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FOREWORD

House oF REPRESENTATIVES,
CoMMITTEE ON FOREIGN AFFAIRS,
Washington, D.C., September 5, 1989.

In January 1988 I appointed a Task Force, headad by Eon. Lee
H. Hamilton and Hon. Benjamin A. Gilman, to conduct a compre-
hensive bipartisan review of the U.S. foreign assistance program.
This was the first major review of foreign assistance since 1973,

The Task Force issued a report in February, 1989. The recom-
mendations of the repert were drafted into legisiation. The final
bill was reported by the Committee on Foreign Affairs on June 16
and passed by the House on June 29 as H.%. 2655.

The work of the Task Force twas ably assisted by several studies
by the Congressional Research Service on reporting requirements
and on the development of U.S. foreign assistance programs. The
attached study makes a further contribution to the Committee in
its efforts to carry out its oversight responsibilities for U.S. foreign
assistance.

Authored by Curt Tarnoff, this study of AID)'s Private Sector Ini-
tiative, which was developed during the 1980’s by AID Administra-
tor Peter McPherson, is a concise exploration of the evolution and
elements of AID’s Private Sector Initiative. While U.S. assistance
programs have for years worked through and promoted private
sector activities, this initiative brought considerably greater focus
and a more concerted approach to market economics and promo-
tion of the private sector. This Initiative coincided with a growing
disenchantment during the 1980’s in many developing countries
with state directed economies and a redirection toward market-ori-
ented policies.

The analyses and findings contained in this report are those of
the Foreign Affairs and National Defense Division of the Congres-
sional Research Service and, as such, they do not necessarily re-
flect the views of the Committee on Foreizn Affairs or its members.

Dante B. Fascew, Chairman,
Committee on Foreign Affairs.
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LETTER OF SUBMITTAL

CoNGRESSIONAL RESEARCH SERVICE,
Trr LiBrARY OF CONGRESS,
Washington, DC, August 23, 19889.
Hon. Dante B. Fascell,
Chairman, Commiitee on Foreigrn Ajfairs, House of Representatives,
Washington, DC.

Dear MR. CEaRMAN: I am pleased to submit “The Private En-
terprise Initiative of the Agency for Internsational Development.”
The study addresses an important aspect of the U.S. foreign eco-
nomic aid program. It examines the formulation of the Initiative,
the range of private enterprise activities conducted by AID, and a
number of issues which might be considered by policymakers in the
Congress and the executive branch.

The report was authored by Curt Tarnoff, Analyst in Foreign Af-
fairs in the Foreign Affairs and National Defense Division.

Sincerely,
J0sEPH E. Ross,
Drrector.
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EXECUTIVE SUMMARY

———

The Private Erterprise Initiative, introduced by the Reagan Ad-
ministration in 1981, has been an effort to shift the development
strategy of the Agency for International Development (AID) from a
“predominantly public sector, or government-to-government, focus
to one that emphasizes market forces and active private indigenous
productive sectors.”

In its belief that the key to economic growth is private enter-
prise, the Initiative was partly an adaptation of the Reagan Admin-
ist.ation’s domestic program to its foreign aid program. It also re-
flected a widespread belief that previous development strategies
were not adequate. The evidence for their failure was to be found
in the onset of severe economic stagnation in much of the develop-
ing world during the early 1980’s.

In the view of Initiative proponents, developing countries have
ween characterized by two features: the dominance of the state in
the economy and the weakness of the private sector. The Initiative
 has sought, therefore, to encourage developing country govern-
ments “to open their economies to a greater reliance on ccmpeti-
tive markets and private enterprise”, and “to foster the growth of
productive, self-sustaining income and Job producing private enter-
prises in developing countries.”

Policy Formation. The basic outlines of the Private Enterprise

itiative were developed during the first yvear of the Reagan Ad-
ministration and private enterprise became the first of AID's “Four
Pillars” through which, according to AID Administrator Peter
McPherson, the U.S. could achieve the President’s foreign assist-
ance objectives.

The new policy was bolstered by the actions of a variety of out-
side sources. Several major foreign policy study groups, including
the Carlucci, Kissinger, and Andreas Commissions, recommended
steps to encourage private sector growth in their findings. The
World Bank and other donor entities began to integrate private en-
terprise projects into their overall development programs. The U.S.
Congress enacted several modest pieces of legislation which author-
ized new programs or added new language supportive of AID pri-
vate enterprise activities. Among these were the establishment of
the Private Sector Revolving Fund in 1983, the Food for Progess
Program in 1985, and the earmarking of appropriations for mi-
croenterprise projects in FY 1888 and FY 1989,

The Institutionalization of the Initiative in AID. Within the
Agency for Internstional Development, the Private Enterprise Ini-
tiative was granted a prominence which has led to its successful in-
tegration into the bureaucracy. Although the most visible aspect of
the Initiative, the Private Enterprise Bureau, due to limited fund-
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ing, small staff, and difficulties encountered in working with other
parts of the Agency, has played only a modest role in development
of the Initiative. It has managed the Private Sector Revolving Fund
and provided fechnical assistance to missions in the areas of privat-
ization, policy reform, financial markets, and other subjects.

As an “agency-wide” initiative, private enterprise has been pre-
moted by all other bureaus and the AID missions. The regional bu-
reaus have each established special private enterprise offices which
support mission activities with technical assistance. Many AID mis-
sions now possess & designated private enterprise officer who takes
the lead in establishing contacts with the developing country pri-
vate sector and reviews project proposals initiated by other offices
in the mission to insure that private enterprise options are fully
taken into account during the project design process.

