances, the
Pans Club will consider canceling or provid:
ing equivalent restructuring of the entire
stock of a country's official debt contracted
before a cut-off date,

o The interest rates on consohdated non-
concessional debt can now be substannally
below market rates.

e Longer repayment penods for resched-
uled nonconcessional debt.

e A menu approach for creditors. under
which they can choose the modaliny of debt
relief; and

e A move toward equalizing burden shar-
ing among creditors so that each creditor's
debt rehef agreement would achieve an
agreed net present value target

The Pans Club s not likely to respond with
restructuring of concessional debt or debt
caricellation for countnes that need debt rehef
only to bridge temporary hiquidity problems
Conventional Paris Club agreements are
likely to continue in those cases.

em—— e

Paris Club's exceptional rescheduling terms

Toronto Terms: October 1988-June 1991

Exgibibity: Countnies designated by the World Bank as “IDA-only” borrowers (ie., ebgible for
concessional assistance from the Internationa! Development Assoqabon) that have very heavy
debt-service obligations, low per capita income, and chronic balance of payments problems tha:
render the country unable to service debts on conventional terms The countnes must have com
prehensive adjustment programs in effect that are supported by IMF upper-credit tranche, or SAF
or ESAF arrrangements. Eligibility is determined on a case-by-case basis

Repayment terms

ODA Debt Non-ODA Debt

Maturity. 25 years Option A: Cance! one thurd of ebgible

Grace 14 years matunibes and reschedule the remainder

Interest. No lugher than with a 14 year matunty including 8 years’
onginal rates grace. Market related moratorium

interest rates

Opton B Same repayment period as for
ODA debt but market-related moratonum
interest rates

Option C- Same repayment terms as Option A
but moratonum tnterest hinuted to
3'2 percentage points below market
rates or 50 percent of the market rates.
whichever 1s the smalier reducton

New: terms for lower middle-income countries: September 1990

Bkt Per capita below $1,195. Countries must also have a hugh proporton of deb: to ofh
cia) geditors and must demonstrate a heavy burden of overall indebtedness Beneficary countnes
must kave comprehensive adjustment programs supported by uppe-credit tranche IMF re-
sources Elgbulity 15 determuned on a case-by case basis

Repayment terms

ODA Deb: Non-ODA Debt

Matunty: 20 years Matunty: 15 years

Grace 10 years (maximum) Grace. 8 years (maximum)
Interest: No hugher than Interest Market-related

ongwnal rates

Suap Arrangements Pans Club eligible debt can be exchanged for local currency obligatons.
such as debt-for-nature and debt-for-equity swaps. Participation on a voluntary basis No hmts
on ODA debt. For non-ODA debt, 10 percent usually of el:igible matunties or $10 mulhor.
whachever 1s hugher

New exceptional terms for lou-income countries: December 1991

Exgprbnity: Same as for Toronto Terms.

Coverage Agreements reschedule arrears and current matunities for 12-18 month periods wath
an understanding that the remaining stock of debt will be considered for debt rehef after a three
to-four year penod

Repavment terms: Graduated repayment schedule.

ODA debt: To be rescheduled. Non-ODA debt: Menu approach.

on a very long-term basis.
Option A: Write-off 50 percent of debt and
reschedule the rem»’ -er at market rates
Maturity; 23-yearr _tuce: 6 years
Market-related moratorium interest rates
Option B: Consolidate at concessional
rates 30 as to reduce by 50 percent in
net present value terms the payments
due. Maturity: 23-years, no grace penod
Consolidate at market rates
Matunty: 25 years, grace 14 years
(Same as Option B on Taronto Terms )

|
Swap arrangements: Same as under the new terms for Jower middle-income countries ’I

Finance & Development  Marck 1942
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Debt Conversion
Is Neither Curse nor Cure

hile some observers hail deb:
conversion as the salvaton of
Lann Amencan debtor coun-

tnes. other experts warn that it 1s a de-
cepuve and dangerous debt-manage-
ment tool. In Debr Converszon in Lanin
Amenca: Panacea or Pandemic?, Mary L.
Wiliamson of the Overseas Develop-
ment (ODC) that

“debt conversion remains an important

Council argues
element of external debt managemen:
in several of the largest Laun Amencan
debtor countries.” She observes, how-
that
debt conversion strateges van consid-

ever, “because Laun Amencan

erably 1n their pohiey content and
macroeconormuc underpinmings. assess-
mente of their coste and benefith mua
be made on 3 countnv-by-countn
basie, 1n 2 way that addrewes diffening
goals and contexts

Wilhamson's essav focuses on the
debt-conversion of four

Laun Amencan countnes—Chile. Ar-

expeniences

genuna. Braznil. and Mexico. The case
of Chile 1 presented in detail. while
the expenences of Argenuna. Brazl.
and Mexico are discussed more bnefh
and are used to dlustrate the divense

roles that debt conversion can play an
reform stratepies
As  highhghted
case study of Chile, large-swale deb
reduction 18 only one posuble prnior-
iy for a debt-converion progan.
Other Brazii
Mexico—have emphauzed more <

i Williamonr's

ountnes—such  as and
lecuve policies that uwe the dert-con-
verson subudy to attract particularh
desirable tvpes of forens: mvestment
The the

and quahin conversons

trade-off between
of deh:

points

debate

studiead.

quanin

Wilhamson out. has sparhed

considerabic in each of the

countnes undersconny  the
inherent hmutations of the debi-con-

venion too!

Lessons from Chile
“Chile was one of the fire countrivs o
imtreduce dei:
schemie 1in thr wake of the 1ys2 dob:

2 forma! converaon

cnss.” Withamson obsenves e lony
prograni  has
converted a large poruon of the cousn-
duot

conversion stocentulh

Ny external According o

Wilhianion. “the countn’s oper: bus:-
nese chmate and permissve debt con-

Chile's Externai Debt Service
1980. 1981 1982 1983 1984 1085 1886 1887 1988 1989

Total debt service 23 32 28
Amortization 14 18 1.2
Interest 08 14 17

Exports’ 60 50 46

Debt service’exports 38 64 63

interest’‘expors 15 28 37

Note FigJures may no' 1013 because O' 1oun0 °§

VExpon hgure 10° 19BY INCIUORS DAYy €XDCTS O' QOOCS A0 13 8 (FEHMUNATY 8513 - @a™e’ 91DO7 IDIA'S COve’ DC™™
QOOCS ANG NORHNANG] BErVICES BNC Myl Qivé & hg™e™ DALe in CAICY'BING INg 08D S4™viCe

{blivon U.S dolars)

22 23 21 20 W7 17 12

09 05 04 04 03 06 03

1.3 1.8 17 16 14 10 069

46 45 45 50 63 83 81

(resoen)

48 51 47 4aC 27 20 15

26 40 38 32 22 12 N
Da:a Det:! Conversion in Lat~ America Fataces or Pance~ ;"
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version norms have fueled an espe-
cially rapid drop 1n the pnvate sector’s
foreign debt and have contnbuted to a
far-reaching pnvatization imtiauve.”

Chile’s imual debt-conversion pro-
gram, much of which sill operates
today, encompasses three formal
mechanisins: Chapters XVIII and XIX
of the Compendium of Foreign Ex-
change Rules, and Arucle e of De-
cree Law 600 (D.L. 600}, the statute
governing foreign investments made
through either equiny purchases or
project loans

Chapter XVIII s open to investon
without regard to nauonaliny, how-
ever, onlv Chilean readents use 1t be-
cause foreignen can obtain special tax
and financial advantages by channehng
conversions through either Chapter
XIX or D.L. 600. i+e Central Bank
allocates  parucipation in Chapter
XVI11l on the basus of a biweekly cen-
tral bank aucuon

Foreign investors making debt-eq-
uiry conversions 1n Chile  usually
channe] funds through Chapter XIX
Central bank regulations governing
this mechamism are flexible and open-
ended. and many of the norms are un-
wntten and developed case by case.
The cruaial advantage to converung
debt under Chapter XIX, as opposed
to Chapter XVIII, according to
Wiliamson, 1s that nvestors can ob-
tain a nght of access to the foreygm ex-
change market to remut future divi-
dends and capial

In reviewing Chapter XIX apphca-
vons, the Central Bank extends pnor-
1y to nvestments that establish new
enterpnses or that will improve the
trade balance by expanding exisung
enterpnises. In addition, policy revi-
sions made 1in 1990 make 1mphen
new-money requirements for foreign
purchases of exssing Chilean assets.

D.L. 600, Chie's general foreign
investment  law, permits  foreign
investors to capnalize existing loans to

Chilean enuties. However, only
3 percent of debt conversions between
1985 and 1989 took this form, perhaps
because the Central Bank preferred
to retatn maximum policymaking dis-
creon by channeling conversions
through Chapter XIX.

Chile pursued an ambitious agenda
through debt conversions, including
foreign bank debt reducuon, pnvatiza-
uon of state-owned enterpnses, and
strengthening of exisuing private finms,
according to Wilhamson. In pursuit of
these objecuves, it rejected alternauve

projects for debt conmvenion-and josa--

fied several controvernial results of the
program on the basis of the program’s
more ymportant objectives.

Debt Reduction From the incepuon
of Chile’s debt-conversion program in
1985, the Government's highest prior-
1y was to cut the natonal debt-service
burden—an urgent sk given the sag-
ping domestic investment rate and the
huge drain that interest and amoruza-
tion pavments were placing on foreipn
exchange eanungs. A permussive regu-
latory  structure expedited approval
and implementation of debt conver-
sions and supported the program’s
debt-reduction goal

The Chuean Government dechined
to maxyrmuze 1ts own financial yield
from debt conversions under Chapter
XIX by forgoing an auction process
(ke that used to allocate Chapter
XVIIl parucipauon) that could have
eamed 1t a greater poruon of the
discount accruing to foreign investors.
According to Willamson, nolhcymak-
ers did not want to divert the focus
of Chapter XIX from promoting debt
conversions to generating  public
revenues.

Although debt reduction was the
immediate goal of the program, 1ts
long-term goal was to return Chile to
the good graces of international
financiers so that voluntary lending

could  resume.  According to

Wilbamson. “the country appears to
be well on its way to rebuiding a solid
credit raung with the international
financial communiry "
Investiment Promotion. Onc bonus to
promoting debt conversion through
Chapter XIX and D.L. 600 was the
incentive 1t gave to foreign direct 1n-
vestment.  Widhamson notes that this
sumulus complemented Chile’s other
efforts 1o attract foreign investment as
a way to generate new foreign ex-
change flows, improve domestic 1in-
vestment rates, gain access to advanced
rechnolopes - and “manapement exper-
use, and encourage expon production
and marke: expansion

While the impact of Cilule’s debt-
conversion program on direct foreign
investment levels cannot be quanufied
precisely, Willlam:on contend: that
“evidence suggests that converions
have accelerated the pace of foreign
mvestment since 1985 " Among other
things, the debt-convemion program
generated a wave of favorabie public-
ity concerming Chile's business chimate
and economuc prospects.  After being
ranked by Instiunonal Investor as one of
the 45 least attracuve global nvest-
ment prospects 1n 1983, Chile rege-
tered the second highest raung 1n
Laui. Amenca and the most improved
score of ary nation 1n 1989
Strengthening Private Sector Finances
Chile’s debt-conversion program has
complemented government effons to
strengthen the domestic pnvate sector
in the wake of the damage wrcugh:
by the debt cnsis. Capitai infusions
from abroad were neceded, but in-
vestors were understandably waiy of
the nvestment chmate 1in Chile
Chapter X1X, however. sparked new
interest by effecuvely subadizing 1n-
vestors' purchases of local equity. And
Chapter XVIII helped lower pnvate
debt and raise overall pnvate nvest-
ment levels, although 1ts specific con-
tnbutions are difficult to document
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because resident investors were not
obligated to declare how they were
using Chapter XVIII funds.
Williamson points out that both the
Chilean Government and the com-
mercial banks placed top pronity on
resolving the private sector debt cnsis.
“The Government's philosophy of re-
‘ying on prvate-sector-led growth
complemented the banks' desire to
consolidate and strengthen their loan
portfolios by eliminating nisky pnivate
sector exposure,” she notes. In addi-
ton, Joan covenants iniually prohib-
1ted prepayment or ccavemion of

public sector debts, thus channecling
carly convenions into

which assisted the Government’s up-
hill struggle against domestic capital
flight and the heavy net capital out-
flow associated with the foreign debt.
The remaining one third of debt re-
duction arrangzd under the 1987 pro-
gram stemmed from an on-lending
scheme and a mechanism whereby
various private sector debts to the
Central Bank could be canceled in ex-
change for contributions of foreign
exchange.

The Argentine conversion pro.ram
incurred the same costs as those iden-
tfied 1in the Chilean case, Willamson
points out, “but in the context of

versions in Brazil parallels the coun-
try’s difficulties in many areas of eco-
nomic management, where political
pressures and destbilizine economc
forces have caused the Gilure of a long
series of reform programs.” Investor
confidence in Brazil has heen dismal.
she says, and 1n such ar atmosphere,
neither a formal nor a free-market-
based approach to debt conversions 1s

bikely to achieve the desuired results.
Convenions  regstered
Brazil's formal mechanism  were
dwarfed by a flow of informal conver-
sions dunng 1987-88. with the result
that the Government's invesunent and
capital

under

remttance

guidehnes did not af-

private debt.

Export Promotion. A
fina] goa! of the debt-
conversion program was
export
which, In tum, was to
provide  Chde  with

promotion,

The Chilean Government and the
commercial banks placed top priority on
resolving the private sector debt crisis.

fect the majonny of
investments made
through debt conver-
sion. The most signif-
1cant contnbution of
the debt conversiont.

hugher foreign exchange

earmungs to finance debt senvice and
imports. Although Chile’s expon
earmings have increased dramaucally
since 1985, Willamson notes that
there are no figures to quantfy how
much of this improvement was pro-
duced by conversion-related invest-
ment. However, she contends, “it is
safe to say that debt convemions have
played a construcave role.”

Argentina’s Experience
Debt—conversion policy has only re-
cently become a leading component
of Argentina's debt-management cf-
forts, according to Wilhamson. Al-
though the country operated a formal
debt-convenion program from 1987
to 1990, the program was subject to
intermuttent revisions and suspensions.
Wilhamson points out that roughly
two thurds of debt conversions under-
taken during this peniod were devoted
to purchases of Argentine equity by
both domesdc and foreign investors,

chronic instabiliey
those costs eventually became unbear-

able.” Purchases of foreign debts for

macrocconomic

conversion exacerbated pressure on
the parallel rate for Argentine cur-
rency, destabibzing the Government's
attempts to manage exchange rates.
Debt conversions were not the pn-
mary culpnt in Argentina's macro-
economic difficulties, Whlliamson ob-
serves. but “managing the program’s
costs within a chaotic econonuc con-
text proved impossible, and the Gov-
emment eventually closed the conver-
sion window to concentrate on
fundamental stabilizatnon and adjust-
ment measures.”

Debt Conversion in B1 -zil
Debt conversions have been uking
place in Brazil since at least 1982, but
no formal program has survived long
in the country’s unstable policy envi-
ronment, Wiliamson says. She con-
nnues that “the history of debt con-

therefore. wac to re-

duce the stock of foreign debt
The high volume of deb: conver-
sions in 1988 provided few long-term
benefits to Brazil beyond its debi-re-
duction impact. At the same ome, 1t
generated high costs Purchases of for-
eign debts for conversion and demand
for foreign exchange to safeguard con-
version-related profits strained Brazil's

foreign exchange reserves to the inut
In addition. the monetary effects of

the debt-conversior program con-
tributed to hypennflanonary pressures.
These concemns and persistent political
cnticism of the subsidies involved led
the Government to cancel 1ts formal
program in January 1989.

Mexico’s Debt Reduction
Mexico's leadership in terms of the
Laun Amencan debt crisic does not
extend to the debt-conversion arena.
according to Wilhamson. Debt con-
versions have not plaved a central role
in any of Mexico's intemational eco-
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nomic policies. However, Mexico's
1985 and 1987 rescheduling agree-
ments with commercial banks created
a legal framework for debt conver-
sions, and two stages of conversions
have ensued.

Mexico's first debt-conversion pro-
gram, which began in 1986, was de-
signed to complement the country’s
carly structura] adjustment efforts.
Through this program, Mexico con-
verted a total of $3.2 billion in com-
mercial bank debt. The program's
inflanonary effects prompted the Gov-
ermment to shut it down, presaging
decisions taken later in Argentina and
Brazil. According to  Williamson,
“Mexico thus provides another exam-
ple of a large economy unable to un-
dertake substanual debt conversions
because us capital market could not
absorb long-term instruments  that
would offset the hquidity generaied by
trading foreign debt for domestc
funds.”.

Conclusions
Wilhamson cencludes that. “not sur-
pnsingly, the success of debt conver-
sion policies in ach'eving the goals a
government has se.ected for them—
and in mumnuaing negauve side ef-
fects—depends on the overall cohe.-
ence and subliy of a nauonal
economuc program.” She points out
that, in Branl. debt conversious have

A winmrv In Chile: the country's open business climate and permissive debt-conversion
norm., nave fueled an especially rapld drop in the private sector's loreign deb!.

produced destabilizing shori-term cap- ertions were required to counteract
ntal fows far more often than addi- the negauve side effects of these pro-
wonal long-term nvestments, al- grams because the economy hat been
though this does not reflect an offcial stable and could be fine-tuned with
policy. She maintains that “Brazii’s available policy instruments

fallure to stabilize 1ts national econ-
omy extends to impotence in stem-

\
Copies of Debi Comveraon 1 Latn
Amenca Panacca or Pandern® may be
obtained from the Overscas Develop-

b p ment Council. 1717 Mawachusett
ments have overseen debt-conversion Avenue, N W, Swite 501, Washing-

programs, involving both formal and ton, D.C 20036
informal transactions. Ouly munor ex- L

mung informal conversions.”
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Time to Forgive Old Soviet Debt

By Gazry Kasrann

AS wAS (0 be eapecied, Lhe disappear:
ance from the world polilical arena of the
Soviet Union has not solved all the prob
lems engendered by the existence of thus
monster-state Tume, first and foremost. is
required (o overcanie the chaos Inevitably
anung from 1w disintegration of an em
pare sullering from a fatdl disease

The muiti-stage reform process wili be
protracied. although certain corstilutional
reforms should come as Quickly as pass:
ble But in principle. it can already be con
fdenUy asseried that the new Ruisian
feadership wli shult whe state juggernaui,
which duning the years of Mikhail Gorbe
cher's peresiroka merely imilated move
ment Unfortunately. the Western medi?
which were 30 respunsive lo the promises
and plans of Lhe [ast general secretan . are
reacting very cautiously 1o the struttural
Loansfuriviations carned out by the demic
crauically elected president of Russis
Bons Yeltsin. and the radically inchned
eConROMIsts in S government

1t ks not difficult to understand the disit
fusionment of those wha, after falling vic-
um 1o Gorbomania. 6o nul wish any fur
ther lo assoctate thesr political or journal
tsuc careers with the nes Russian leadet
But U pessimism openly expressed in the
Western press also creates a distnrted pic
ture of events~just as the excessive opis
mum that everywhere accompanied Mr
Gorbaches once dic

The pnice of Mr Gorbachev's legacy s
well knowr,, and therefore, at the very
feast, 11 13 unreasonabie to demand of
Bons Yeltsin and the other CIS presudents
w immediate miracle

Hardly a False Alarm

It does no harm. to review what hap
pened In the tormer USSR lasi year Ru
mors aboul an umminent military coup
caysed panic both within the USSR and
abroad, and athough In the end pothing
happened. the alarm was hardly {alse
Consider the facts of last summer. The
central government was trying fo inflame
he (er—iorial dispute beiween Russia and
the Ukratne. Mr Gorbachev conveneo a
meeling of generals. Russian Vice Presi
dent Alexander Rutskol was fiercely at
tacking President Yeltsins government
wilh appeals to mulitary-indusinal instity
uons, socalied " pro-state deniocrals
were preparing demnonstrations in support
of maintaining the Soviel Lnir.

1t is aiso not hard 10 imagine what the
reaction of the Wes! would hai2 been to
the creation of a new ""State Emergency
Committee” with a human tace The Gor
bachev-Rutskot axis, supporied by the au
thority of other “democrals,” would have
satisiied the West s need for “Stabthty * It
was Mr. Yeltsin's decisive action - conclud
Ing the agreement about the CIS or Dec ¢
1981, and funally fimishsng of! the schemng
uTperial center-that saved us from um
pending catastrophe

But Mr Yeltsin s finding 11 much
hardet to carry out economic reforms AR
understanding of (his requires 3 precise
analysis of the balance of power

The tanks thal appeared (n the early
morning of Aug 19 on the streets of Mos
cow provoked almost unammous hostility
trom ali ol society—the people did not
want (o return to slavery, while the state
machinery basically regarded the path to
capitalism as the surest means of becom
ing rich 1The rapid downfall of Mr Gorba
chey has the same underlying cause—hav
Ing outmaneuvered hiniself, the archilect
of perestroika (urned oul to be not required
by anyohe-within his own country. of
course - and was forced to leave the polit-
cal stage. 1 But us s00n as the implementa
1o 0f global econOMIC programs begins,
unanitily disappears and Lhe balance of
forces changes sharply

Whereas pioductive forces in society
and rapidly growing private business need
the conslitutional secunng of the right of
private ownership, state organs are aiming
to prolong the period cf economic confu
sich Weat the officials want 1s perfectly
obvious ~10 exploit their current posiion
for a smooth transition to newly formed
pnisate structures of simply lo guaraniee
their future The pumerous criticisms of
the team of the Russian vice premies. Ye

ment But the main trump card in the gov-
ernment’s struggle wilh antl relormers
may be the fureigndebt problem

The mention of this problem may 1a §t-
sell raise in many a skeptical smile. Paral-
lels with Latin America are quite inappro
priate here  The dedt of Russia and the
other states has not yel reached the point
whete even repay'ng the interest becomes
an intolerable financual burden Indeed,
even 1o give an exact evajuation of the
debt habilities of the former Soviel Union
is extremely difficull The information
Ziven by differer! authoritative sources
varies In the fantastic range of §55 billion
10 850 billion

Whatever the overall sum of foreygn
debi. one Lhing &s clear. Debl relief and 10
some extent debt forgiveness are the most
effective way 1o= Lhe West to influence de
velopment of events in the CIS 111s highly
unlikely tha! debt relwe! or even debl for:
giveness for Russia, as the principal suc-
cessor of the Soviet Union s financial obh
gations, would be & 3erious blow 10 the
world credil system

Pecall that President Bush's decision to
write off Egypt's §7 billion debl at the ime
of Lhe Gul! War was accepted caimly The
agreement of Hosni Mubarak to pariicy
pate 1n the anti-lrag coalition was deemed
a suflicient pulitical argument By (his

The West gave billons to save Gorbachev from “1em-
ble conservarsves.” The foreign debt 15 6 debs with which
rone o] the new leaders has any connection.

gor Gaidar. nghtly indicate the n2ed for 8
rapid bepinning of the privalization pro
gran. But for some reason these cnt
cisms ignore obstacles this government
faces. for exampie (he powerful oppusition
by the state apparatus to constitulional
amendments by the Russian Parliament

The 30 called patriotic forces 1n Russia
hope 10 exploit this spiit This red-brown
codlition thett-feaners and helrs (o lascists +
nevertheless tniends 1o keep lgrology (0 &
minymumm Most probably we will be deal
1ng with 83 ultra nght nationalislic party.,
lke that of Jean-Marie Le Pen in
France

Today. Mr Yeltsin faces an exception
ally complex situation In making deci
sions he must take Into account the grow
ng (rrstation of the populatior.. the dissat
Istaction of Lhe private sector. the pres
sure ol the state apparatus. the sinister
shaduw o! the red browns

The West can have a serious Influence
on whal hzppens {t must develup a pro
gram of cooperation wilh the Russian gov-
ernment that would allow M: Yeitsin to
create 2 long-term base of supprt for his
reform program For example. the stan of
Russian Amencar nulitary cooperation. or
the investment of high technvlogy Western
ftrms 1h deriitarized enterprises. would
force the military Indusirial institytions to
forr. a codlilion with the Russiah guvern

lognc. 1t would be Interesting to see what
wetght would be given to ihe neutralliation
of 30.000 nuclear warheads Duf the main
argument in favor of dedbt rehel 18 at 1t
would pave the way to the New World Or-
der—an order 1n which. In contrast 1o the
past's Realpulink, morals and politics
cense Lo be incompatible

Let us Imagine for an instant that the
Castro regime In Cuba should fall-an
event likely to occur this year Without
doubl, the new Cuban government would
refuse (o pay Fide] Castro's debts 1o Mas
cow. 11 would be tmpassible 10 dispute the
logic of this decision—after all, the money
poured into the communist regime 1o Cuba
by the Kremlin has in the end broughi end-
Jess repression and povariy lo the Cubar
people Now el us remember the last two
years of Mr Gorbachev's rule, when the
Soviel loregn dedl made & truly coamic
feap These were years when Lhe republics
grew in power

To make communism sironger, using
Wrstermn credii —this was Mr. Gorbachev's
ultimate goal What we encountered In ths
cass was not the dismal traditi'a of Keal
politik, by which the West offered credit lo
totalilarian regunes. but a conscious pref
erence of the imiperial conimunist center to
rapidly siengihening democratic forces
The West was frady to pive billions to save
M1 Gortaches froni the ““{ernbir conser

vatives ** All attempts by prominent ofh
clals of Lhe demacratic movement lv ap
peal for common sense (ere we ghould
meniion Andrel Sakharos « encountered a
dense wall of incomprehension, and even
hostiliy

The outcome 15 well known Commu
alsm 18 Russia has been overt “wn. and
the victors have inherited no. valy 8 bro
ken economy and interethnic enmily. but
250 an enormous futelgn debl 11 1s a deb!
with which nohe of the new jeaders has
any connection. 8 debl that was used for
it Is pot knoun what purposes, but most
probably fot the struggle against then
selves. And it 15 a debt that mow has (¢
be paid at the expense of the good of the
economy

Among Mr. Gorbachev's creditory o
special place 18 occupied by Gerinary
Germany granted the former Saviel U'niin
ihe greater pan of its Western credit
whether it was $30 billion or $40 bithon But
1n conirast to Its Weslern pariners shees
sentially paid for their own fear and lard
ol vision, Germaay lent money for a cot
crele purpose: German umificatior.

Paying for Reunification

The dreamn of the German people. whict,
had seemed unrealizable, became a realits
in literally a few months. and ofe Car ut
dersiand the determuination of Chancels.r
Helmut Kohl not 1o spare means for
achieving the cacred goal In the eyes of
Mr Kohl. the removal ol Soviel lrue
from Lhe terntory of East Germany was «
big enough prize to allow hum 1o chose his
eyes (0 Lhe use of Lhe Sovie: army agatrs’
peacelul denuonstrators And the price pai
for this ““very nice piece of real estals
was much lower than its real worih

Why then loda). after being ravaged by
communists. should Russia esserntialiy pey
for the reunificatiun of Germany™

Western diplomats are now facing cer
wln difhiculues 1n establishing working re
lations with the states of the CIS Thiz 13
Bt SUrprising. since radical rhanges on
the geopolitical map demand new concep
tions and. mast imporiantly, an unequirvg
cal rejection of stereotypes It will be re
membered how tense and uncomliortable
Preswdent Bush was over the weekend witr
President Yeltsin Alter all. ever. mention
ing Mr. Yeltsin s name in the cornidors of
the White House was until recently consid
ered bad form Mr Bushs pragmatism
nevertheless played a positive ™ie

Let us hope Lhat this appruach reflects
the readiness of the Wes! tu ofler Russia a
pew and balanced cooperation prograin

ration, which 1n the New World Or
der should gradually become union. I$ nec
essary $o that togelher we can meel (he
challenges ahead wth confdence

Mr. Kasparov, Ihe world chess chamn
pon and head of IAc Moscou fegue
branch of tAe Dicmocranic Party of Russin,
15 a cortnbuling editor of the Jowrnu!
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R eforming Prices

The Experience of China,
Hungary, and Poland

SUMMARY

i, This paper reviews the experience of price reform in China, as well
as selected East European countries. Price reform is an essentiel element of
any program that seeks to uchieve sustained and rapid economic growth in China
via improvements in factor productivity. The need for price reform is made
particularly urgent by the increase in the share of price subsidies in the
government budget and its implications for development expenditure and macro-
economic stability in a context of relatively inelastic fiscal revenue.

1i. For price liberalization to generate sustainable growth, reform must
occur within a framework that takes account of the interdependencirs between
the real sector and financial and institutional elements of the economy.
Reforms to the price system must thus be supported by a host of accompanying
actions that, taken together, will enable the successful restructuring of the
economy and allow the associated productivity gains. The evidenc: from the
reform experience, in China and elsewhere, suggest that price reform must be
part of a larger reform strategy that recognizes the importance of macrostabi-
lity, coordinates reforms along a broad front to facilitate restructuring, and
moves at a fairly brisk pace so as to minimize transitional costs.

i1, The experience of Eastern Zurope suggests that cycles of progres-
sively more severe macro-instability can significantly reduce the degrees of
freedom available to the authorities, undermine gradual reform attempts and
substantially raise the costs of the eventual adjustment. For example,
repested cxperiences of inflation can lead to the buildup of inertial elements
in the system and cause a fundamental alteration of the expectations of agents
which makes reforms harder to accomplish. Subjecting an economy to extended
periods of uncertainty about the ultimate objective and strategy or rzforms is
also harmful to the development of entrepreneuriasl skills and, especially, the
growth of private foreign investment.

iv. It is critical to strive after macroeconomic btlance over the medium
term to prevent inflationary pressure from undermining the zeform. Policy
makers in China have demonstrated that, when the need for monetary discipline
is most necessary, they can successfully fashion a national consensus to con-
trol inflation. A similar understanding of the need for fiscal and monetary
restraint must underpin any program of economic reforms.

v. As China proceeds with price reform, complementary pricing actions
will be required in a number of aress so as to maximize the allocative gains.
These include:

(a) the hardening of budget constraints on state enterprises;

(b) measures to facilitate the exit of inefficient enterprises
especially housing reforms and the creation of a social safety net
to minimize the costs of transitional unemployment ;

(c) the effective use of a tax-based incomes policy to moderate wage
demands; and
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- viii -

(d) the retionalizing of tax system.

vi. Consistent with prcgress on other fronts, the eventual goal of price
reform should be to achieve full price liberalization since partial measures
are likely to preserve inefficient producers who must then be supported with
subsidies. Since such subsidies quickly attract new claimants, the attempt
should be to provide an even playing field for all {ndustries: the market.

vii. Side by side with the libcralization of domestic prices exchange
rate adiustment and reform of the trade regime allows for a closer link
between domestic relative prices and international relative prices. China has
already taken steps to unify the exchange rate and promote trade. Over time,
current restrictions or trade (quotas, licenees and tariffs) should be
reploced by a relatively low and uniform tariff. Industries which have good
medium-term prospecte for being competitive but cannot survive behind a low
uniform tariff in the short term could be provided additional time-bound tar-

iff protection.



"Interest Rate Liberalization: Some Lessons from Africa"

Prepared by Bart Turtelboom, Africa Department, International Monetary Fund
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December 1991
Summary

This paper reviews the experience of The Gambia, Ghana, Kenya, Malawi,
and Nigeria in liberalizing interest rates. Since the mid-1980s these
countries have put in place programs for structural reform of their
financial sectors. Substantial progress has been made in developing market:
oriented instruments of monetary control and in strengthening prudential
bank supervision. Financial liberalization, however, has only partially
affected the level and variability of interest rates. Lending rates were
affected least, while deposit rates moved downward in some cases after the
liberalization, leading to an increase in the spread between lending and
deposit rates.

An analysis of the experience of these five countries shows that macro.
economic and tinancial instability, oligopolistic financial markets, the
absence of well-developed bond and equity markets, the sequencing of the
financial liberalization programs, and asymmetric information available to
lenders and borrowers contribuced to this behavior of interest rates.

Macroeconomic instability at the end of the 1970s and the first half
of the 1980s rendered a large part of the commercial banks' assets non-
performing and required precautionary reserves to make up for loan losses.
Moreover, it led to the breakdown of the market for long-term credit and
deposits. The problem of nonperforming assets induced banks to widen the
spread between deposit and lending rates to generate profits. They did
not, however, increase the lending rates, for several reasons. First, an
increase in the lending rates would deter well-established borrowers. 1In
that case, banks would have had to attract new borrowers, whose credit-
worthiness was virtually unknown. Second, despite an official policy of
interest rate liberalization, there was often implicit government pressure
not to raise lending rates since this would increase the cost of financing
government deficits.