The Private Enterprise Activities of AID. The most accurate data
available indicate that private enterprise programs have represent-
ed roughly 12-13% of tuital Development Assistance and ESF fund-
ing from FY 1986 to the present. In FY 1988 AID obligated $630
million of DA and ESF in support of the Imitiative. In addition, a
large proportion of projects funded with ESF-generated local cur-
rency have had a private enterprise element. ‘

There have been three kinds of private enterprise programs:

e those that sought to change government policies which bear on

private enterprise;

¢ those that sought to assist private enterprises directly, through

credit schemes, training and technical assistance; and

o those that sought to utilize pr' ate enterprise to carry out

All)Y's traditional social service activities.

1. Policy Reform. Through its “policy dialogue” with developing
country governments, AID has sought the elimination of policy
consirainis on private enterprise and the adoption of policies vhich
would stimulate its growth. For instance, under the Africa Econom-
ic Policy Reform Program, African countries were variousiy en-
couraged to increase private sector roles in agricultural marketing,
contract rural road construction to private contractors, or liberalize
mmport and export licensing.

One of ATD’s more common policy reform cbjectives has been the
privatization of government-owned enterprises and of government
services. AID funded the establishment of a Center for Privatiza-
tion in order o develop a pool of consultant expertise on the proe-
ess and techniques of privatization. ATD has provided technical ex-
perts to conduct stucies on the feasibility of privatization and assist
government in carrying them out, conditioned ESF cash transfers
on privatization of parastatals, and used ESF local currency to
eliminate parastatal debt in order to facilitate their sale to the pri-
vate sector. In Honduras, for example, AID is currently assisting
the privatization of a holding company with 65 firms.

2. Assisting Private Enterprise. AID has directly met business
needs for frained personnel, capital for start-up, operations and ex-
pansion, and technology by funding a wide variety of credit, train-
ing and technical assistance projects. Among the more distinctive
private enterprise activities conducted by AID during the 1980s
are:




ix

* Business associations. AID has helped establish and promote
institutional development of businass and trade associations
which provide leadership in advocating policy reforms on

_ of its business membership and implement AID credit,
training, and business information service programs aimed at
the particular membership they represent.

° Microenterprise programs. Microenterprises are the smallest
size businesses, defined as having 10 or fewer employees. It is
estimated that they comprise between 30% and 70% of the
labor force in developing countries. At present AID is conduct-
ing 87 microenterprise projects funded at $290 million over
their project-life. These projects provide various mixes of
credit, training, and/or technical assistance.

© The Private Sector Revolving Fund. The Fund provides credit
assistance to businesses mostly via loans and loan guarantees
to banks which ther on-lend the funds. Up to the end of 1988,
the Fund’s portfolis consisted of $67 million in projects.

* Export Development/Investment Promotion projects. AID
projects have assisted indigenous exporters, largely emphasiz-
Ing development of non-traditional products, while others have
sought to attract foreign investors through creation of export
processing zones and creating a policy climate conducive to in-
vestment. Twenty-eight of 105 active AID-funded projects in
the Latin An.crican private sector as of June 1938 had an
export-related component.

3. Using Private Enterprise to Implement AID Objeciives. In order
to encourage expansion of the private sector, AID has utilized the
private sector as much as possible to implement development ac-
tivities and convince governments to use them in the provision of
services. Anticipated benefits are greater cost-efficiency, greater fi-
ngncial sustainability, and decreased burden on government budg-
ets.

For example, in the population sector, AID is heiping developing
couniry private employers to initiate family planning services
within the context of their existing employee-based health pro-
grams. AllY’s contraceptive social marketing projecis use market
techniques, such as advertising campaigns, market research, and
retail distribution and sales, to achieve greater contraceptive use at
low program cost.

- Zssues Raised by the Private Enterprise Initiative. In its challenge

to existing policy, its emphasis on the privats sector, and concur-
rent deemphasis of the public sector, the Initiative has been a de-
parture from the past. A variety of issues have been raised during
the eight year implementation of the Initiative:

* Does the Initiative run contrary ts basic human needs?

¢ What ;1as the Initiative meant for developing country govern-
mentis?

e Is ﬁngncial sustainability best attained through the private
sector?

* Which private sector components should AID assist?

° ;;Vh%t institutioral obstacles does Initiative implementation
ace’

1. Basic Human Needs and the Private Enterprise Initiative.

Since the introduction of the Initiative, many have wondered




b4

whether the new program was not in some way incompatible with
the objectives of the 1973 New Directions legislation which requires
the U.S. aid program to support the “poor majority” in developing
countries. It has been asserted that the Initiative might be a return
to the pre-New Directions indirect approach to development in
which the poor were expected to receive benefits via a “trickle
down’’ process.

Although AID admitted to re-examining its strategy, the Admin-
istrator noted that the needs of the poor majority would continue
{0 be addressed, if somewhat differently than earlier. AID has
pointed out that the Initiative specifically helps the poor by empha-
sizing employment generation and raising incomes, thereby in-
creasing the purchasing power of the poor and enabling “them {fo
meet basic human needs by their own efforts and choices”.

Specific private enterprise programs, the use of the private sector
as a delivery mechanism, and the empnasis on using AID resources
to encourage national economic growth have been challenged on
the utility and effectiveness of their particular approach to meet-
ing the needs of the poor majority.

a. Private Enterprise Programs. In many cases, programs such as
assistance to business associations, policy reform assistance, and
credit supplied {o medium-sized business, do not appear to help the
poor directly but have the purpose of strengthening national eco-
nomic growth in order to create job opportunities and help govern-
ments afford sustainable social programs.

¢ Policy Reform. World Bank structural adjustment reforms sup-

ported by AID have been criticized for having an adverse affect
on the poor. Many believe that AID should stress incorporation
of poverty-alleviation measures in its own policy reform pro-
grams. All}, however, refutes the notion that the consequences
for the poor are mostly negative. They argue that sectoral re-
forms supporting decontrol of agriculture prices, for instance,
have benefited the small farmer. In addiiion, the apparent neg-
ative impact of policy reforms must be weighed against the far
greater negative impact that would ensue if government poli-
cies had remained on their original course.

¢ Assistance to Business. Althcugh AID provides assistance to a -

wide range of businesses, the extent to which the poor have
been served directly by these projects has been questioned. To
some, there is a stark policy choice to be made between the ob-
jectives of poverty alleviation and business development. To
others, helping business develop is the best way to alleviate
poverty.
Critics perceive a tendency for many AID business assistance
projects o ignore the poor. Export promotion projects tend to
help neither small nor micro enterprise, because they are
viewed by AID as having litile potential for developing quality
groducts in quantities necessary to be competitive exporters.
mall-scale enterprise beneficiaries of the Private Sector Re-
volving Fund are enterprises with fized assets under $250,000,
a definition of small-scale viewed skeptically by some. Propo-
nents of micioenterprise legislation in 1987 were similarly crit-
ical of AID efforts to adopt a definition of microenterprise
which, in their view, would prevent funds from reaching the
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very poorest of entrepreneurs. On this latter point, one group
of Representatives accused AID of ignoring bottom-up growth.
AID has countered that directly targeting credit to those at the
lower end of the per capita income spectrum may make it
mor difficult to achieve sustainable results, because business-
es with higher skill levels benefit more from credit and techni-
cal assistance programs and sustain more new employment op-
portunities. Supporters of the poverty-alleviaticn approach,
however, suggest that the immediate social benefits of business
assistance programs should be taken into account in weighing
who should be targeted for direct assistance.

b. Use of Private Sector as Delivery Mechanism. The effort to uti-
lize the private for-profit sector and for-profit market mechanisms
to provide project services formerly delivered through governments
has not been fully exploited as yet. However, there is reason to be-
lieve that use of private enterprise methods and organizations to
serve the poor has significant limitations.

_For example, many believe that use of private enterprise is un-
likely to make significant inroads outside of urban areas, because

port and other costs are too high and potential client incomes
to low to make service profitable. Furthermore, charging for serv-
reeS may deter the poor from utilizing available services. In the
health sector, service charges seem to channel use to curative care
rather than than toward the preventative care which AID pro-
grams in child survival and nutrition have sought to foster. On the
other hand, some suggest that although private enterprise may not
totally replace existing service practices, where they do succeed,
limited government resources could target those poor groups less
likely to be served by private enterprise. :

¢. Nationa! Growth vs. Targeted Growth. Some believe that a
major premise of the Initiative—that basic human needs may be
met by stimulating broad-based economic growth—is inaccurate.
They assert any bemefits the poor receive from the presumed
“trickle down” effect of increased job opportunities are uncertain
and only direct targeting of assistance to the poor wiil have a
strong positive impact. Proponents of the Initiative, however, argue
that the poor have benefited in those countries which have experi-
enced relatively rapid rates of growth. The number of absolute
poor in middle income countries is significantly lower than in slow-
developing countries. And any growth at this stage is important in
order to free government budgets from the debt burden and allow
them te support social programs which satisfy basic human needs.

2. AID and the LDC Government Role in the Private Sector. Initi-
ative proponents take tie view that developing country govern-
ments have largely played a negative role in their economies. In
stressing divestiture of government enterprise, privatization of gov-
ernment services, and the transfer of project funding from govern-
ment to the private sector, ATD appears {o support an LDC govern-
ment role substantially different from what it had previously. This
approach may cause some friction with LDC governments. In Ja-
maica, for example, explicit conditions made by AID in 1984 and
1985 listing firms to be privatized led to a deterioration of relations
between AID and the Jamaican government.
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Changing priorities from support for government to support for
the private sector are reflected as well in a shift of resource {rans-
fers. Although most assistance is still directed through govern-
ments, in the Latin America region in 1985, almost half was run
through non-governmental groups, half of these for-profit organiza-
tions, Further, AID no longer funds projects to assist parastatal de-
velopment.

AlID has recognized the political problems that its private enter-
prise approach could engender. Its support for privatization, for in-
stance, has been characterized by activities designed to build public
support. Some believe AID has been too cautious. Strategic consid-
erations, they say, have prevented it from pursuing a harder line
in support of policy reform in both Egypt and Honduras.

3. Financial Sustoinability. One of the major benefits that was
predicted to flow from the Private Enterprise Initiative approach to
development has been that it would insure greater project sustain-
ability. Previcus approaches to development had established the
basis for government to provide new services without covering the
necessary recurrent costs, such as salaries for doctors and teachers,
to keep them going once domor funding had ended. Utilizing
market forces, on the other hand, promised to help projects become
sustainable in several ways. For one, projects run by the private
sector would be more efficient and respond {o market forces to de-
termine resource allocation. Further, they would recoup costs by
charging for services.

There has been some success in fostering greater financial sus-
tainability in AID projects using private sector methods. By charg-
ing fees, a number of training programs have become mere scif-sus-
taining. Credit programs charging rcal positive interest rates have
recovered most of their costs. Drawbacks to greater sustainability
exist, however, In coniraceptive social marketing projects, for ex-
ample, there appears to be a trzde-off between the objective of
widespread contraceptive use at prices affordable by the poor ma-
jority and that of project self-sufficiency.