Moreover, the absence of well-developed bond and equity markets gives
the banking sector a monopoly in attracting deposits. Under the system of
administered interest rates and credit ceilings, the absence of profitable
investment opportunities led to excess liquidity in the banking sector,
thereby reducing the need for deposits. _

The sequencing of the financial liberalization programs and the
oligopolistic structure of the banking sector contributed to this evolution
of interest rates. Except for Kenya, interest rates were liberalized early
in the financial liberalization programs to send a strong signal about the
government's commitment to the creation of a market-based financial system.
Indirect monetary instruments were developed at the same time, and the
governments were implementing a stronger rcgulatory framework for the
financial sector. Until this became fully effeciive, interest rates were
not completely determined by (competitive) market forces.



"Successful Rural Finance Institutions"

World Bank Discussion Paper 150 by Jacob Yaron, 1992

EXECUTIVE SUMMARY

This paper reviews the overall performance of four rural finance lnstitutions (RFis)
operating in three developing countries: the Badan Kredit Kecamatan (BKK) and the Bank
Rakyat Indonesia Unit Desa (BUD) In indonesia, the Bank for Agriculture and Agricultural
Coopsaratives (BAAC) In Thalland, and Grameen Bank (GB) In Bangladesh. These RFis have bean
included in the study because they are among the fow public rural - ..:anclal Institutions which
are widely percelved to be successful. The fact that the performance of many RFis which
have been sponsored by state and International donors has often falien short of thelr
stated goals necessitate an analysis of the causes of the few cases of RFI success.

RFis have freguently falled In the past; the necessity of continued subsidization
drained budgets and deprived other sectors of the economy of funds. In general, RFis have
f«t mobllized savings effectively. They have been characterized by poor financial reporting,
a lack of or Inadequate provisions for bad debts, and iegal cellings on interest rates. To
keep transaction costs and risk per dollar lent down, RFis often gave preferance to large
farmers who took out large loans and benefitted from concessional on-lending Interest
rates.

This paper defines two prime criteria for RFi success: (i) self-sustainabliity and (i)
the level of outreach achleved with the tarqeted population. Financial self-sustainabliity of
an RFl is achleved when the return on equity, riet of any subs:dy recelvad, equals or exceeds
the opportunity cost of funds. Many RFis have long bean sustained by various types of
implicit or explicit subsidies to ensure continued operations. To eliminate subsidy
dependence, an RFI needs to have positive on-landing interest rates that cover costs,
adequate deposit interest rates, a high rate of loan collactions {in itself a popular criterion
for judging an RFl's success), and raasonably low administrative costs.

Outreach can be maasured by (I) the value and number of loans extended, (il) the
value and number of savings accountsg, (ill) the typas of financial services offered by the
RFi, (Iv) the number of branches and village post/units, (v) the percentags of total rural
population served, (vl) the real annua! growth of RFl assets over recent yearag, and (vl)
womens' participation. The growth rate of an RFi‘'s assots might, undar given conditions, aiso
sorve as a crude proxy to new clients’ access to the financlal services. The RFis surveyed
can be dividad Into two groups: those that served the very peor (BKK and GB with average
outstanding loans of less than $100) and those that served lower- to middle-income farmers
(BAAC and BUD with avarage outstanding loans of $300 to $5¢0). The ralatively large gap
between these two groups Is crucial to understanding much of the difference In the deilvery
mochanism and prccedures applied. Firthermors, low loan and deposit sizes Increase
significantly the RFI's administrative rost per dollar lent and doliar saved and thus reduce
self-gustainabllity wher on-lendin; rates are not adjusted to compensate for the additional
sdministrative cost and risk involved. This also suggosts that an RFi's financlal performance
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should be evaluated in the context of the clientele served, for which the typical ioan size
and loan characteristics may serve as proxies.

FINANCIA!. POLICIES

All four RFis reviewed have charged positive rea! interest rates, yet they were below
those of informal credit markets. Some of the RFis would l.ave had to increase the rates or
reduce their lending volume If their access to cheap sources of funds had been eliminated.
All four institutions have also provided savings services, though with varying degrees of
success. Doposit rates have besn positive for BUD and BAAC, with the average vaiue of
deposits significantly higher than those of BKK and GB. The RFis have used various financia!
incentives such as obligatory savings, interest rebates for timely repayment, and a gradual
increase In borrowing eligibllity upon timely loan repayment (used by all of the RFis reviewed)
to introduce financia! discipline among Inexperienced first-time smali~scaie borrowers, and
to rgduca the finencial risk to the RFis. The use of strict coliateral requirements Is
frequently not compatible with the goal of extending smali-scale loans to the poor or to low-
to-middie-incoms cliants, 8 most of the RFis studied have used various alternative methods.
Some have used character references, whiie others have used joint liabliity.

DELIVERY MECHANISMS

Two common problems In developing dellvery mechaniams are () how to ensure
sfficiant and rolatively low~cost operations and (ll) how to guarantee sound geiection of
ioan applicants snd ensure adsgiiate ioan ccliection so that the RFI can continue to operate
without constant rellance on state or donor funds.

All of the RFis reviewar, uniike the majority of RFis, have been efficlent in processing
loans, though they have applied different procedures taliored to their rifferent clients. in
general, ioan applications have been processed rapidly. The repaym: "t patterns have been
very “laxible In the two indonasian institutions, 8o as to adjust the ioan repayments to the
wide varisty of activities financad and thelr typical cash fiow patterns. Given the small loan
amounts, fiexible repayment terms and the dellvery mechaniams taliored to client needs, some
RFis have offered flexible delivery mechanisms similar to those provided by moneylenders.

Ail RF's have made use of some soclal or peer group pressur-e techniques. Some have
used amall s6lf-halp groups, and others have used the establishod village ieadership or local
officlals to ensure (i) appropriate borrower selection and (ii) on-time repayments —- two
areas in which the problem of asymmstric information puts the formal RFi at a IJistinct
disadvantage compared to the informal monsylander. iIn indonesia, the village hr.ad often
helps to determine the creditworthiness of potential borrowers in the community, in this way
resolving one of the longstanding difficulties faced by RAFis. With group lending, the small
size of the group and Its socloeconomic homogenelty have drastically reduced the emergence
of “tree riders.”
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The four RFis have applied very different procedures regarding loan repayment. All
the RFis studied have developed components of ‘moblie hanking” as a maans of providing low
cost savings and lending services to iow income clients, theraby markadly reducing
transaction costs for the RFis and their clients. All Your RFis have used staff incentive
programs (including orofit redistribution and promotions linked o koan colioction and deposit
mobllization) that tied employea bonuses (0 quantifisble performance criteria, thereby
achleving Increased accountabliity, a high degree of ataff motivation and enhanced
performance.

EVALUATING THE RFis’ SELF-SUSTAINABILITY AND OUTREACH

All four RFis have presented profits, but these figures do not adequately account
for subsidies received by the RFis, and the use of profits as the sole criterion for success
neglects the outreach dimension of rural credit. The Subsidy Dependence Index (SDI)
developed in this paper measures explicit and implicit subsidies (Including the imputed cost
of the RFI's net worth) as a percentage of the RFl's loan portfclio times the average on-
lending Interest rate. The resulting SDI ylsids the percentage increase required In the RF!
average on-lending interest rate in a glven year to compensate for the elimination of
subsidies (l.e. to equate the return on equity, net of any subsidy recelved, with the
oppc-iunity cost of funds). The four RFis reviewed differed to a great dogree in thelr leve!
of subsidy dependencs: ons RFi had attained compiete subsidy independance, two gre
moderately subsidy dependent, and one has a high degree of subsidy deperdence.

The data indicate a significant leve! of outreach as msasured by the volume of the
outstanding loan portfolio arid savings, the number of loan accounts and savings deposits
and the fact that the four RFis had a positive real annual growth rate over the last three
years. The target clientele ie defined through the stated objectives of each RFI. Only BAAC
has devotea funds exclusively to agricultural producers, while the other thres institutions
have financed rural income-generating activities, with a concentration on non=farm
Operations. GB has even incorporated social programs into Its lending actlvitieas. The RFis
have differed widely with respect to some indications of the outreach ievel including the levei
of centralization of loan soproval, the average workioad of a staff member and the average
loan slze. The most recently established RFis (BUD and GB) have had significantly higher
annual growth rates. A high correlation exists between RFis with smallar loan size and high
leveis of women's participation due to the fact that women have lmited access to other
sources of material and human resources.

SMILARITIES AMONG RFIS REVIEWED

The four programs have many features in common. All four RFis have applied positive
interest rates. These Interest rates compared favorably to the informal interest rates. This
data confirms findings In several earlier research studios showing that It is the access to
credit and not the Siivsidy embodied in the negative interest rates that has been so
important for the ultimate borrcwers. All four RFis have offered some savings services. The



success of the four RFis in loan collection is very ikely the prime factor that distinguishes
them from the majority of traditional, poorly performing, supply-ied credit programs. The high
coliection performance Is due in large measure to the fact that all have used financial
incentives to encourage prompt repayment and have been able to disburse funds efficlently
and rapldly, but thay differ in the structure of their loan approval process. Some have used
a centralized procedure and some a more decentralized process, but all have used some kind
of peer group mechanism or the local officials or village haads in selecting and approving
porrowers, and all emphasized staff training and incentives. The types of loan security
accepted have gone beyond traditional forms, often rasembling those used in informal credit
markets.

DIFFERENCES AMONG RFIS REVIEWED

Notable differsnces among the RFis exist. The four RFis reviewed can be classified
In two distinct groups based on average loan and deposit size, and also with respect to the
targeted clientele. Hence the level of outreach achieved has differed among RFis, as has
the leve! of womens’ participation. The RFis also have differed significantly with respect to
savings mobllization. The RFis that lend to the very poor have inciuded an obligatory savings
program as part of their lending activities in order to Introduce first-time, vey smail-scale
borrowers to other types of financlal services and In order to reduce the default risk. One
RFI that serves a slightly wealthler clientele has been able to increase savings to an amount
greatar than that of the loan outstanding. This finding Is of cruclal importance as it might
suggest that, for this type of cliantele, () demand for savings has often been overiooked
by traditional supply-ied credit institutions and (ll) financial assistance extended by the
state or donor could, and possibly should, be limitad to the poriod required for the value of
savings to match the outstandlig bankable loan portfolio. Although the RFis have used
soclal mechanisms for loan approval, the types of soclal mechanisms usec differed.

The data indicate an extremely wide range of RFl performance In terms of
administrative costs measured against tho RFI's outstanding loan portfolio. in general, RFis
designed to benefit rural poor or small farmer populations are notorious for their high
aoministrative costs per dollar ient, which are frequantly a deterrent for commercially-
oriented financial Intermediaries. The programs which targetted the lower strata of the rural
poor have been heavily invoived In intensive training, frequent repayment of small ioans and
handiing of small deposit accounts, and are likely to incur significantly higher administrative
costs per dollar lent or per dollar saved. The stage of growth of an RF| (new versus mature
branches) and the rates at which cost per dollar lent and cost per dollar saved decline as
a typicel branch matures, are important determinants affecting this financial ratio.
Additionally, RFis which target the poor have often had greater access to concessionsl funds
from the government or donor agencies and thus financlal costs have constituted a lower
percentage of total costs than have adminigtrative costs. For those RFis with larger loan
sizes, but less access to concessional funds, the opposite has been true.

7
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The factors exogenous to RFI policy which have influenced the auccess of the RFis
include the fact that all four institutions reviewed have operated under stuole economic
conditions, in countries with annual inflation rates of under ten percent, which has reduced
uncertainty and risk. The liberalization of the financial markets has aliowed adequate pricing
of RFi operations in indonesla and has encouraged BAAC In Thalland to doecrease Its subsidy

dependerice gradually.
REPLICABILITY

Any attempt to replicate and technically imitate the mode of operations of one of the
RFis should be carried out with great caution; a solution that was found adequate in one
soclo-economic environment, where a spocific set of soclal values exists, is not necessarily
the right approach In tackling the complex Issue of providing financlal services to the rural
poor in a different soclo-economic environment. A soclal mechanism that could serve to
lower transaction costs, while supplying effective peer pressure for the sound screening
of loan applicants and for high rates of loan collection would likely bs a key factor, as long
gs such a soclal mechanism does not serve to reinforce existing soclal inequities; a member
of the axisting power structure could concelvably abuse powers of loan approval to channe!
funds to the village elite of traditional patronage groups. Replication will also depend, to
some degree, on the exogenous economic and politica! factors found in a certain country
or region. Previous credit experiences, the strength of the informal sector and cultural
acceptance of certain modes of operation, such as group lending and mutual insurance,
could determine a program’'s relative success.

STAYE OR DONOR FINANCIAL SUPPORT

State or donor financlal support, in the form of making financial resources avallable
(not necessarily at a subsidized interest rate) can constitute an important contribution to
a newly established RFI during the Initial, negative cashfiow stage of the RFi development.
There is no way to define the appropriate time period and the pace of a phasing out of
support in a given case. Savings mobilization should definitely be emphasized. Care taken
In . stitution buliding i often the prime difference between an RFI that could eventually
become self-sustaining after a few years of support granted during its start-up period, and
an RFi that would need permanent subsidies and bali-outs.
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FY 1993 Foreign Assistance Request—
Partnership for Peace

Secretary Baker

Statement before the Subcc: vmittee on Foreign Operations of the House
Appropriations Committee, Washington, DC, February 24, 1992

ver the last 3 mon‘hs, I have

visited 11 of the 12 new etates

of the former Soviet Union,
I have met leaders everywhere,
explained our policies to them, and
listened to their hopes and concerns.
Last week, I completed a trip to
Russia, Uzbekistan, Turkmenistan,
Tajikistan, Azerbaijan, Armenia, and
Moldova. For many Americans,
several of these states were just
obscure names on a map just a year
ago; now they stand in the front ranks
of our efforts to enlarge the world's
community of stable, democratic
nations.

This was my first-ever visit to
several of these states. Ireturn
convinced that we face a once-in-a-
century opportunity to shape the
course of history and to define a new
age for our children and grandchildren.
And, I am convineed that it is an
opportunity that we, in concert with
our sllies, must seize. The promises
and risks are great.

The Promises

Those promises would have been
unimaginable even a few years ago:

* The prospzct of close to
300 million people emerging from 70
years of totalitariai rule and charting
their own democratic destiny;

* The possibility of 12 new coun-
tries beginning the difficult process of
converting from a crippling command
economy to vibrant free markets; and

* Perhaps most importantly, the
real prospect of putting the nightmare
of great power nuclear confrontation
behind us.

The Risks

But, we should nct forget that there
are also risks. Most of the states o3 the
former Soviet Union are struggling
bravely to create new sonieties based

upon representative and accountable
government, the rule of law, and the
free market. But they do so burdened
by over 70 years of political and
economic misrule. The temptatjons

of ethnic conflict and authoritarianism
remain strong. And, despite dramatic
progress on arms control, nearly
30,000 nuclear weapons remain in the
states of the former Soviet Union.

Enganing the New
indeyendent States

I addressed both promises and risks
during my trip to the former Soviet
Union. My trip had three purposes:

to see off Cperation Provide Hope; to
meet face-to-face with the leaders of
Moldova, Azerbaijan, Turkmenistan,
Tajikistan, and Uzbekistan and to visit
Armenia; and to meet with the Russian
leadership to discuss security, eco-
nomic, and political issues.

In Frankfurt, I joined [German]
Foreign Minister Genscher as Opera-
tion Provide Hope began at Rhein Main
Air Base. I was pleased to see that
over 10 countries participated directly
in this American initiative—especially
Turkey and Japan, whose participation
made it far easier and econcmical t
reach vities in the Caucasus, Central
Asia, anc the Russian far east. We
expanded the number of US sorties
from 54 to 64 #nd were able ta send
shipments to 24 different cities across
the former Soviet Union during
Operation Provide Hope's 2 weeks
of operation.

The Russian leadership was
particularly pleased that we were able
to get food and medicine to hard-to-
reach cities in Siberia, the Urals, and
the far north. All reports from the
other independent states were very
positive, with many saying that these
American assistance flights were the
first humanitarian shipments they had
received.

‘We understood from the beginning
that these flights were substance and
eymbolism. The power of both should
not be underestimated. Our message of
hope was heard clearly across the
former Soviet Union. For those whose
lives were eased—-perhaps even
preserved—by the tim=ly arrival of
medicine and foodstuffs, these flights
were substantive, indeed.

We are assessing the results of
Operation Provide Hope and, with our
allies, looking for ways to accelerate
and expand our emergency assistance
programs.

From Frankfurt, I traveled to
Kishinev, Baku, Ashkhabad, Dushanbe,
and Tashkent to discuss with the
leaders of these new states the ques-
tion of diplomatic relations. At each
stop, I outlined the various rinciples
the United States expects these new
states to adhere to in terms of demo-
cratic political practices, responsible
security polizies, and free market
economics.