4. AID and Private Sector Components. Funds for private enter-
prise are limited, and decisions must be made regarding which
compeonents of the private sector should be targeted for assistance.
Each segment of the private sector has ifs supporters and detrac-
tors.

For example, those who believe that micreentrepreneurs in the
“informal” part of the private sector should be the chief benefici-
aries of private enterprise assistance tend to contest that portion of
aid which assists larger businesses. On the other hand, proponents
of aid to small business argue that it generates more employment
than other businesses. Medium and larg: businesses, still others
argue, are more viable candidates for export activities and linkages
to foreign technology and investment.

5. Obstacles to Implementation of the Private Enterprise Initia-
tive. During the past eight years, efforts tc implement the Initia-
tive have run into a number of institutional and policy obstacles.

¢ There has been a shortage of AID professionals qualified to im-

plement the Initiative. In order to meet a need for people with
an understanding of the business environment, AID has re-
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cruited more staff with business experience and has estab-
lished a training course.

* Some contend congressional oversight hinders AID's ability to
deal with “usiness by discouraging risk taking, such as equity
investroents, and by frightening off businessmen due to the de
tailed financial reporting requirements of government.

* Procurement regulations which place severe limitations on
salary levels payable for provision of contract technical serv-
ices have distracted from the Agency’s ability to obtain skilled
consuitanis in banking, investment. and other specialties.

° Foreign aid firancial resource limitations have slowed growth
of private sector programs. Some believe that congressional al-
locations of funds fo specific functional accounts and congres-
sional earmarks for specific programs, greatly limited funds
which might have been dedicated to private enterprise develop-
ment.

Assessing te Private Enterprise Initiative. Tt is difficult to meas-
ure the impact of the Initiative on the development of private en-
terprise and on the national growth of developing countries. In
view of the small size of the AID role in many countries and the
relatively small size of the private sector prugram within AID,
some believe one should not expect {oo much.

Nevertheless, the Initiative can claim two concrete accomplish-
ments as a resuit of the past eight years. For one, it has brought
the problems of private enterprise in the developing world into the
mainstream of the U.8. foreign aid program. Secondly, the Initia-
tive has revitalized some old areas of AID activity and moved AID
into new areas.
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I INTRODUCTION ®

The Private Enterprise Initiative is, perhaps, the chief legacy of
the Reagan Administration to the foreign economic assistance pro-
gram of the United States. Asserting that “increased reliance on
private enterprise, individual initiative and entrepreneurship, the
encouragement of competition, and reliance on market forces to
guide economic progress is essential for sustained, eguitable
growth,” the Private Enterprise Initiative has sought to shift devek
opment strategies of the Agency for International Development
(AID) “from a predominantly public sector, or government-{o-gov-
ernment, focus to one that emphasizes market forces and active
private indigenous productive sectors.” 2

The Initiative has had three components:®

® Policy reform. AID has encouraged governments to establish
policies which promote free market principles and end govern-
ment intervention in the economy. Such activities are intended
to create a climate compatible with private enterprise growth.

* Private enterprise development. AID has expanded and initiated
a variety of activities aimed at assisting the growth of micro,
small, and medium-scale indigenous private enterprises.

o Utilization of the private sector as a delivery mechanism. AID
increasingly has used private, rather than public, sector orga-
nizations, including private enterprises, to implement its tradi-
tional programs in such areas as population and healsh.

Although the Initiative represents only one element of an exten-
sive and complex U.S. foreign aid program of the 1980s, it has had
a significant impact on the program, on the Agency for Interna-
tional Development. Its ultimate impact on the developing coun-

! Note: This report is based upon a close review of the written public record of dcbates hear-
ings, government studies and project evaluations on the subject discussed herein. It is aizo based
on over 70 interviews and discussions with administration, congressionai, dovelopment special-
ist, AID, and developing country participanis with firet-hand kunowledge of the subiect.

IBZQAID 2%%'ngreasional Presentation, FY 1988, p. 205A, and AID Congressional Presentation, FY
» P :

Defined in AID policy papers and often reiterated in congressional testimony, “private enter-
prise” is “profit-orienter economic units producing goods and services for the market in which
the means of production are privately owned.” ATD includes “business associations (e.g. cham-
bers of commerce) thet promote private enterprise, and profit-oriented, privately-owned coopera-
tives” as a related coneern. (Al'gn Policy Paper, Private Enterprise Development, May 1982, re-

Orgamm s h and vol (PVOs) and tals, which
izations, such as private voluntary organizations and parasta i

“tend to respond to motives in addition to, or in place of, the profit metive, and thus are less

influenced by the operation of free and competitive markets” are ezcluded from this definition.

Farmers might properly be considered private entrepreneurs where their operations are com-

m%mxizai’m?m; sage, this loys th r hangesbly with
oliowing s usage, this paper employs the term “private sector” interc y wi

private enterprise, exeegt where the context clearly indicates its usage to include PVOs, coop-

eratives, unive: -.ties and other non-governmental entities.

* A fourth, privatization, was added in the FY 1989 Congressional Presentation. This report,
however, treats privatization as ATD did previously and subsumes it under components one and
three.

1
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2

tries which receive foreign assistance is, as with most other eco-
normic assistance efforts, not easy to identify.

In the past, AID had cornducted projects which benefit the pri-
vate sector. The activities encornpassed by the Initiative, however,
have been of a different order of magnitude than those of the previ-
ous decade. There has been more grivate enterprise project activity
and e wider range of private enterprise project-types. The Initiative
gives much greater priority to the development and growth of pri-
vate enterprise as a way of achieving AID objeciives than had been
the case earlier. The shift in approach, qualitative as well as quan-
titative, can be seen in the new emphasis on policy environment
and greatly increased contacts with private for-profit organizations
and representatives.

To the extent that it has appeared to be a departure from previ-
ous policy and practice, the Initiative has stirred a degree of con-
troversy. A number of issues have been raised by the Initiative:

Conflict with Basic Human Needs. The Initiative seemed to signi-
fy a shift in apg:roach to the priorities established by the 1973
“New Directions” legisiation which had called for direct targeting
of assistance to the poor majority in order fo fulfill a country’s
basic human needs. To critics the Initiative was an indirect, long-
term macroeconomic growth approach to development in which the
poor would only benefit through a “trickle down” of wealth. Propo-
nents of the Initiative asserted that it was “a more efficient, cost-
effective” way of meeting the New Directions mandate and that
the poor would benefit through increased employment opportuni-
ties and more financially sustainable social programs.

The Role of Governinent. The Initiative proposed a change in the
U.S. aid relationship with governments and in the role of develop-
ing couniry governments in their economies. Instead of supnorting
the implementation of government programs, the Initiative sug-
gested that aid programs be used to assist the private sector direct-
ly. It would aiso use foreign aid to encourage a diminishing role for
governments in both the economy and the delivery of social serv-
ices. These new approaches, some believe, may raise political prob-
lezlns with LDC governments sensitive to any challenge to their
role.

Financial S ustainability. One of the problems associated with de-
velopment projects was the dependence on continued donor or gov-
ernment funding they created. Initiative propcnents contended
that adoption of private sector methods would greatly enhance the
ability of projects to become financially sustainable.

Private Sector Strategies and Opiions. By expanding the range of
foreign assistance programs to include private enterprise, the focus
of discussion has moved away from the question of whether or not
to assist the private sector. Rather, with limited financial resources
available, the guestion arises as to which components of the private
sector should receive essistance and what are the best strategies
for assisting private enterprise development.

Obstacles o Implementation. The Initiative was in many ways a
departure from previous practices in the Agency for International
Deveicpment. In order to provide appropriate assistance to private
enterprise, policymakers had to overcome a number of institutional
and financial obstacles—and today many still remain.
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‘As the policy was translated into actual programs and projects in
- the feld, its more dramatic and controversial aspects were reduced.
Some early alarms, for instance, that the entire economic assist-
ance program would be “privatized” as a result of the Imitiative
have not been realized. But the Initiative, nonetheless, has had a
substantial impact on the foreign assistance program. Activities to
strengthen private enterprise in developing countries have in-

in number and variety. New approaches and methods to
development are being explored. To foster these programs, new in-
stitutions have been established within the Agency for Internation-
a! Development. New modes of behavior have been sanctioned al-
lowing AID to communicate and work directly with the private
sector. There has been as well g shift in the priorities which deter-
mine the direction of assistance, from the public to the private
sector. There has been a2 new emphasis on non-project assistance
ut d to induce poiicy reform. The Private Enterprise Initiative has
certainly changed the U.S. economic aid program, but the extent,
durability and implications of that change are still open to ques-
tion.

Eight years into the Initiative, it is an appropriate time to
review the ramifications of this approach. The report that foliows
describes the philosophy that drives the Initiaiive, the historical
and economic ¢ xmtext in which it was createu, and its institutional
and legislative implementation. The variety and scope of private
enterprise activities undertaken by AID are then examined. Final-
ly, tae key issues raised during AID’s encourter with private enter-
prise are discussed.




il. THE PRIVATE ENTERPRISE INITIATIVE

A. Poricy FORMATION

The Private Enterprise Initiative has been both a continuation of
and a departure frum previous U.S. foreign economic aid programs.
The United States has long used its economic assistance program
to support the development of private enterprise in developing
countries.* Nevertheless, the Private Enterprise Initiative has
often been characterized as a departure from the past. The recent
history of the U.S. foreign economic aid program is generaily de-
scribed in terms of several phases: the period from 1957-1973 when
aid emphasized infrastructure and industrial projects; the period
from: 1373-1980 when the “New Directions” legislation targeted aid
on the poorest populations in an effort to meet their basic human
needs; and the period from 1981 to the present when “New Direc-
tions” approaches were supplemented by a wave of private enter-
prise programs. Although many private enterprise-related activi-
ties continued to be conducted throughout the 1970s, studies sug-
gest that, with the exception of traininz programs, the level of such
activity had dropped off significantly with the introduction of the
“New Directions” policy. The difference in magnitude reflected the
change in emphasis away from: industrial and other projects
“whose benefits for the poor were indirect, and hence difficuit to
quantify or demonstrate conclusively.” 5

The Reagan Administration’s new program was derived from a
belief that previous approaches to development Lad not been ade-
quate. The Administration’s arrival in office coincided with the
onsct of severe economic stagnation in much of the developing
world. With growing deb*, developing country governments were
increasingly unable to maintain social and economic programs in
health, education and agriculture of the sort which had been initi-
ated with U.S. support. In a view shared by many in the Adminis-
tration and the World Bank, the only answer for developing coun-
tries was to grow their way out of debt and recession through
greater production, foreign investment, and increased exports. The
poor could best be helped through such growth.