At each stop, the Presidents of
these new etates gave me the assur-
ances we need to move ahead with
diplomatic relations. We have no
illusions. We realize that the quality of
these commitments will vary from
state to stute and leader to leader.
That's why, at. each stop, I made jt
clear, that even as we moved ahead
with diplomatic relations, the nature
and depth of those reiations would
deperd upon continuing adherence to
our principles and the fulfillment of the
assurznces given us.

V/e also felt it important to move
ahead with dirlomatic relations so we
could have a permanent American
presence in the: » new states. At each
atop, 1 found a large degree of goodwill
wward America with people lining the
streets to gree! my delegation; in each
of these states, a unique window of
opportunity exists where both eovern-
ments and publicy are huugry for our
help and advice.

To take advantage of this opportu-
nity, it is important to have Americans
on the ground in each of these states
during a difficult time of transition. We
also feel this is the way to help Ameri-
can business assist in developing those
sectors that clearly hunger for Ameri-
can know-how, investment, anc gonds.
There are clear opportunities for
American business, especially as
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markets develop and expand. And
there are clear political opportunities
as well to see the seeds of democracy
planted in a region long thought
inhospitable to political and economic
freedom. Accordingly, I have set a goal
of establishing embassies by March 15
in each of the states I visited.

1 also went t» Armenia tolend
our support to Armenia’s fledgling
democracy. In both Yerevan and Baku,
Idircussed Nagorno-Karabakh and
told both the Armenians and the
Azerbaijanis that they had their hands
full with building their own indepen-
dent states and that they needed to
resolve Nagorno-Karabakh peacefully.
I:nade it clear we supported Russian
and Kazakh efforts to mediate the
conflict, as well as the CSCE [Confer-
ence on Security and Cooperation in
Europe] rapporteur mission.

I began my trip to Russia at the
Institute for Techrical Physics at
Chelyabinsk-70 in the Urals. At this
top secret facility in what was a :losed
city until a few weeks ago, I was
welcomed by workers who came out to
greet me and my delegation warmly
and openly. With the scientists of this
facility—which is comparable to our
Los Alamos or Livermore labs—

I discussed how we might come up with
“brain gain" solutions to the “brain
drain” problem. This helped us further
refine the joint proposal that we have
subsequently announced with Germany
and Russia to set up an international
scientific center to help Soviet weapons
rcientists. We are pleased with the
pusitive and wide-ranging international
response to this initiative which will
nelp designer< of wezpons of mass
des:iuction il aii the new independent
states shift their work to civilian
purposes.

In Moscow, I met with Presiden:
Yeltsin and Foreign Minister Kozyrev
for two productive days of talks.

In terms of security issues, I think
we've begun to define what you might
call a new security partnership be-
tween Russia and America. We made
real pregress on aranee of issues,
garticularly nuclear safety, security,
and dismantlement.

First, the United States will
provide Russia with 25 safe, secure rail
rars designed Lo transport nuclear
weapons.

Second, we have offered Russia
250 large specialized containers for
transportation of nuclear weapons.

Third, we have offered safe and
secure containers for nuclear weapons
components, and, if these containers
ineet their needs well, the United
States has committed to producing
them in quantity.

Fourth, our experts will meet next
week to discuss altzrnative ways to
address Russian needs to store pluto-
nium and highly enriched uranium.

Fifth, we will cooperate with Russia
in helping improve the Russian ac-
counting system for nuclear material,
including providing computers and
software.

Sixth, we will establish a technical
working group to discuss the ultimate
disposition of plutonium and highly
enriched uranium in ways that would
be beneficial to both countries.

Finally, our experts will meet to
discuss how we can cooperate to ensure
a swift and appropriate response to any
nuclear accident or incident.

In terms of arms control, we made
progress in combining elements of our
two Presidents’ proposals in a way
thai will enhance stability for both
sides. We also discussed START
[Strategic Arms Reduction Treaty]
and CFE [Conventional Armed
Forces in Europe] ratification. We
agreed that Russia will be the party
to ratify START and that Byelarus,
Kazakhstan, and Ukraine should
provide us a written commitment
expressing their legal intention to
observe and implement START.

Most importantly, we've begun to
leave the era of competition decisively
behind as we've taken steps toward
defense cooperation between our
countries. In Moscow, we agreed to
accelerate our discussions on &trategic
defenses. As a first step, we will
consider setting up a Joint Ballistic
Missile Early Warning Center that
would display warning information
from the United States, Russia, and
other participating nations.

We also agreed to expand our space
cooperation efforts. We will cooperate
in environmental monitoring from
space, iii flights of each other’s astro-
nauts, in talks on civil space issues, and
in possibly using Soyuz crew recovery
vehicles.

Reflecting the spirit of Camp
David, we also made progress in
political and economic issues. We
agreed to set upa US-Russian
POW/MIA [prisoner of war/missing-
in-action) commission that would be a
joint body led by the executive
branches but including representatives
from our legislatures. We will also
participate with Russian expertsir an
archival search to find whether there is
additional information that might shed
light on missing servicemen.

On economics, we discussed our
overall approach to emergercy
humanitarian assistance, technicul
assistance, and macroeconomic
reform. Presidznt Yeltsin requested
$600 million in additional grain credit
guarantees. We are considering this
request and looking at creative ways
we might target our food assistance in
a way that would promote the growth
of free markets. 1 made it clear that we
want to see Russia—and the other new
independent states—become members
in the International Monetary Fund
(IMF) and [the]) World Bank as soon as
possible and to have the IMF work
with Ruc.ia and the other states as
they continue to develop their economic
reform plans. Early membership in
international financial institutions will
make these states eligible for furds and
support their efforts to build market
democracy.

Challenges Remain

My visit to the new independent states
brought home to me the extraordinury
opportunities presented by the collapse
of the Soviet Union. But we can't
neglect the other challenges confront-
ing us today.

Proliferation of weapons of mass
destruction remains a deadly menace to
international peace. Revelations about
Iraq's advanced nuclear program and
the soecter of a buyer's market in
Soviet nuclear know-how drive home a
clear lesson: Only by constant, con-
certed vigilance—the sort of vigilance
that brought us victory in the Cold War
—=can we ensure our national and
international security.

In this regard, we welcome China's
written commitment of February 1,
confirmed pubiicly on Saturday
[February 22), to abide by the Missile
Technology Control Regime guidelines
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and parameters as agreed by Foreign
Minister Qian and myself in Beijing last
November. This important step, like
China's agreement to accede to the
Non-Proliferation Treaty, constitutes
real progress—but progress we must
monitor very closely in the months and
years ahead.

We also welcome President
Yeltsin's announced ir:.tention to adopt
legislation regulating dual-use technol-
ogy and the decision of Brazil and
Argentina to adopt full scope safe-
guards under the IAEA [International
Atomic Energy Agency).

Regional conflicts havz abated—but
not everywhere and not at the same
pace. Old adversaries in Central
America, Southeast Asia, and Southern
Africa have started bridging decades or
distrust. Even the Middle East—scene
of generations of war, bitterness, and
hate—saw ancient enemies sit down to
talk, a first but necessary step on the
road to peace.

Over the last year, we have, indeed,
seen a remarkable expansion of
multilateral peace-making and peace-
keeping initiatives. Less thana
month ago, the President joined 13
world leacers at the [UN] Security
Council in a demonstration of support
for the UN's revived importance to
international peace and security.

But peace-making remains painfully
protracted. India and Pakistan, for
example, have just begun the daunting
process of reconciliation. Peace-
keeping in El Salvador, Cambodia, and
elsewhere will be expensive. We and
the world community must be persis-
tent in our support of both. It is the
price of success.

Opening markets to American
goods and services presents a particu-
larly complex challenge. Bilaterally,
we must negotiate to ensure that our
goods and services are not shut out of
individual foreign markets. Globally,
we must take the lead to ensure that
the Uruguay Reund [of the General
Agreement on Tariffs and Trade)
succeeds and trade barriers come down
worldwide. This is vitally important
not orly to the United States but also
to developing countries and the
emerging democracies of Central and
Eastern Europe and the former Soviet
Union.

We must maintain momentum
toward a North American Free Trade

Agreement that will eventually create
the worid's largest market with annual
production of $6 trillicn and a popula-
tion of more than 360 million people.

Finally, let us not forget the task of
consolidating democratic values. The
victory of democracy has not been
universal. It is certainly not inevitable.
In much of the world, representative
government and the rule of law remain
fragile or even a distant dream. The
example of Haiti is a tragic case in
point.

We must remember that the United
States is more than our military might
and economic power: We are the
spokesman for democratic values
everywhere.

I believe we can meet these and
other challenges. | believe we can
forge an effective policy in pursuit of
our interest in a free, prosperous, and
peaceful world. I believe this budget
will bring us closer to that goal.

Overview of Our Funding Request

InFY [fiscal year] 1993, we seek

$22.1 billion in discretionary budget
authority for international affairs
programs and $20.6 billion in outlay's.
This compares to FY 1992 figures of
$22.2 billion in requested or enacted
:udget authority and $20.1 billion in
outlays. Our request is within the
limits on budget authority and outlays
set by the Budget Enforcement Act of
1990.

For accounts under the jurisdiction
of this subcommittze, we request
$15.1 billion in FY 1993 discretionary
budget authority and $13.7 billion in
outlays.

As Secretary of State, ] am daily
faced by the challenges confrcating
the United States around the world.
But ] am also a public servant acutely
aware of my duty to husband the
taxpayer's dollars during a period of
economic hardship here at home. This
budget reflects both these facts. It isa
lean budget for lean times.

But it ie aleo a flexible budget, one
that reflects the changed international
environment in which we live. I would
like to highlight two initiatives—our
aid package for the former Soviet
Union and s “port for international
peace-keeping—before moving on to a
general overview.

Partnership for Peace

Just over a month ago here in
Washington, the United States joined
over 50 other nations and internationa!
organizations in a coordinating confer-
ence to help the new independent
states of the former Soviet Union. Our
objectives were twofold: first, to plan
emergency measures to stem the short-
term rise of human misery; and, secend,
to chart longer term strategies to bring
the new independent states more fully
into the community cf prosperous,
peaceful, and democratic nations. We
compared notes, developed joint action
plans, and discussed way's to divide our
labers. For we all realized that a truly
global problem called for rothing less
than a global solution.

In short, we forged a new coalition
here in Washington—a coalition no less
important than the one that freed
Kuwait. Our aid to the new indepen-
dent states must, therefore, be
considered in the context of this broad
coalition effort: It is our part in an
international partnership for peace.

We seek $620 million in new
appropriations for aid to the former
Soviet Union in fiscal years 1992 and
1993; most of this funding would be
provided by this subcommittee:

* $500 million for a special humani-
tarian and technical assistance account
to meet emerging humanitarian and
special assistance neerz ($150 million in
FY 1992 and $350 million in F'Y 1993);

* $100 million in Economic Support
Funds to promote democratic reforms,
economic restructuring, and defense
conversion;

* $10 million in development
assistance targeted at the poorer
republics; and

® $10 million in PL 480 Food for
Peace for a “Farmer to Farmer”
tachnical assistance program.

The funds you appropriate will
augment $860 million in funds available
under existing legislation, including:

¢ $210 million in food assistance
(£165 million ix food aid and $45 million
in surplus Department of Defense
stocks);

o $100 million from Defense for
transportation of humanitarian relief;

e $400 million from Defense to
help states of the former Soviet
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Union eliminate nuclear and chemical
weapons;

¢ $30 million from [the] US Agency
for International Development
(USAID) for emergency medical
supplies; and

 $120 million from USAID and the
Commodity Credit Corporation (CCC)
for technical assistance programs in
priority sectors, such as democratic and
economic institution-building.

Finally, the CCC has announced
$3.75 billion i food credit guarantees
for the former Soviet Union. About
$3.1 billion is already being used to buy
and ship more than 20.2 million tons of
US commodities.

US assistance and credit guaran-
tees to the new independent states will
total more than $5 billion. Our success
in actually delivering food and assis-
tance to the former Soviet Union is
second to none.

Paying for Peace-Keef.ng

In peace-keeping, as with our help for
the new states of the former Soviet
Union, we intend to seize the opportu-
nities offered by changing international
circumstances. We seek to reinforce
the new solidarity of the United
Nations that was first displayed during
the Gulf crisis and to support its key
role in defusing regional conflicts.

We, therefore, propose $350 million
as an amendment to the FY 1992
budget and §350 million in the FY 1993
budget to support our fair share of new
and expected peace-keeping activities
in Cambodia, El Salvador, Africa, the
Middle East, and, perhaps, Yugoslavia.
Although peace-keeping falls within
the jurisdiction of the Commerce,
Justice, and State Appropriations
Subcommittee, I ask for your support
in obtaining funding in F'Y 1992
through the peace-keeping operations
account. We consider these funds
nothing less than an investment in
peace.

We also request $257 million in
voluntary contributions to international
organizations, such as the UN Develop-
ment Program ($124 million) and the
UN Children’s Fund ($60 million)
during FY 1993.

Foreign Assistance

Foreign assistance remains an essential
tool in advancing US interests in the

1990s. It permits timely, flexible
support for our interests in political
pluralism, free market economic
development, peace-making, strong
alliances, and the war on drugs. About
30% of all forign assistance will go to
Israel and Egypt, reflecting cur
commitment to peace in a volatile
region. Salient features of our bilateral
assistance program for FY 1993
include:

Military Assistance. Our proposal
will decrease military assistance by
11% from $4.7 billion to $4.2 billion.
This decline reflects lessening interna-
tiona) tensions. Israel ($1.8 billion) and
Egypt ($1.3 billion) will receive about
70% of all military assistance; the
balance will go to other friends and
allies, including Turkey (3547 milliun),
Greece ($345 million), th: Andean
countries ($142 million), and Portugal
(3101 million).

Economic Support Funds. Our
program will cut Economic Support
Funds from $3.2 to $3.1 billion. Israel
($1.2 billion) and Egypt ($815 million)
will receive about 65% of all funds
under this program. Other major
recipients include the Andean coun-
tries ($250 million), E! Salvador
($160 million), Nicaragua ($125 million),
and the states of the former Soviet
Union ($100 million).

Eastern Europe. Our plan will
increase assistance to Eastern
Europe by $50 million from $400 million
to $450 million, with a focus on
strengthening democratic institutions
and the free market.

Development Assisiance. Our
proposal will keep development
assistance roughly constunt at
$2.5 billion, including the Develop-
ment Fund for Africa ($776 million).
We expect to provide assistance to
70 countries with programs emphasiz-
ing sustainable, broad-based economic
growth.

Capltal Projects Fund. Our
program includes a special $100 million
Capital Projects Fund to help recipient
countries invest in the infrastructure
critical to development.

Aslan Environmenial Inlitiative.
Our plan also includes a $25-million
Asian Environmental Initiative to
address the serious environmental
problems that constrain Asian eco-
nomic growth. We will implement the

initiative in concert with 16 other US
Government agencies, the US private
sector, and Asian countries.

Enterprise for the Amaricas
initiative (EA!). Our plan asks for
$286 million under the second year of
the EAI to reduce debt owed the
United States by countries undertak-
ing economic liberalization. The United
States has increased its exports to
Latin America and the Caribbean by
nearly 30% over the last 2 years. We
consider the EAI an investraent in our
own economic recovery.

Muitilateral Development Institutions

For FY 1993, we seek $1.8 billion for
multilateral development institutions
that foster economic reform and
growth in developing countries. Thiz
includes $100 million for the EAI
Multilateral Investment Fund to be
administered by the Inter-American
Development Bank; the fund will offer
technical advice and financial support
to countries liberalizing their invest-
ment regimes. Japan, Canada, Spain,
and Portugal have also pledged to help
the fund. We also propose a new 4-year
replenishment for the Asian Develop-
ment Fund, with an initial installment
of $170 million in 1993, to provide
concessionary loans to the smaller, .
poorer countries of Asia.

Finally, we believe it critical that
the United States meet our commit-
ment to an IMF quota increase. This
increase is urgently required if the
IMP i3 [to] take a leading role in
for. .ering economic reform in Russia
and the other new states of the former
Soviet Union.

Refug2e Programs

The United States has long played an
important, even critical role in address-
ing the plight of the world's refugees—
nowhere more evident in 1991 than in
our timely assistance tothe Kurds. We
estimate that more than 16 million
refugees will require some sort of
international help in F'Y 1993. Our
request includes $550 million for
Migration and Refugee Ar-istance and
$20 million to replenish the Emergency
Refugee and Migration Assistance
Fund.

For cur refugee programs overseas,
we seek $265 million to assist interna-
tional efforts providing protection,
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care, resettlement, a.1d repatriation
assistance to refugees. To finance our
refugee admission and resettlement
program, we seek $208 million. This
will cover the expens ) of an estimated
122,000 refugees planned for admission
into the United States. Finally,
continuing a program begun in 1973, we
propose $50 million to support refugee
resettlement in larael.

The War on Drugs

InFY 1993, we request approximately
$580 million for international counter-
narcotics programs to combat the flow
of illegal drugs into the United States.
The war on drugs remains a top
national priority, as reflected by
President Bush's upcoming participa-
tion in the San Antonio summit with
the Presidents of the Andean nations
and Mexico. One hundred seventy-
three million dollars will fund activities
of the Bureau of International Narcot-
ics Matters. These include demand-
reduction programs in Latin America
and Asia, the Department's counter-
narcotics air-wing, and improving the
coordination of international efforts to
combat drug trafficking. Economic
Support Fund assistance of $250 million
will help Colombia, Peru, and Bolivia
revitalize their lega! economies and
create alternatives to coca cultivation.
FMF [foreign military financing],
USAID, and USIA [US Information
Agency] programs round out the
international affairs counter-narcotics
package.

Peace Corps

InFY 1993, we request $218 million for
the Peace Corps. This will support
high-priority activities in Central and
Eastern Europe and up to 500 volun-
teers in the republics of the former
Soviet Union without lessening our
efforts elsewhere, especially in the
developing world.

Conclusion

After this quick tour of our foreign
assistance budget, I would like to
conclude with a personal note.

On my way to Moscow 2 weeks ago,
I stopped in Frankfurt to help inaugu-
rate Operation Provide Hope, our
military airlift of emergency food and
medical supplies to the states of the

Statement by White House Press
Secrelary Marlin Fitzwater, Washington,
DC, February 19, 1992, and remarks by
Secretary Baker prior to meeting with
Georgian Prime Minister Sigua, Moscow,
February 18, 1892,

White House Statement

The President has decided that the
United States will take immediate steps
to establish diplomatic relations with
Azerbaijan, Tajikistan, Turkmenistan, and
Uzbekistan. The United States had
recognized their independence on
December 25, 1991, Following Secre-
tary Baker's recent visit to these
countrigs, the Presidant believes US
interests will be best served by having
diplomatic ties o their governments,
Secretary Baker conducted detailed
discussions with the leaders of the four
countrigs on the political, economic, and
security principles of most impontarice 1o
the United States. The depth, extent,
and richness of United States relaticns
with each of these countries will depend
on their commitment 1o these principles.

With this step and yesterday's
establishment of diplomatic relations with
Moidova, the United States now has
dipiomatic relations with 11 of the 12
former Sovie! republics. The United
States does not intend or seek 10 isolate
the psople of Georgia, as Secretary
Baker said in Moscow. But, at this time,
the United States is not in a position to
establish dipiomatic relations with
Gaorgia.

The United States will open embas-
sies in these countries by March 15. In
addition, the Uni‘ed States will suppon
their membership in relevant international
organizations, including the Internationa!
Monetary Fund and World Bank.

Diplomati¢ Relations With New Independent St

ates

Secretary’s Remarks

Q: Mr. Secretary, what must Georgia do
before the Unhted States wil extend
diplomatic recognition? Does President
Gamsakhurdia have 10 be reinstated?

Socretary Baker: | just completed
about a 40-minute press conference at
which | was asked the quostion: Why
am | sesing Prime Minister {Sigua)?
I said that | thought It was important that
the people of Georgia know that the
United States has no desire or intention
of isolating them. Georgia is the only
state which | have not visited—ihe only
state that was a republic of the former
Soviet Union that | have not yet visited.

The purpose of this meeting Is
simply to let the people of Georgia know
that the United States has rio desite 1o
ignore or isolate them. It does not
represent an implicit extension of
diplomatic recognition. | will say tat the
United States has recognized the
independence of Georgia. The mueting
today is for the purpose that I've just
expressed and not as an endorsement of
a particular government in Georg:a.

| will tell the Prime Minister tha: we
have concern about the violent manner
in which a democratically elected leader y
was overthrown by f‘orce. But | wii also
tell him, as we have made very clea’ 10
the world, that we have great concern
about actions thai that democratica’y
elected leader 1ook atter becoming
President, zions that—in our view—ado
not comport with the principles of CSCE
[Conference on Security and Coopera-
tion in Europe], with recpect for human
rights, [or] with respect for minority
rights. | will want1o hear the Prime
Minister on his view of CSCE principles,
the five principles which the United
States had articulated back in Septem.
ber. So we're looking forward 10 having
that discussion. ... Q

former Soviet Union. As always, I was
impressed by the professionalism of the
young men and women of our military
services. ] was impressed, too, by the
enthusiasm with which they embarked
on this mission of mercy.

But, most of all, I was struck by the
powerful symbolism of the moment:
For 40 long years, the men and women
of our military services had served as
the foot soldiers of the Cold War. For
40 years, they had fought and died in
plac s like Korea and Vietnam. For 40

years, they had readied themselves for .

the moment when they would be called
upon to halt the Soviet war machine.

Yet, there in Frankfurt were young
men and women of our military ser-
vices preparing to take off for Moscow
and Minsk, Baku and Bishkek, Kiev
and Kishinev, not with a cargo of
destruction but with a message of
peace. They understand that it is not
enough for us to win the Cold War. We
must also win the peace. That is their—
and our—challenge. @
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Woeekly Report

FOREIGN A1D

Stopgap Bill Becomes Law
After Deadline Threat

ongress gove final approval on

April 1 to a $14.6 hillion stop-

gap foreign aid bill that in-
cludes $270 million in increased fund-
ing for U.N. peacekeeping ope-ations
and permits expanded efforts to aid
the former Soviet Union.

The same day, President Bush
signed the bill (H J Res 456 — PL
102-266), which funds international
aid programs for tne nearly six
months that remain in fiscal 1992. The
measure fills the vacuum created by
the failure of a full-vear appropria-
tions meusure that became entangled
in the administration’s dispute with
Israel over loan guarantees. (Week/y
Report, p 733,

The continuing resolution provides
most of the $350 million increase in
international peacekeeping funds that
the administration sought for fiscal
1992. The funding is for assessed con-
tributions to the United Nations and
will support U.N. operations aimed at
preserving fragile peace agreements in
Cambodis. E! Salvador. Yugoslavia
and other nations.

While attention was focused on the
administration’s broad new legislative
proposal for the former Soviet repub-
lics, the continuing resolution will
also permit the administration to pro-
vide $150 million in technical and hu-
manitarian assistance in fiscal 1992
(Soviet aid, p. 883)

Although the measure appropri-
ates no new aid, it makes it easier for
the administration to shift aid previ-
ously allocated for other countries to
the former republics. The continuing
resolution also repeals a pair of Cold
War-era laws that prevented most Ex-
port-Import Bank lending to the So-
viet Union.

The rush to pass the continuing
resolution began hours before the ex-
piration of a similar measure (PL 102-
145) on March 31. The House ap-
proved the $14.6 billion messure, 275-
131. (Vote 63, p. 810/

When the March 31 deadline
passed without Senate action, the Of-
fice of Management and Budget pre-
pared an order that would have re-

By Carroll J. Doheirty
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Lautenberg

Senate action on the measure
was followed by a floor debate
on the administration's hard
line toward loan guarantees
for Israel.

quired the Agency for International
Development (AID1 effectively 1o shut
dcwn. The order would have forced
more than 2,000 furloughs at AID.
The Senate approved the measure, 84-
16, on April 1, just before the order
was to be executed. /Vote 62, p. 914,

The House then cleared the measure,
accepting witnout objection an unre-
lated amendment attached by the Sen-
ate that provides $107 million in addi-
tiona! funding for the Small Business
Administration's disaster loan program.

The brief hangup in the Senate
was caused largely by the continuing
dispute over Israel’s request for $10
billion in U.S. loan guarantees. Dennis
DeConcini, D-Ariz., and other sup-
porters of Israel said they intended to
amend the measure with loan guaran-
tees despite Bush's pledge to vclo any
legislation that did not also require
Israel to freeze the construction of set-
tlements in its occupied territories.

The reguiar foreign aid bill for fis-
cal 1992 was scuttled afier the admin-
istration and members of the Senate
failed to reach agreement on the loan
guarantees, which Irrael is seeking to
absorb a wave of Jewish immigration
from the former Soviet Union. An-
gered by the administration's tough
stance, some supporters of Israel were
eager to challenge the prew.dent. al-
though there appeared to be no rros-
pect to override s veto.

But nfficials from American Jewisk:
organizations feared another show.
down with the White House and per-
suaded the senators 2ot to attach the
lean guarantees 'a tie continuing
resolution, according to congressiona!
BOUFCeS.

In an arrangement negotiated by
Senate leaders, the lawmaliers settled
instead for a vaguely worded. non-
binding resolution (S Res 277) that
expressed support for “appropriate
loan guarantees” for Israel.

The resolution, originally spor:
sored by Frank R. Lautenberg. D-N.J..
was approved 99-1, with only Sen
Robert C. Bvrd, D-W.Va.. casting a
nay vote. (Vote 63, p. 914,

But the vote provided little indica-
tion of how the Senate would ap-
proach a substantive loan guarantee
proposal. Many of those who apree
with the administration’s position.
such as Minority Leader Bob Dule. R-
Kkan., also voted for the resolution

Modest Funding

Although the stopgap spending hili
reduced aid more than $1 billion be-
low the level enacted in fiscal 1841,
lawmakers approached it with a dis-
tinct lack of enthusiasm.

“I'm quite surprised at the strong
vote, but I don't think it indicates
support for foreign sid.” Rep. William
S. Broomfield, R-Mi “h., suid after the
House vote.

The debate in both chambers wi -
brief and perfunctory, as few members
spoke in support of the bill.

But faced with a suspension of
nearly all aid programs as well as the
impending layoff of thousands of em-
ployees at AID, the Peace Corps and
other agencies, most lawmakers felt
they had little choice but to approve
the continuing resolution.

Recognizing the anti-foreign aid
mood that has gripped Congress, Rep
David R. Obey, D-Wis., who managed
the bill, emphasized the relatively
modest level of spending that would
be provided. Obey is the chairmar of
the Appropriations Subcommitiee on
Fo:eign Operations.

Foreign aid funding in the bill is
$700 million below the fiscal 1942 Jeg-



DEFENSE & FOREIGN POLICY

Foreign Operations Appropriations

(in thousands of dollars)
Focal 1991 Presidont's House Continuing
Appropriation Request B8il Resolution
Multilaters! Aid
World Bank
Paid-in capna! $ 110592 $ 7r-26 $ 70126 $ 70126 |
wmitahon on callabie capnal (2.899.610) (2.267.418) (2.267.418) 12267418,
Globa! Environmantat Faciity -— —_— 50.000 —
international Development Assoc:ation 1,064,150 1,060,000 1,060,000 1,060.000 |
Intemational Finance Corporation 40,331 50.000 403N 40331
inter-American Development Bank 91,299 £0.389 ©0.389 90.388 !
Limitaton on callabie capital (2.235.077) (2.235.077) (2.235.077) 12235077, .
Enterprise for the Amaericas investment fund — 100,000 100.000 — i
Asian Davelopment Bank —_— 25,526 25,526 _
Asian Davelopment Fund 126,854 174,955 158.793 126.854 |
African Development Bank 10,13¢ 8,987 8.987 8987 i
Afncen Development Fund 105.452 135.000 135.000 105452
Europsan Development Bank 70,021 70.021 70.021 72027
Internatonal Monetary Fund (U.S. quota increase) —_ 12,158,000 _— —_
State Department intemational programs 284,730 250.212 300,612 £34730
Other 10,601 50.001 3.001 — |
TOTAL, Muttilstera! Aid $ 1,914,166 $ 14,243,217 $2,112,786 $1.656,390 |
Bilsters! Aid 1
Agency for Internatonal Development (AID) |
Development assistance 1,313,683 1,277.000 1.376.635 1313682 |
Sub-Saharan Atfrica. developmant aid 800.000 800.000 1,000.000 800000 |
Operating expenses 474,884 521,059 519.03% 51503¢
Enterprise for the Americas: debt reguction —_ 304,340 65.000 _—
Economic Support Fund 3.991.000 3.228.000 3.216.624 3.216.622
Multitateral Assistance for Pnilippines 100,000 160.000 160.000 10000; !
Assistance for Eastern Europe 369.675 400,000 400.000 369675
Other 214,341 170.218 337,218 237420 |
Subtotal, AID $ 7,263,583 $ 6,860,597 $7,074,516 $6,556.441
State Department
Intor-.atonal narcotics contro! 150.000 171,500 150.000 150.000
M ration and refugee aid 520.648 510,557 680.000 680.000
An.-terronsm assistance 12,026 15,000 15,000 12.026
Subtotal, State Department $682,674 $ 697,057 $ 845,000 $ 842,026
Peace Corps 186,000 200.000 200.000 200.000
Overseas Pnvate Investment Corp. (ioan levels) (290.000) (400.000) (400.000) (400 000
Other 38.000 74,393 53.143 55,330
TOTAL, biateral oid 88,170,257 $ 7,832,047 $ 8,172,659 $7,653.797
Bi'aters! Military Aid (appropniated to the president} !
Foreign miltary tinancing 4,663.420) 4,640,000 4,150.800 4,150.900
Estimatec ioan program — (313.961) (404.000) (¢74.000:
Intemationa! milnary education and training 47.196 52,500 47,196 47196
Special gefense acquistion (hmitatiun on obhgations) (350,000) (275.000) (275.000) (275.000!
Other 664,862 48.000 38.000 38.000
TOTAL. military aid $ 5,375,478 " 84,740,500 $ 4,236,095 $ 4,236,096
Export Assistance i
Export-import Bank 750,000 555778 650.613 650613
Export assistance (loan levels) —_ (5.525,000) (11,000.000) (11.000.005; '
Trade and csvelopment 35,000 35,000 40.000 35,000 |
intemational peacokeeping - 350,000 —_— 270,000
Small-business emergency loans —_ —_ - 107.025
GRAND TOTAL $ 16,245,401 * $29,026 342¢ $ 15,196,826 $ 14,596,721 |

! Ficeal 199] total included £500.900 in other oarutonce for Eastern Europe
& Admunustration reques! ircluded 8270 millios 1v refinance nlread: concluded feregn mulite soles

® Howse buli included o | percent cut 1n most cotegones and 8135 n-illion for deficit reduction

¢ Coatinuing resolution spplies o | 48 percent cu!, tololing §2!2 7 million to cll categones exceot eormarked aic

SOURCE House Approprfions Commutiee
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islation (HR 2621), which the House
approved last June. It is also $13.]
billion below the administration’s
budget request for fiscal 1992, primar-
ily because the continuing resolution
did not include the requested $12.2
billion increase in U.S. financial back-
ing for the Interrational Monetary
Fund (IMF). (Chart, p 891)

Obey eaid that Treasury Secretary
Nicholas F. Brady urged lawmakers to
approve the IMF funding request, the
centerpiece of the administration’s aid
package for the former republics. But
Obey said “the IMF request cannoi pass
unless the president engages in a myjor
national campaign” and makes “a per-
sonal effort to round up votes for it.”

The bill generally retains the spend-
ing formula from the stopgap bill that
expired at the end of March. It funds
programs at the level enacted in 1991 or
the level in the House-passed bill for
fiscal 1992, whichever is lower.

A number of important programs
were exempted from the formula, in-
cluding aid for refugees around the
world and operating expenses for the
Peace Corps and AID. Without the
waiver for operating expenses, AlD
would have had to furlough an esti-
mated 4,000 emplovees about one day
a week for the remainder of the fiscal
year, according to agency officials.

The legislation also retains ear-
marks from the House-passed bill for a
host of popular humanitarian programs.
including $25¢ million for AID's child
survival programs and $1¢ million for
the United Nations Children’s Fund.

In order to provide additional peace-
keeping support, however, Obey re-
duced all assistance programs — except
those going to a few countries for which
Congress has usually earmarked aid.
such as Israel and Egvpt — by an addi-
tional 1.48 percent, which saved more
than $200 million.

Obey also tweaked his Senate
counterparts by eliminating 16 ear-
marks from the fiscal 1991 bill, many
of which were included by senators.

For example, the legislation ends
zasmarks fur military aid for Morocco
and for a host of international envi-
ronmental programs that have been
backed strongly by GOP Sen. Bob
Kasten, Obey's Wisconsin colleague.