For the Administration, the key to economic growth was private
enterprise and reliance on market forces. The President himself
was a strong proponent of the private sector’s importance for the
domestic economy, and these beliefs appear to have been translated
to the developing world. In a speech to the World Bank and IMF in
September 1981, President Reagan noted that “the societies which

* See Deborah M. Orsini, AID Private Sector Initictives: Past, Present and Lessons Learned,
report for the President’s Task Force on International Private Enterprise. November 1983,

° Robert Nathan Associstes, Inc. 4 Kevicw of AID's Experience in Private Sector Development.
ATD Program Evaluation Report No. 14. April 1985, p. 23.
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have achieved the most spectacular broad-based economic progress
in the shortest period of time’”’ are united by “their willingness to
believe in the magic of the marketplace.” ¢

Private Enterprise in the Developing Countries. Generally, two
compiementary tendencies exist in many developing countries with
regard to private enterprise: the dominance of the state and the
weakness of the private sector. The former was partly a result of
the supremacy of the colonial government inherited by most devel-
oping countries, the lack of capital available to the private secior
in the early years of independence, and the enormous social needs
of developing country populations, which many believed, could only
be met by a strong central government. Governments came to play
a powerful role in national economic policy.

Proponents of the Initiative often highlight two related points.
One, that foreign assistance programs, largely channeled through
developing country governments, accepted and encouraged the
broad government role in provision of services. Institution-building
projects were aimed at making government more effective and able
to play a leadership role. Secondly, governments had become in-
creasingly embroiled ir the functioning of their nations’ economies.
Because these leaders thought it would make their economies grow
faster, they played a more active role in rescurce mobilization. This
led to the imposition of a variety of regulations. To encourage in-
dustrialization and urbanization, price controls and subsidies were
established on foodstuffs. To promote import substitution schemes,
exchange rates were overvalued and tariffs raised. In the end,
these fiscal and monetary policies discouraged private sector
growth. Government-owned business—parastatais—often intended
to fill gaps in the economy or keep a failing private business from
collapse, multiplied.

At the same time, the private sector in developing countries was
handicapped by small and inefficient labor and capital markets,
lack of access to technology, poor or unavailable training in man-
agement, accounting and other skills, and onerous government reg-
ulations and excessive government participation in the economy. .
Business associaticns and chambers of commerce either did not
exict or had undeveloped capabilities for provision of information
and marketing support services or for exercising influence over the
government policies which affected its members.

The Policy.” It was the view of the Administration that a “pri-
vate enterprise economy”’ was the most efficient means of achiev-
ing broad-based cconomic development. In order to build such an
economy, AlD targeted its Private Enterprise Initiative on the two
impediments to private enterprise development noted above. Its
goals, therefore, were:

e t0 encourage developing country governments “to open their

economies (0 a greater reliance on competitive markets and
private enterprise”, and

5 Remarks at the annual meeting of the Boards of Governors of the World Bank Group and
e ollowing Siarssion Sle;zrgeii besed on AID li Private Enterprise Develop-
ollowing on 18 \ 4 on olicy TS, Pricate 1
ment, May 1932, and the revised version of March 1985?0 pape =
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* “to foster the growth of productive, self-sustaining income and
job producing private enterprises in developing countries.”
policy acknowledged the possibility of a positive role for the
public sector in the achievement of economic growth. That role was
believed to be the establishment of a favorable climate for private
investment. Mission directors were instructed to identify govern-
ment policy constraints to private enterprise development and seek
to address these through both its ongoing dialogue with govern-
ments regarding its foreign assistance programs and in the course
of project design.

Specifically, the AID effort to encourage governments to create a
climate amenable to private sector development had a number of
objectives: |

° Economic policy reform. AID sought to encourage government

economic policies regarding levels of taxation, exchange rates,
tariffs, subsidies and price-fixing whick are conducive to pri-
vate sector growth. Where countries have followed an import
substitution sirategy, AID sought o encourage a shift to more
export-oriented policies. ~

* Legal ard regulatory changes. ATD sought to encourage private

sector growth through government policies regarding labor, in-
cluding minimum wage and employment rules; licensing of
business and the establishment of corporations; banking re-
strictions, including limits on lending rates; and investment in-
centives.

® Privatization of government services and parastatals, AID

sought to encourage governments to privatize parastatals as
well as to open up traditional goverament-dominated programs
in such social sectors as education, health, and agriculture to
private sector participation.

° Improved infrastructure in power, transport and communica-

- tions. Since AID only rarely provided capital costs of infra-
structure, its role was to provide assistance to ensure business-
like management of services. Although infrastructure was
widely viewed as the responsibility of government, AID encour-
aged private ownership.

ges in government policies and programs were not the only
aim of AID policy. The private enterprises themselves were a
target of assistance. In order to assist the expansion of private en-
terprise in developing countries, AID had several objectives:

® Access to credit. AID iniended to use its financial rescurces to

increase availability of credit and its technical assistance to
create credit institutions.

¢ Creation of a trained labor force. ATD would support {raining

programs to fill gaps in the private sector labor force.

° Availability of techrology. Using technical experts and train-

ing programs, AID would promeote capital saving technologies.

A key objective of the Initiative was project sustainability.
Whereas projects run by governments had faltered when donor as.
sistance ended, projects implemented through the private sector
would seek to become self-sustaining as soon as possible. It was
argued that private enterprise projects would charge a market
price for services, they would be more efficient in their operations,
and more responsive to the public served. Furthermore, they could
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mobilize private sector financial rescurces with which to expand
and develop their activities.®

- The Public Policy. The basic cutlines of the Initiative were devel-
oped over the first year of the Administration. Within weeks of
President Reagan’s inauguration, a private sector approach to for-
eign aid was being formulated by AID Administrator, Peter
McPherson. In its first budget submission, the amended FY 1982
Carter budget, McPherson noted the Administration’s commitment
- to increased opportunities for private sector participation in AID
programs. By July 1981, in an act heralding the Initiative, a
Bureau for Private Enterprise was established within AID. Subse-
guently, in the fiscal year 1983 budget submissicn (presented in
January 1982) and in a series of policy papers that followed, AID
outlined the essential points describing the Initiative.