The Senate, which typically sets
more funding requirements then the
House, was in 8 weak posiiion to chal-
lenge the action. Administration offi-
ciels worked with Obey zad other
House members in crafting the mea-
sure and we...d have oppused efforts
by senators to reattach the earmarke.
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Aid for the Philippines was also
cut. Under the Multilateral Assistance
Initiative, the Philippines was due to
receive $160 million in fisca! 1992, but
the continuing resolution cut that to
$100 million.

El Salvador Compromige

The bill includes a compromise on
military aid for El Salvador, an issue
that has divided Congress and the exec-
utive branch for more than a decade.

The measure lets the administration
spend for non-lethal supplies $21.3 mil-
lion in previously approved assistance to
the Salvadoran military. But the legisla-
tion transfers the remainder of the ad-
ministration’s request for fiscal 1992,
$63.8 million, to a fund to rebuild the
countsy and retrain combatants.

The measure allows the
administration to spend $21.3
million for non-lethal aid to El
Salvador's military but shifts

$63.8 million to a fund to
rebuild the country.

The government of El Salvador
and left-wing guerrillas signed a peace
agreement in January, ending the
country's long-running civil conflict.

The continuing resolution places
tighter restrictions on the administra.
tion than a draft authorization bill ap-
proved by the House Foreign Affairs
Committee in March. Unlike that pro-
pozal, the stopgap spending bill requires
that the administration seek the ap-
proval of key congressional committees
before spending the remaining aid for
fiscal 1992. (Weekly Repnrt, p. 6£7)

Rep. Joe Moakley, D-Mass., chair-
man of a House task force on El Salva-
dor, expressed disappoiniment thet
the measure provides any aid for the
country's military forces. “While it's
not the agreement we'd like,” he con-
ceded, “it's the best one we can get."”

Middle East Concems

Most of the discussion in the Sen-
ate concerned what was not incliided
in the bill — the lnen guarantees and
restrictions or. aid to Jordan.

Sen. Hank Brown, R-Colo.. had in-
tended to offer an amendment requiring
the administration to certify that Jor-
dan is observing the U.N. embargo on

Iraq before giving the kingdom any
assistance. Numerous news reports
have alleged that Jordan has been help-
ing Iraq circumvent the erabargo.

But Brown drorped his amend-
ment after Secretary of State Jame:
A. Baker 111 personally provided a«-
surances that he will ensure that Jor-
dan abides by the U.N. resolutions.

That outraged Sen. Alfunse M.
D’Amato, R-N.Y., who called it an
“absolutely contemptible act™ to pro-
vide aid for Jordan without requiting
presidential certification. D’Amatu
was one of 16 senators to oppose the
continuing resolution.

After approving the stopgap bill,
which did not mention Israel’s request
for loan guarantees, the Senate con-
ducted the first extended congres
sional debate on the request when it
took up the non-binding resolution

Lautenberg attempted to cast the
symbolic resolution in positive terms.
“It simply puts the United States Sen-
ate on record in support of loan guar-
antees for Israel,” he said.

But Dole and others said the mea-
sure was 50 ambiguous that it could be
interpreted 1o mean almost anything.
including support for the administra:
tion's Middle East policies.

Kasten vowed to include loan guar-
antees on future legislacdion, possibly the
administration's aid plan for the former
Soviet republics. “This is only the be-
ginning” of congressional efforts tu en-
act the guarantees, Kasten said

The debate touched on presidential
politics as Sen. Malcom Wallop. R.
Wyo., who supported the measure. lJam-
basted those who would brand the ad-
ministretion’s policies as anti-Semitic.

Without naming Arkansas Gov. Bill
Clinton, Wallop accused him of making
“incendiary remarks about the subtle
anti-Semitism of the president of the
Unitea States and this administration.”

Clinten, a contender for the Demeo-
cratic presidential nomination. charged
in a March 31 speech that Bush had
“broken down the tahoo against overt
anti-Semitism” in his attacks last Sep
tember on U.S. Jewish organizations.

The Senate debate ceme as the
State Depariment released a report
that could further strain U.S.-Israeli
relations. The department’s inspector
general accused Israel of engaging in a
“gystematic and growing pattern’ of
unauthorized transfers of U.S. mili
tary technology to third countries. Bui
the State Department found sepa-
rately that there was no evidence that
Israel had provided Patriot missile
technology to China. )
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Stop Bashing Foreign Aid

The curmrent presidential primaries are
adding to an unfortunate consensus
among Americans that foreign aid is
wasteful, counterproductive and done at
the expense of Americans in need. At
the recent Democratic candidates’ de-
bate in South Dakota, Jerry Brown

Guest Column
By Richard M. Walden

mental reform; the urgent need 10
reverse the political assault on environ-
mental and population programs; and
long-term obligations to Isracl and
Egypt under the Camp David peacc
accords with new obligations of a
similar nature foreseen should the Isra-

stated that “not another penny in 10r-

eign aid should be sent until all Americans in need are .aken
care of.” And foreign aid fares little better among some
Republicans — with Pat Buchanan regularly lambasting
foreign aid as part of his "America first" candidacy.

These men know better. (See Monday Develonmenis, Febru-
ary 17, 1992) To go to ¢ farm state and decry foreign
assistance is 1o ignore a major source of farm income: each
year the US government spends billions of dollars purchasing
food from large and small growers 1o send abroad as food
assistance; billions more in loan and price guarantees are
given to foreign governments to enable them to purchase
American food. US-administered food aid is budgeted at just
under $1 billion for 1993 in addition to approximately S2
billion in multilateral assistance to development banks and
internativnal organizauons.

While there is cenainly a legitimate debale regarding the
appropriate mix of foreign aid — e.g., humanitarian and
development assistance on one hand versus military and
economic aid to “crony" governments — most experis agree
that foreign aid is a necessary and wise expenditure if the US
wants (o0 remain an influential world power.

The American public, however, ks had it with non-humani-
tarian foreign aid. A Roper survey done for a network of
American foreign aid organizations yielded only a 12 percent
posilive response 10 maintaining a foreign assistance program
— the lowest positive rating of all US government programs.
If a deepening recession and the proximity of national
elections are added to an already weak basc of suppor,
continuance of foreign aid is in grave danger.

This must be viewed in light of the ever-expanding demands
made on our shrinking foreign assistance budget: a persistent
famine in Africa; the dissolution of the Soviet Union; six new
Eastern Eurcpean aid recipients with the possibility of four to
six nations arising out of what was Yugoslavia; large-scale
natvral disaster recovery programs in Bangladesh and the
Philippines; the need to kecp vilal commitments made 1o
Nicaragua. El Salvador and South Africa to further govern-

Monday Developmenis

el/Palesrinian talks and the Cambodia
peace accords succeed.

Rather than pander 10 people's fears and ignore the link
between the welfare of Americans and the welfare of recip-
ents of our aid, presidential candidates should focus theun
discussion of foreign aid on the following pnoritics:

« supporting the United Nations' new effort at coordinating
all of its humanitarian aid programs undsr one person's
direct leadership;

increasing funds for multilaieral and multisectorzl aid with
an emphasis on havirg *process’ aid projects (e.g. democ-
racy programs) carried out by international organizations:

supporting conversion of significant US mulitary resources
to a new humanitarian role which has alreads begun with
US military support for the Kurdish, o \ngladesh: and
Commonwealth of Independent States’ rehi efforts;

creating a cabinet or at ieast White House-based human
rights and humanitarian aid coordinator who would bring
up these concerns regularly at White House meetings:

developing a set of criteria for all foreign assistance
expenditures which promotes self-sufficiency. encourages
regional peace initiatives with recipients’ neighbors,
responds quickly to natural disasters and expands ‘rec
trade and democratic institutions; and

insisting that foreign governments which receive direct, bi-
lateral aid attempt to distribute that aid through nongovem-
mental organizauons free of discrimination bascd on
political, racial, religious or tribal affiliation, while at the
same time enhancing the NGO share of USAID funding
and streamnlining the bureaucratic procedures 10 encourage
broader participation in US government programs by both
for-profit and non-profit groups.

None of these ideas is new and they are simple enough to be
explained 1o the American electora!¢ withoul fear of negative
backlash or political vulrerability.

Richard M. Walden is presiden: of Operation USA, ar 'mierAction
member based in Los Angeles which has sens assistance 10 50 countries
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Roskens Outlines Vision for US Development Assistance

Age :y for International Development Administrator Ronald
Rorkeas testified before the House Foreign Affairs Commuittee
on February 20. He presented AID's budget request for fiscal
year 1993. He also provided details on this request, as well
as AID’s reorganization and management reformns. Future
issues of Monday Developments will discuss these elements.
The following excerpts are focussed on Dr. Roskens® vision
of the future of US development assistance:

"In considering the future directions of the AID program,
permit me 1o address U'ree myths that frequently unierlic and
shape discussions about foreign assistance. Furst, taere is the
myth that the Uniled States must choose between s pressing
domestic problems cr a continuing active engagement in in-
ternational affairs, but it cannol do both. Thic sccond myth is
that our foreign assistance funds are wasted because we do
not know what works and what doesn’t, and as a result we
have nothing to show for over 30 years of AID work. Final-
ly, the third myn is that AID may not be able 10 manage our
foreign assistance program effectively in the future. ...

"... {O)ur national interests — including the solution to our
domestic problems — arc best served by a world in which the
promises of justice and improved standards of lLiving are
being realized by rich and poor nations alike. This is only
possible if developing countnies, as well as those newly
independent states struggling to creale a new democratic
society, share with us the bencfits of expanding trade,
dynamic market economies, democracy and justice within
nations, and basic faimess between nauons. This will help
remove the occasion for armed conflict within and between
nations, strengthen international cooperation and provide
expanding markets for US products and services. ... By the
year 2000, four out of five consumers will reside in the
developing world.

"But poor people make poor customers. For these markels 10
expand, the opportunities for jobs and higher incomes of all
citizens in the developing world must increase. Our foreign
assistance programs are intended to be an important contribu-
tion to this objective. ...

"Increased prosperity in developing countries means greater
security for Americans. The effects of pollution and environ-
mental degradation are not limited by intenational bound-
aries. They thieaten the nealth and safety of all of us. The
web of illicit drug production and trafficking entangles
countries all around the globe, and only their cooperation can
bring it under control. Poveny, disease and ignorance reach
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across national borders in their search fer victims. The AIDS
epidemic affects rich and poor nations alike, and it cannot be
overcome by a single nation working in isolation. Increasing
the participation of the poor in their governance and their
economic progress will reduce their willingness 10 enpage n
armed struggle internally and across borders.

"The fact is that the achievernents of the US economi.
assistance program are many. This has becn parucularly true
when AID has supported innovations and new approaches 1
development problems. Examples include our critical support
for the agricultural research that led to the *‘Green Revolution”
and our pioneenng role in introducing oral rehydration
therapy for infants. ...

"One key lesson 10 emerge from the past three decades 1§ that
economic policies and institutions are critical delerminanis of
development — not just economic growth, bu! social and
economic progress as well.  Development investments are
most productive when economic policies foster both domestic
and international competition. ...

"Efficient and growing economies also requirc substantia!
investments in the development of human resources. These
include sustainable systemns to provide basic health care and
opportuniuies for education and traiming. In some cases. these
invesuments may best be made by the private sector.  In
others, 1t is the govertvaent that must provide essehiial
services 10 those who cannot participate fully in the murk.el
process — the poor. ...

"Over the past six mionths, our regional bureaus have re-
viewed each country program 10 reduce the number of arcas
within which AID will work. We have also reduced, adjusicd
or terminated assistance levels where the performance of the
host government has been disappointing and economic
reforms_have not moved forward (Guatemala «.d the Phulip-
pines Multilateral Assistance lmuative, for example) or
human and political nghts have been violated {Kenvas Zaire
and Haiu, for example). ...

"We are privileged to live 1n an extraordinary ume in which
we face opportunilies which were vnimaginable only a few
years ago. This is also a time that tests our imagination,
creativity and capacity {or change."

InterAcuon members wishing to receive a complete cops of

Roskens' remarks may contact Stephanic Gordon at InterAc-
tion, 202/667-8227.
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Where to Find a Quick $6 Billion
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Why keep spending on
Cold War programs like
T, . Radio Free Europe, now
' 1 that our former enemy
! is our friend in need?

both the defense and foreign-
aid budgels could free signifi-
cant funds for pressing needs
at home and abroad

The Adnivnustration has be-
gun  cut the defense budget.
and has propased an addition-
al $50-billion reduction over

By JOHH W. SFWELL

five years 3Senate Majporty

hen Old Mother Hubbard went

Lo her cupboard, her dog was

probably hoping for more than
a display of concern This week. leaders
from 60 nations will gather i Washing-
ton at President Bush's invitation o
coordinate humanitarian rchief to the
republics of the former Soviet Union
Unless the Unied States and other
industnia! nations search their cup-
boaras more thoroughiy. there wiil be
no internationa! effort to coordinate. and
the republics will likely remain as
hungry as the dog in the nursery thyme

Across the former Soviet Union. cup-
boards are bare and wintes 1s decpening
s grip When the people of the repub-
lics stood up to the tanks in August. the
West cheered and exhorted them on to
free markets But as the harsh reahuies
of free prices and failed production t egin
Lo bite. the people found they had been
stranded in the cold

The United States has exiended agri-
cultural credits and approved $100 mil-
hion o assist distnbution of relief. but
the bulk of assistance so far has come
from the Germans They plan to make 1t
clear that Washington needs to back up
iis expressions of sympathy with In-
creascd material support

Unfortunately. this histonc opportu-
nily o heip a former encmy comes at a
ume of growing domestic malaise We
don't have to look acrost the ocean to
find empty cupboards and people left out
inthe cold

Are great needs at hore and great
needs al abroad srreconcilable”

Not necessarily The demise of the
Soviet Union crealrd new demands for
Am.erican help. but il alsc eliminated the
primar; justification for much U.S
budgetary spending The Cold War has
ended. but our budge! 1s sull fighting 1t
Phasing out Cold War programs from

Leader George J. Mitchel! has
called for cutting $100 billion,
and many analvses suggest that even
greater culs could be mide without
Jeopardizing national secunt

Most of what we save must go to
meeting domestic needs and reducing
the dencit. but some funds might log:-
cally be applied to maintaining stability
In the republics Having spant $12
tnlilon (in 1992 dollars) since World

L
‘Overall, 30% of the
forelgn-aid budget Is military
asgistance, [which belonga]
in the defenss budget.'
.

War 1] to dest;oy them as enemies, we
shculd be able to gpare a tiny fraction of
that to feed them as fnends

Secretary of State James A. Baker II}
has said that the only source for add:-
tional funds for the republics would be
cuts in assistance Lo developing nations.
*“There 13 no other choice ™

There are other choices, of course
Some of them present a wonderful
opporiunity to help new friends by
getung nid of programs that made sense
only when they were enemics

We continue to give foreign aid for the
nghts to maintain bases in Portugal,
Greece and Turkey (the eruption of Mt.
Pinatubo took care of the Philippines).
These arrangements cost US taxpayers
$15 billion a year. The threat that
Justified these bases no longer exsis.
These “rent” payments should be elimi-
nated If the Unied States desires a
conunued presence in Lhese countries,
the costs should be funded under a
muilllateral defense arrangement

Overall, 30% of the foreign- aid budg-
el 1s military assistance Milila:'y expen-

ditures belong in the defense budget If
the programs are worthwhile, let them
compete with other defense expend;-
tures. Savings $3.3 billion annually

Another pnme candidate for cuts is
broadcasting aimed at the former Soviet
Bloc. Radio Free Europe has done its job
Eastern Europe 15 free. (Ted Turner is
doing them one belter, anyway.) Ending
broadcasting activities for Eastern Eu-
rope would save $1.3 billion over five
years.

Despite the ravages of seven decades
of Marasm, the repubhcs have the
foundations for future growth—abun-
dant resources, an educated populace
and an industnal base. Support for the
republics 15 1n the United States’ inter-
est, a3 are measures to brnng them inLo
the global economy. Huge markets for
U.S products would open up once the
economies got on their feet—assuming
w¢ have gotten our foot in the door. The
stror.g German pre sence 1n the former
Soviet Bloc 1s not enuirely altruistic. The
repubhics will remember ther friends
when they settie down 1o busin.'ss

Internauonal lending institutions such
as the Internatioral Monetary #und and
the World Bank are best equipped for
assisting the republics with long-term
economic restructuring ‘The United
States has advocated IMF aid World
Bank membership for republics that
demonstrate commitment to economic
reform, but has yet 10 authorize funds
for 8 50% capital increase that would
help the IMF o undertake these new
acuivities, even though it would involve
no net budgetary outlays.

Communism has bee! “-xcredited in
the former Soviet reputt |, but democ-
racy and free marketl. anave not yet
triumphed. America’s ‘‘cupboards”
aren’t empty, but they do need some
3nous cleaning {(gnd we can't wait for
wpnng). Restructunng our defense and
foreign-aid spending In response to the
Soviet Union'c demise would allow us to
take brite. care of our own and ic throw
our friends more than a bone

John W' Sewell s premdent of the
Overseas Development Council sn Wash-
ington, Tymothy A Johnston, a research
assistant of the ODC, contnbuted to this
commentary
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The main
dangers faced by
the United States
come nol from a
military
adversary but
Jrom a more
complex array of
domestic and
overseas
challenges.

Tuz Canrsmian Sciznce MoniToR

By Rishard Felnbery
and Potor Bakin

THE more Washingion
spends on military de-
A fense, the jess it has to re-
spond Lo other-than-military chal-
renges to Unuted Swates secunty.
In the postcold-war world. thw
lesds to the parsdoxical con.
clusion that the hugher our mili-
any budget. the less secure we
msa\ be. It s not hard to under-
gtand why US leaders continue o
sdenufy national security with
military defense For a half-cen-
tuny. the man threat 1o US secu-
niy came from the military prow.
ess of 8 hostile superpower. Now,
howerer the main dangers we
face come not from s military ad-
versary but from a more complex
arrsy of challenges Mubtary out-
lays are irrelevant 1n addressing
these problems

There is Lttle risk that any na-
uon or group of nations will
launch an armed sttack against
the US in the foreseeable future
To be sure. some of our secunty
problems are ®till mubtary in na-
ture Saddam Hussein remunded
us that the collapse of the Sowviet
Union did not end aggression
Severa) US allies in the thurd
world are vulnerable, Wastungton

should be pregared 10 help de
fend a Kuwait or 8 South Korea
agunst aggression, and aid
friendly democralic goverrunents
against local insurgent forces
(though guerrilis wars ase 8 de-
clirung phenomenon).

Other military hazards include
the spread of nuclear weapons
technology and new and old
forms of terronsm. But even
taken together, throe concomms do
nol add up to any clear and pres-
ent dangers for the US

Moieover. US military oper-
ations may not provide the best
response to armed conflicts or
threats in today's world. Multilat.
eral peacekeeping is more effec-
uve in many cases United Na:
tons brokered settlements have
ended many civil wars - and UN
forces are helping to structure
new political orders in places as
difTerent s Cambodis and Ei Sal-
vador Yet UN peace effors are
starved for funds whule Congreas
refuses to fulfill basic US commut-
ments to the UN. Making good on
these commitments would take
less than one-fifth of | percent of
the Penizgon’s buaget. and surely
enhance our secunty more than
another fighter bomber or nu-
clear submanne

Nor can US armed srength
halt the instability caused by the
breckup of the Soviet Union. or
reduce the likelthood of vivient

Greatest US Threat Is Nonmilitary

World Bank The president
Congress, however. have
ed lo approve any new US
funding for the IMF

The truth is the greatest inter-
rational danger tu US secunt)
has bule o do with malitary i~
sues. Yet the dollars we epend on
ense deprive s of resources
needed W deal wmth them The
grestest threa! may come from
the meady detenorsuon of the
global environment. Thus 15 an 1s-
sue the president and Congress
have decided Lo postpone aruon
on for reazons of econom)

OST importantly. it i
more evident that the
main sources ol our In.
pecurity in the post-told-war
world will be domestic, including
such critical concerns as
@ Whether the US economy
will provide good jobs and salis-
faciory incomes for Amencan cit-
tzens. Ttus depends on our ability
10 invest in needed infrastructure.
education, and scientific  and
techrucal research. Most dolan
that go to defense are lost for
these other actviues
8 Whether we can make the
investments needed Lo save our
emironment and keep ouwr water
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mains hl‘h“l_\~ pons and o
e faciities 10 shagn:

@ Whether wi can stope tin
wviolence that has aerwiwlined
our urbun areas No one lias
easy formuls bt there s wud
agreement thal we miust pnest
more in chuldren. schools hons
ing. and drug treatment fa v~

Cucumsiani e~ have ¢hatigs o
Our secunty 1~ no dunger ut sk
frum fureign forces Our omn pul
itary cannot du much 1o shicld e
from the dungers we face The
dollars we spend on defens -
some 1.5 tnlliun over the mene
five yeans = are not sralabile o
confront thes: other dangis
Thus does not mean e Pentagon
should be closed dowi bodoes
mean the defenw: budgc: shouli
compete fur pational seouris il
lars - nul have sutommatic prns
beged access to then.

The US debate an the defiins
budgets 1s catt murh tws nar
rowly 1t shuuld net be hnuted 1
how much 1o spord on the b
tary but should foxus on hw 1
use SCArce resources to deal wy'l
the full range of threats 10 -
tonal secunty - miitary and e
normur. social and emaranmcntal
domestic and thiernativnd

B Richan! Feinbeay anel Py
Hakime of the Inter-does e
Dialogur wiae veyulaily e
plobal econtnni
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key lesson of the Vietnum

war. Army Gen. Mawcll D.

Tavlor said 1n 1965, was “the
need for a strong pohice foree ... 10
assist in identifving the ssptomes of
an incipient subversine situation ” In
1962, 1n fact. the Agenay for Inter-
national Development (AID) had
created an Office of Public Satens 10
help develop just such forces Over
the next 12 vears. Michael T Klare
and Cynthia Arnson estimalte 1n
Supphing Represaon (Institute for
Pohiey Studies, 1us e AID trained o
mulhon foreign cops while sending
some $325 milhon an arms and not
grar overseas

Duning those dark “avs. fostening
“democrsay” was notaecessarthy Sopretty profession In Hidden
Terrun (Pantheon Books, 1978 an account of the 197 execu-
ton of Office of Pubhic Safety trainer Damiel A Munone by
Uruguavan guerrdlas. AJ. Langguth describes the 1964 torture
of Brazihan yournaher Flavio Tavares Fremas by US -trained
policemen “The guards administered electric shochs wath o
small grav generator about o foot and @ halt long Or the wide
facing Flavio wus o fumiliar svmbol the red. white and bluc
shicld of US AID Hix guards wrapped wires around his penis
They stuck wires up hisc anus They jammed wires around his
ears The pain was excruciating

in the genere! reapprasal of “natona! secunin® poiicies fol-
lowing the Victnam war. Congress in 19743 enacted section tntl
of the Forewgn Assstance Act. hanning ind to foreign pohee But
now thut the Cold War s over. traiming for overseas cops s
aparn moving up the pohicy agends “As one of those who
fought—and would do so againat conditions did not change—10
get such restrictons put in place in the bad ald days of the Cold
War” Sen Alan Cranston. D-Calif . argued in @ March 3 floor
speech. 1 can say that section a6 no Jonger senes its purposes
and 1ssues it addressed en out 1o be dealt with in a more affir-
matine way

The exemption-riddled section 660« undeniably @ mess
“These exceptions have become so0 numerous and so confusing
that the status of the fuw 1< now completels unclear.” the
Lawvers Commuttee for Human Righis complained 1n a report
carhier this year. A comprehensine review 1o identity and regu-
lanize all police assistance programs must he undertahen. the
report urged As 1t happens, responding 10 a request from
Cranston and four other Senators. the General Accounting
Office (GAQ) 1ssued just such a study of police traiming in earl
March. In fiscal 1990. the GAO reported. fine U.S agencies
spent about $117 milhon to train or assst police in 123 pations
In 46 of those natons. wo or more ULS. programs were at work
This patchwork of programs. the auduors found. lacks “a clear
polics ... clearly defined program objectnes fand! a focal point
for coordination and decision making ”

Among this welter of LLS. efforts are interna“onal narcoties
control and antiterroniem assistance programes run by the State
Depantment. Pentagon support for police forces in the Andes
and Central Amenca and the Internationel Criminal Investiga-
the Training Assistance Program (ICITAP) which State pay.

for but the Justice Department ad-
ministers. Founded in 1986, ICITAP
spent 87 million in 1990 training
about 1.000 students from the
Caribhcan and Latin Amurica in
police management. crisninal investi-
gation and forense medicine Attt
the 1989 LS. intenvention in Panu-
ma. ICITAP was alvo tashed with
shaping 5.5(6) police officers therg
into a professional envibian jorce

Washington has been sharph cnine
cized for pressing Andean nations 1o
invohve their milianes in the awain,
crachdown. and Presidont Bustk
seemed 1o back off from that pos.
tion during the recent San Antonie
“drug rummit © But human night«
groups that monitor catin America report no notable abuses
associated with ICITAP. which shies away from imohement in
gencral policing maticrs. countennsurgency and niot contrel In
a letter to Cranston last September responding 10 his inguin
about post-Cold War police traiming. assistant attorney generas!
W Lec Rawls attnbuted the bad odor surrounding the detun.
Office of Public Safenn merely to ~allegation<™ and “pubhc end
media perception ” But. he continued. “in the current world i
uztion. where poverts and legal drug activan oversaadow 1dea
ogy. the nature of police tramming has caanged Ideologicy!
objectines have heen replaced by the need for professionai. con
petent law enforcement ™

As part of his long-running drive to mobilize a post-Cold Wt
push to help improve the “administration of justice™ in foreign
lands. especially in Eastemn Europe. Cranston wants 1C17 AP«
budget increased and 1ts mandate broadened To forestall “the
abuses associated with past U.S police tratming programs.”
Cranston said. four stipulations are vital no 21d 1o nations not
well on their way to “meaningful democrac .. no parncipation
by U.S intelligence agencies. assignment of “the best availabl”
LS trainers and police aswstan.e only as an integral parn of
larger fforts to improve the edministration of justice 1n the
recipient countrics

“} think 11’y a ven convincirg argument. and I have no proh.
lem with ICITAP, per se.” said Bonnie Tenneniclio. whao trachs
police training programs for the Washington Office on Lanin
Amernica. a human nghts group. “But what | think needs 10 be
addced i~ a program by which this stuff is strictly conditioned on
human rights. and where Congress has a av when that's not the
casc.” Whenever Congress tries to aitach stnings to foreren ad.
of coursc. 1t 18 accused of tning to wrestle the foreign policy
steering wheel away from the White House. When Cransion
and several colleagues tried to accomphsh some of the abone
goals last year with an Omnibus Eastern European Secunin
Assista.te Act. they were stonewalled by State.

Within a few months. Cranston. whose Senate carcer ends in
Januan. will sponsor a new hill that would place all adminisira.
non of justice programs under the Justice Department. accord-
ing to Crar.ton alde Martin E. (Nich) Andersen “Were s
ing.” he said. * *Put it under one big tent. gine it some political
direction to lend 1t a purpose and meaning 1 helping over-puhi-
tanzed Second and Third World societies to civiliamze 7 L
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8tudy Urges End to MNilitary Aid Programs

Washington - Military aid programs are both expensive and
morally offensive, says David Isenberg of the Center for Defense
Information in a new study from the Cato Institute.

Isenberg points out that th. United States is the world’s
largest supplier of arms, yet the Bush administration has re-~
quested $7.38 billion for taxpayer-subsidized military aid
prograns in FY 93. He goes on to charge that

* Washington wants to increase cummercial sales of military
equipment as a way of keeping the military-industrial complex
happy when the Pentagon budget is cut.

* U.S. arms are routinely used by repressive regimes to
menace their neighbors or brutalize their own populations. The
United states is then an accessory to those crimes.

* If one of those governments is overthrown, the United
States may be blamed for the misdeeds of the ousted regime, as it
was in Iran, Nicaragua, and the Philippines.

* American soldiers could end uvp fighting a ccuntry that the
United States has armed.

"The Sins of Security Assistance Programs" is no. 1€ in the
Foreign Pclicy Priefing series published by the Cato Institute,
an independent public policy organization in Washington, D.C.

-— 30 --

Cato Institute ¢ 224 Second Street S.E., Washington, D.C. 20003 e {202) 546-0200 Fax: (202) 546-0728
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Link Economic Aid to Military Limits

By Nicole Ball
and Robert S. McNamara

WASHINGTON
hen some 60
countries
meet here
later this
month 10
discuss 8¢
for the former Soviel republics, they
ehould hnk long-term economic and
wchnical assistance LO progress In
shifiing prioritses {rom the miliary
o economic development This de-
mand would nol be unprecedentied
lenders L some Lhird-vorid countries
have siaried (o pul such conditions on
their aid
Althougt 11 of the new republics
agreed last month a3 members of the
Commaonwealth of indeperndent Staies
W & unified nuckar command and 8
tmelable for destroying or removing
nuclesr weapons from Belarus (lhe
former Byelorussia) and Ukrawne
subslantial uncertainties remain
Kazakhstar has satd it intends 1o
remain 8 nuclear power as long as
Russis does Woither the Swart treaty,
which would reduce stralegic weap
ons by about 23 percent, nor the trea
ty an conventiona) forces in Europe,
has been ratified Ukraine. Arerbu
jan and Moldovs sre setting up inde

Nicole Ball 15 o visiuing fellum at the
Overseas Deveiopment Council Rob
ert S mMcNamara was Secretary of
Defense from 186) 10 }964 and pres:-
deni of the World Bank from 1968 (o
1981

7T

perndent armies Usraine alone has
plans for & siandiny Jurce of 450000
troop> And Rorit Yelisin, Russia’'s
president 13 challenging Ukraine's
claim that 1t should control the Black
Sea liect of the defunct Soviet Union
Al this suggests that the repubhics
may conhinue 1o desote substantial
resources to the mihitary Noi unly
would this run couniet 10 American
and kuropean efforts to shrink miki
tary bLudgcis 1l would alsu absurb
funds the republics urgently need w
stabilize their chaotic economies
Over the last year internalional
lenders have grown increasingly im.
patient with the high military spend-:
ing of many developing countries
The money spent on the milisary ex-
ceeds the combined spending on
heelth and education in some 20 Ge
veloping countries The heads of the
Worid Barx and the International
Monetary Fund recently warned tnat
such expenditures are causing them
1o question whelher their funds are

\

Reward restraint,
from India to the
ex-Soviet Union.

being put to the best use

Germany said in Scplember that it
would cut a1d 10 Indis by nearly 25
percent in 1982 unless New Delhi re
duced 1ts mulitary budger Pahistan
and China are expecied (0 receive
similar warnings In Oclober. Japan
Wid Nortr Korea thst 1o obtain diplo-
matic reconrition and 81d 5t must hall
construct.on of the Yongbyon plutom:
um plant A stmilar strategy should be
apphied 10 the former Soviet republics

Last month, Secretary of State
James Baker outlined security meas-
ures the US hopes the republics will
adopt He called cn Lhe new stales (0
mamntain the unilied nuclesr com:
mand, sdhere 10 the Nuclear lionpro-
Lifzration Tresty withou! crealing
new nuclear weapons, carry out the
conventional forces (realy himit
arms buildups and convert military
industries 10 Civilian use

Al the conference on 81d 1n Wash
mglon, the US and other donors
should begin discussing how L0 make

econvomic and technical assistance
contingen! on these ond similar pul-
cots, hke ratifying the Siart treaty
and reducing military expendilures

Moreover, in hine with the taandate
recewved from sts board Last fall the
tMF ehould review the republics’
military budgets and make ns findings
available (o the World Bank the Furo
pean Bank for Reconstructhiun and De
velopment and the Orgenitatiur fur
Economic Couperation and Deselup
ment That way, all 81 decisiuns wew
be based on the same informatior

Tying economic assistance to hm
1 on military spending 15 a sensilive
issue thal has at limes led 10 charges
of foreign meddling Nonetheiess
many lenders argue that when mlia
lary budgels undermine developmeni
efforts, axd should be reduced

By making u clear that the muh
8Ty cannot take precedence over de-
velopment the US, the other donor
countries and the world's lendiny, 1n
stituuons can tnsure that the $50 bil
hion 10 $60 Dithion they previde annus
ly will heip not hinder, the creation o

-

& more peaceful worid [




POLITICAL PULSE

WILLIAR SCHNEIDER

DODGING YHE FOREIGN POLICY BULLET

ere we are in the middle of the first presidential campaign

of the pout-Cold War era. But instead of a Great Debate

over the US. role in the New World Order, what we are
getting ix a Great Silence.