Private enterprise support had been the first of the Agency’s
“Four Pillars”, through which, according to McPherson, the U.S.
could achieve the President’s foreign assistance objectives.® In addi-
tion to being an Agency puiority, institutionally promoted by its
own Bureau, the Initiative was supported in principle by a number
of outside sources. Both the Kissinger (1984) and Carlucei (1983)
Commissions, on Central America and Security and Economic As-
sistance respectively, recommended that steps be taken to encour-
age private sector growth.1?

In May 1983, the President appointed a Task Force, headed by
Dwayne 0. Andreas, 10 examine how U.S. foreign aid could be used
to stimulate private enterprise development. The President’s Task
Force on International Private Enterprise eventually reported over
80 recommendations; many of those aimed at AID activities were
adopted by the Agency. Another task force, focused on privatiza-
tion issues in both the United States and abroad, was established
in September 1987. Its report in March 1988 called on AID to in-
crease its privatization activities by directing funds to the private
sector and encouraging privatization of state-owned enterprises.i?

World events during the 1980s also helped to reinforce the policy.
Partly as a result of the debt crisis and government responses to
the prescriptions of the World Bank and International Monetary
Fund, many developing countries indicated an interest in moving

% Another feature of the Initiative when first introduced was the prominent role given to US.
private enterprise. Tha first AID policy paper on the subject siressed U.S. investment in devel-
oping country economies, U.S. business role in fechnology transfer, and the provision of AID
information services to U.S. business firms in order ¢o assist their investment and trade with
developing countries. The revised version of this policy, however, focuses entirely on the davel-
oping country private secior and greatly downplays the role of U.S. enterprise. While noti
that a more market oriented LDC economy should benefit U.S. private enterprise through prof-
itable business relationshipe with LDC entrepreneurs, the paper, referring to AID projects, notes
that “the mere use of a U.S. private firm should not be construed to mean that the project is s
private enterprise promotion project in the sense of meeting ALDs policy objectives.” (Private
Enterprise Development, March 1985, p. 11). Altho there has been increased trade, technolo-
g’_:ransfer and investment activity utilizing the U0.5. private sector s 2 result of the Initiative,

is report will focus on AID activities to assist LDC private enterprise, not U.S. private enter-
prise.

# Testimony to House Foreign Affairs Committee, February 23, 1988, Foreign Assistance Legis-
{ation for FY 198.-85 (Fart 1), p. 246.

10 feport of the Nationgl Bipartisan Comimission on Ceniral America, January 1984, and Com-
migsion on Security and Economic Assistance: A Report to the Szcretary of Stale, November 1983.

11 The President’s Task Force on International Privete Enterorise: Report to the President, De-
cember 1984, and President’s Commission on Privatization, Privatization: Toward More Effective
Government, March 1988.
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from inward to ocutward looking economic strategies and from stat-
ist to free market approaches. Developing country governments
were more agreeable to the new private enterprise-related projects
advanced by AID than they might have been at an earlier period.
- Other donors, notably the United Nations Development Program,

~ also began efforts to integrate private enterprise projects into their
overali development aid programs.

In sum, private enterprise issues have now become integral to

the U.S. foreign assistance program. As the Assistant Administra-
tor of the Bureau for Private Enterprise pointed out in 198%:
. . - the encouragement of market forces and active indige-
nous private sectors to stimulate growth is now pervasive
in ALD. sirategy formulation and programming. Starting
in 1981 as a departure from the Agency’s historical gov-
ernmeni-fo-government approach, the Initiative today
enjoys wide recognition in the field as a proven develop-
ment tool that is especially well suited to the attainment
of self-sustairing growth. This recognition extends beyond
our own foreign assistance program tc other donor na-
tions. To multilateral donor organizations, and, most im-
portant, {0 many host country governments which make
the laws and enforce the regulations under which their
emerging entrepreneurial sectors must operate. Therefore,
in contrast to the situation seven years ago when ALD.’s
Initiative was begun, private enterprise has become part of
the development mainstream and seems likely to persist as
an essential tool of development into the future.12

B. CONGRESSIONAL ACTIONS

Although most private enterpriserelated activities have been
conducted under the terms of pre-1981 legislation, the U.S. Con-
gress did enact several pieces of legislation after 1981 which either
authorized new programs or added new language supportive of AID
private enterprise activities. At the request of the rfeagan Adminis-
tration, Congress established the Private Secior Revolving Fund in
i983.1% Several other initiatives emanated from Congress. The
Food Security Act of 1985 contained two initiatives—one (section
108) requiring a proportion of PL 480 Title I-generated local curren-
cy toc be made available to financial institutions for on-lfending to
private enterprises, and another (the Food for Progress Program)
providing food aid in return for government policy reforms promot-
ing private enterprise involvement in the agriculture sector. In ad-
dition, the Foreign Operations Approprir “ions bills for fiscal years
1988 and 1989 earmarked $50 million ana $75 million, respectively,
from total Development Assistance (DA), Economic Support Funds
(ESF), and local currency to support microenterprise projects.i4

2 Neal Peden. Testimony to Senate Foreign Operations Subcommittee, Committee on Ap;m—
%pmgss May 12, 1988. Foreign Assistance and Related Programs Appropriations for Fiscal Year
. p. 258,
I3 As section 108 of the Foreign Assistance Act of 1981. For more on the Private Sector Re-
volving Fund, see page 33.
l%e are several categories of economic assistance. Development Assistance funds empha-
size long-term development objectives and are broken down inte a mumber of functional se-