Why is foreign policy so conspicuoush absent from the 1992
campaign? Is it because the voters aren't interested”! Not entire-
Iy. Ir's also because the o Establishment candidates. President
Bush arnd Gov. Bill Clinton. don't really want to hear what the
voters have to sav. They know that the American public is in an
isolationist moad right now It's not @ good time for Establish-
ment candidates to aefend their internationalist values

Bush and Chinton are both being
challenged ty protest candidates,
Reputlican Patrick J. Buchanan
and Demacrat Edmund G. (Jerny)
Brown Jr. huve positioned them-
sehves as anti-Establishment pop-
ulists Isolationism is a theme with
powerful populist appeal. and both
Buchanan and Brown are using 1t
It’s a debate that Bush and Ch- ton
are trving their best to avoid
because it's & debate they re afruid
they might lose

Only one Establichment figure
has tried 1o make foreien policy an
issue this vear 1t was not g pres
dential candidute or i Member of
Congress. but former President
Npon. Ni.on described the level of American aid being offered
1o the former Soviet republics as * patheticatly inadeguate.” He
warned of the possibility of & “new despotism™ in Russia if the
United States does not do more

The likelihoed that Congress will pass a major new aid pach-
age seems shm. however. especially without strong pressure
from the Administration Prewdent Bush's initial response to
Noon was “There isn't a ot of money around. ... 1 don't have a
blank check.”

Congress echoes that message “The reason you are not sce-
ing much of a debute.” Rep. Stephen J. Solarz. D-NUY.L said. i
that gnen the manifest unpopuianty of foreign aid. there are
ven few people who sec much mileage in pubhch cathng forn ™
Mainstream politicians do not want to debate Soviet aid in the
polincal environment of 1942

Nor is there much mileage in supporting a free-trade agree-
ment with Mexico at @ ime whoen Amenican workers are fearful
that. as Brown put it. “the corrupt few™ will export American
jobs 1o countries where they can get cheap labor ™ As a result.
Administration officiais Ao say it is unhhkely that a deal can be
struck for a new North Amcrican free-trade agreement in time
for congressiona! ratification this year. Mainstream politicians
do not want to det:ate free trade in the political environment of
1992,

By refusing to engage Buchanan in a full-scale foreign policy
debate. Bush has protected himself. Evidence comes from the
networh exit poll of Repubhican priman voters in Hhnois and
Michigan on Murch 17. Republican voters who endorsed the
view that “the U.S should stop worning about other countries
and put America firat” voted for Bush over Buchanan by better
than 2-1 in Michigan and by better than 3-1in Himois, Lucky for

Bush and Clinton are
both trying to avoid
primary debates on
foreign policy for fear
they might lose the
debates.

Bush they did. because more than 70 per cent of Repubbeans in
both states agreed with the statement.

Bush is an ardent internationalist. That is one of his few hard-
core convictions. Though Bush haw condemned Buchanan's s
lationism. he has not tried to engage Buchanan on the ooy
Instead. he ran an advertisement in Michigan attaching
Buchanan for driving a IMereedes-Beny.

Clinton. too, is an internationahst. He calls for o “srategy of
American engagement” abroad. Bui he s careful 1o detend ane
to Russiis in terms of America's self-interest. Chnton has sad 1
will “save us billions in lower defense cosis forever” and
“increase trade opportunities dra-
matically 7 He also tnes 1 sound
tough on trade. Chintan said
Michigan that he would no
approve a frec-trade agreemon:
with Mosico withouot “the clovae
tion of lubor and environmonty’
standards on the other side ofan,
Rio Grande ™

The outhines of 4 debard be-
meen Bush's internationatisne any!
Chnton’snternation e ar.
beginning to comy civar Busk
seems to favor a hegemoni 1ol
for the Linined States, alony the
hnes of the Persian Gull was wih
Amcrnica the ultimate guarantor o
world order and ~stabiline T
nation’s aim, according 1o @ Pentagon document. will ho o dis-
courage [other countries] from challenging our leadership o
seching to overturn the estabhshed pohitical und coononi,
order.” We'll supph the muscle. Thevil supply the money s
hegemony on the cheap.

Chinton’s internationalism is more multilateral He emvsions
*United Nations rapid-deplovment foree™ to deal wath threais e
the peace. It is also more concerned with cconomie develop:
ment. environmental protection and human nghts But hisideass
for & "Democracy Corpe™ and “America Houses” would invol,
veny little money. It's demaocracy on the cheap

The debate so far has not been between Bush and Chintor,
however. It has been the mo front-runners ining to fend oft e
lationist chalienges Both Brown and Buchunan opposed the
Gulf war. Both have attached the free-trade agreement with
Mexico. Both want to cut Amernican troop strength in kurop,
(Brown to a tokhen 1000 troops). Both oppaose foreien ad
Brown said he “wouldn’t gine @ penmy ™ 1o foreign id “uni
every small farmer, businessman and fumii: ™ in the United
States is tahen care of. It will be interesting o see whether pro-
Israel groups pich up on this issue in the New York priman
campaien.

Sentiments like that are not respectable. Americans are betiar
informed and more sophisticated about the world thun thoey
were in the 1930s. They know that it is notin Amencs’s bos
interest to withdruw from the world. Which s why candidates
such as Brown and Buchanan this yvear. Richurd A Gephard: e
1985 and John B. Connadly in 1980 hinve found that they can et
anh o far bul no tarther on solanonismy 16 keeps them poee
for i while. but sooner or Lyter they run up agionst the consenss
of informed vpinion [ ]
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Toward a Policy That's No Longer Foreign

r

By Roger Mormis

SANTA FE.NM
s 15 the case with all 1ry-
umphs, AmMmenca’s
cold war wictory
brings with it new
difficulties None 13
more troubling than
the gathering irredevance of U.S for-
wzn policy
L Myhianily, America has emerged
whrivaled. yet much of our arsens! i3
defisbilizing unusable and irrelevant
0 dew tasks of national securn: Eco
nomically. the Soviel defeat 15 com
plete, yel the cold war era 8lso de
woored our own productivity, real in
cofne and compelitiveness, leaving 8
halignant gap beiween rich and poot
and disgraceful and dangerous social
conditions  Poliikcelly. we led a suc-
cessful anii-Soviet alliance, yet the
viciors now bicker, with no collective
tecunity ogasnst s threatening deple
‘wn of environment and resources
"Noi least sre the moral costs
abroad. & bitter legacy of our many
fnterventions, st home. s demacracy
diminiched by oatonal cecurily dem-
Lgogy amd exira-constitutional scts,
still governed by garrison-state con-
furmily snd myopia  America Is nej.
Cher th: power nor Lhe ideal thal

The real global
revolution is
just beginning.

bepen Lhe rola war 45 years ago

Ominuusty the real global revolu-
Uun ol vur Cpanfoas Only besINNInLy
Wi nuw (a0 snUllaneous upheasals
thet ate far more momentuus Lhan
thr Communist chalienge in techr.ol
Qgy, weapans prohieration, popula
1on gruwth and migration, eConuomic
and political aspiration, nation«) dis-
mirgralion, freLurce scarcity and en-
virunmenigl Cecay — all culming.
tmns of the old imperial, indusirial
orders that symbulically chimasxed in
the fall ol the Sovie: Uniun It s
ecs « mew world. yel without us
Own L.uer — Of BN American policy
for sy securely eithin it

Our viclury al least releases us
from a Foaustan choice belween
weals snd mierests, prinCiple and
pragmausm In the cold war, ve
often sacrihiced what was nght for
whal was eapedient A redeeming iro
ny of this new era 15 Lhat 1S reahibies
make prinaples pragmauc  and
Weats nut anly affordable but essen.
el Nationa! securiny in the pusi<oid
war peniod comes with pohcy thal is
mo nger foreign

in & progerty enlightened Wathing-
un, that policy would rest ¢n a new
tmity of military, economic and po-
Iiosl-screntific sacurny

Mihianly. the US would forge
shted of the post Soviei common:
wealth i reducing strategic and con-
veational arms To hoard a vast nu-
clear advantage amid Russian de-
chine would oe a Versailies-like peace,
pruvuking eveniual revision To pre
vent Lhal iragedy. we would go well
bryund current megotiations that
awe Amenca’'s preponderance un-
redressed America would nitiate
Roger Morns, author of *‘Richard
Milhous Nixon  The Rise of an Amer-
u-!n Polilician.”* was on the staff of
the' National Security Council uader
Prey. tents Johnson and Nuor

slveeping cuts \n sirategic weapons,
faonsor dismantling of superpower
wnd allied arsenals and set 8 Limeta-
ble lor verilred demilitarization of the
cold wur vicior as well as vanquished

We would spur s new coalition for
similar ehmination of the nuciear
Saturday Night specials the existing
or would-be arsenals of South Alrica
Syria_ Isruel. Ching, India. Palkustan,
Argenuina, Brazil, the two Koreas and
iran as well as Iraq Nothing su
threatens peace as these snachronss:
uc, apocalypuc wespons, relics of 8
vanished era

We would recognize Lhat conven.
ional arms also consume our com-
mon future The US would cesse
trafficking in 40 percent of the
workd s munitions, stop giving or
loaning $100 billion for military pur-
chases, press Russia to embargo iis
share o! the two-thirds of the arms
trade we conduci together On u plan
€l where poor natwns tquander §50
billon & year on weapons, we would
thed old mihitary chents and guaran-
Une arms merchants as we once
checked fascist and Communist ag.
gressors And with billions of dollars
saved by that new containment,
America would invest 1n equally es.
sentwal cominercial securily

Economically, we would respond 1o
8 muluipolar world with iniernational
trade ad Comestic indusirial pohicies

A CONLETIVG 35 wa$ UUr ComMmMILInent
b tne tuld war Gauging the mercan
tihat policies of our partner-cumpet
tors, their disciphine ol capite! and
labor, we would mount a comprehen:
sive public iInvestment strategy, pro
moting a New dreparedness eCONOMI:
caly educationally snd fiscally

Americs would continur s devo
Ion 10 free (rude. yel wouild sirategs
cally manuge domestic markels and
internaiional busincists, preseniing
the expluitation uf people and the
environment at home and abrusd as s
maiter of nationai interest We wouid
undersiand that securily depends not
only un 8 dynamic domestic econon.y
bui on the well-being of all nations

We wuuld see clearly that we can:
not hve salely in 8 world where four
billion to five bitlon people are ex
cluded from economic opportunsty,
where there persistt sn immense
transtor of wealth from puor coun-
tries to rich, where third world babses
are grown on furms 10 provide orgsn
transplants fur first world cusiomers,
where 11 mullion children dit every
year und there are 200 new corpses
euch minute in what the Workd Health
Organuzation calis & “'sient geno
cde’ of preventable lamine and dis
ense, where “he smoking shaniylowns
of the furgotien surround shrinking
enclaves of affluence

Washingion would promote world-

wide rEIRVESLINENL I huinan cajnlal
n educdtion, Jubs and land refuren s
the pourer nativns Using the Lilliuns
now spenl on third world armsy o
would be a bargain. high dividend
purchase of new secufily nierne
tLional economic justice and the re
suling stabilly would creete vast
new markets for US guods and sars
fces

As 8 tird prinuiple the US would
organize 8 culleciive body Lt bversiy
eNVIFONMERtal action, with plan:iany
management of resources and te( hnu!
ogy This world alhance would mubi
lize scentific and managenal talem 1o
confront crises of chmate and conser
vahon, populatwn and poliusur It
would address dangeruus imbalances
ol technoluyy #nd resburces, Miass pof»
uvlation migrativns and Lhe spurting
growth of sovereigniies

Line cold wer slliances, such a tul
leclive would be integral tu LS seu
iy 1t would epomize internstionet
coope ration amid pxoloading natwnel
1sm «nd open new avenues fur US
science, technulogy and business

Vorld revolutions now surround e
Washingiun that is Daying hip senace
10 change, yet mired In spent m:»
sicns — bureaucracies delying the
death of thzir raison d'élre A slag
nant Foreign Scrvice was crudely pe
hucized in the Reagan-Bush years
Exposed by recent hedrings  ih¢
C1A stands derchict in insign' and
integnity Fur senwor olficialdun: Ke
publicans draw on siock-uptior. bu
feaucrats rovolving betwier publu
office and consulling for the highest
bidder, and the Democrats from s
similarly dubious if dogred regime-
tn-wainng

ntellectually,  our  security
needs in the 1990y are plain —
new sensibility to the cultural

demographic  econuenmic and
envirunriente! wases Lt gh
R uver us @ fresh ooty

ahration of diversity and glotansm
That creativity, mekes obsulite a vt
nalestablishment Above dit notona.
SECUrIY TOQUITCS 8 MOre Opnr. Tofre
sentative foreign pulicy, A new gener
ahion of (hinkers and dunrs

Ve may conlinue (uhave 8 dindoed
puisoned pleict 10 remain @ Jitn
and caste ridden America (or ¢ whate
at least Or wi may choose on tra of
secure diveIsity, eQuilebk tindum
ment true communily

Pohicy no longer foreign would fui
Nill that poignunt promise of George
Washingion, of an America not salt
or prosperous by whal 1t possessed
but 1n what it was — *'s nation " he
hoped. *which would have a melrat
ing influence on 8ll mankind = i



CONGRESSIONAL
QUARTERLY

Weekly Repon

FOREIGN AID

Bush’s Plan To Help Ex-Soviets
Gets Good Reception on Hill

Leaders support proposals that they had long sought,
but members’ mood could swing against assistance

evealing a break in clouds that
Rhuve hung heavily over foreign

aid since last year, lawmakers
generally welcomed President Bush's
proposal to assist Russia and the other
former Soviet republics.

But legislative weather patterns on
foreign aid are difficult to predict.
Those promoting the assistance say en-
actment will require strong guidance
from Bush and congressional leaders if
they hope to avoid potentially disrup-
tive election-year turbulence.

“It will take the best skills of en-
lightened leadership.,” said Rep.
Henry J. Hyde. R-1ll. “Some people
are sure to look at this as money going
to St. Petersburg. Russia, rather than
St. Petersburg. Fla ™

Bush announced April 1 that the
United States would participate ina $24
billion multilateral assistance initiative
aimed ci stabilizing Russia’s economy
and would provide additional U.S. assis-
tance, including increased food credits,
to Russia and the other former Soviet
republics. (Packagc. p. 864, economic
aid, p. 886, food credits, p. 869,

In his announcement. Bush sig-
naled the strategy that he likely will
use to sell the aid to American voters
and nervous lawmakers.

As senior members of Congress had
encouraged him to do for months in
urging such a package, he presented the
assistance as insurance for the United
States against the re-emergence of an
unfriendly regime rather than as a
bandout to the former Soviet people.

“The stakes are as high for us now
as any that we have faced in this cen-
tury,” Buah said at a televised White
House news conference. "If this demn-
cretic revolution is defeated, it could
plunge us into a world more dangerous
in =ome respects than the dark vears
of the Cold War." (Text, p. 907)

While emp*asizing that the United
States must lead, Bush made clear
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“If this democratic revolution
is defeated, it could plunge us
into a world more dangerous
in some respects than the dark
years of the Cold War.
America must meet this
challenge.”

—President Bush
L ‘1 . . - " " ™9

that the financial effort would be in-
ternational. While emphasizing the
depth of assistance required, he and
White House officials downplayved the
cost to American taxpayvers.

“It’s not & tremendous amount of
money,” Bush said. *Our commitment
is very, very substantial.”

Much of the president's proposal
requires no legislative action. However
congressional endorsement is crucial,
both to provide some of the bilateral
aid and to put a bipartisan irnprima.
tur on the overall effort.

When & much smaller assistance
plan was enacted late last vear. the
White House refused to take a puulic
position. Bush was under attack from

Democrats and his party's right wing fur
devoting too much energy to foregn
issues and not enough t¢ dumestic one-
(1991 Weekly Repart. p 3536

He has since been widely criticized.
by Democrats ard Republicans alike
for not more aggressively helping the
former Soviet states. The cniticism:
came to a head last month with furmer
President Richard M. Nixon's descrip-
tion of U.S. support for the region a-
“pathetically inadequate.” (Weck’:
Report, p. 625

Lawmakers said at the time that
they would support the administra-
tion in seeking congressional approva!
of a comprehensive aid proposal it
Bush would 1ake the lead. a message
reiterated the day of his announce-
ment. “We do have to stop the politics
en this one.” said House Majorin
Leader Richard A. Gephardi. D-M.
“It's got 1o be bipartisan.”

The administration  appeared
ready to take Congress up on the offer
Secretary of State James A. Baker [1]
said on April 1 that he was “reads 1o
go up there tomorrow and start fight-
ing for this legisiation " In a letter 1o
Congress on Apri! 3. Bush wrote.
“This is an issue that transcends a