Continued




Policy language was alsc added as a consequence of the Private
Enterprise Initiative. In 1983, Congress amended the Foreign As-
sistance Act of 1961 (Public Law 87-195, section 108(a)) to include a
finding that the development of private enterprise is a vital factor
In the stable growth of developing countries and that it is in the
best interests of the United States to assist this development. Sec-
tion 102 of the Act, containing a list of principles on which imple-
mentation of bilateral development assistance programs should be
based, was amended in 1Y85 to include the “four pillars” of the
Reagan Administration’s foreign aid program. One of the “pillars”
supported the promotion of private sector activity as a fundamen-
tal objective of development assistanca.!® Both House and Senate
reports on the amendment, however, noted that the intention of
the legislation was simply to restate principles already embodied in
other parts of the Act and that doing so did not in any way mean
that the New Directions’ basic human needs policy mandate had
been supplanted.

Private enterprise legislation generated little discernable politi-
cal controversy. The attitude of potential opponents to the Initia-
tive might fairly be described as “laissez-faire”. As one Foreign Af-
fairs Committee member said of the most prominent private enter-
prise legislation—that creating the Private Sector Revolving Fund:

We weren't really involved in the establishment of this
program. It was a Reagan initiative, and we more or less
went along with it. We {elt that the greater stake the ad-
ministration had in the foreign aid program, the more sup-
port there would be for the overall authorization.®

Another reason for congressional receptivity to the Administra-
tion’s proposals, according to one committee staff member, was
that “private enterprise is like apple pie. You can’t atiack it.”

Furthermore, new legislation on private enterprise did not
appear to threaten existing programs. As noted, the hearing record
and committee reports exhibif congressional concern regarding pos-
sible conflict with New Directions policy. When Administration of-
ficials were asked if they intended to seek changes to reflect a
greater private sector philosophy, they responded that any recom-
mended changes would remain consistent with congressional objec-
tives in establivhing New Directions. For the most part, however,
existing legislation authorizing foreign economic aid was sufficient-
ly broad to permit most activities encompassed by the Initiative
without any change.

C. THE INSTITUTIONALIZATION OF THE INITIATIVE WrtaHIn AID

If the Initiative was to be translated into actual projects in the
field, it first had to be introduced successfully into the bureaucracy
which designed and implemented those projects. In addition to the

counts, suck as agriculture and education, and one regional aceount, the Development Fund for
Africa ESF is provided to countries of ial economic, political, or mili significance. PL480
refers to the Food for Peace Program, which authorizes food aid activities.

For more on microenterprise, see page 31,

15 The oﬂze;r1 three are encouragement of policy reforms, access o appropriate technology, and
institutiop-buildi

*¢ Don Bonker, House Foreign Affairs Committee, Oversight of the Private Sector Activities of
QPIC and AID's Bureau for Private Enterprise, September 10, 1986, p. 112
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- release of directives and policy papers, the Administration gought
to insure that institutional mechanisms were put in place to pro-
mulgate the Initiative on a long-term basis. To understand the out-
come of the Initiative, it is useful to examine this process.

 Within the Agency for International Development, the Private
Enterprise Initiative was granted a prominence which suggested
the beginning of a serious and comprehensive effort. In its early
years, however, there was considerable resistance to the Initiative
throughout the Agency. Some AID professionals perceived it as just
another of the “development fads” which appear with reguiarity
and are eventually forgotten. Others saw the Initiative as a tempo-
rary political phenomenon connected to the advent of the new Ad-
ministration.

Because promotion of one policy often meant diminution of an-
other, many viewed the Initiative as a threat to the type of pro-
grams which they, as AID professionals, had iniplemented during
the preceding half dozen years. A 1982 memo from the Administra.
tor noted that “The principal sources of funding for the Agency’s
private sector initiative will be Mission budgets . . .”, *7 and 8% of
target mission budgets (both ESF and DA) were to be set-aside for
private sector activities. As a result, mission directors, unenamored
with the Initiative, reportedly would replace one set of “buzz-
words” used in project design with another set to accommodate pol-
icymakers in Washington—an integrated rural development
project, for example, might be retitled “small farmer”.

By March 1988, however, an AID internal management study
noted that the Initiative, while unevenly applied throughout the
Agency, was well established. Many believe that, after eight years,
the program goals of the Private Enterprise Initiative have been
largely integrated into the entire Agency.

1. The Private Enterprise Bureau

To outsiders, perhaps the most visible aspect of the Initiative has
been the Private Enterprise Bureau (PRE). Established in duly
1981, six months after the start of the Reagan Administration, the
PRE was the first tangible evidence of the new AID program. The
Bureau was originally intended to be the leading agent of the Initi-
ative. Setting up a separate bureau, rather then making it an
office within an existing bureau, highlishted the importance the
Administrator attached fo the program. Moreover, as a bureau, its
director—an Assistant Administrator—would have direct access to
the Administrator.

The PRE’s role in promoting the Initiative was to be twofold:

* As experimenter, the Bureau would formulate new methods of
assisting development of privaie enterprise. It would work in
areas previously untouched by the Agency and develop models
of projects which the missions could replicate.

* As educator, the Bureau would provide technical support to
missions in the areas of its expertise. It would disseminate the
models and methods it had developed. And it would train

17 Foreign Affairs Committee, Subcommitize on International Zconomic Policy and Trade,
Foreign Assistance Legislation for Fiscal Years 1984-85, March 8, 1982, p. 128.
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Agency staff in how to work with the private sector and identi-
fy opportunities for AID involvement.

- Despite its prominence as a separate bureau, most believe that
the PRE largely failed in its early vears to make a significant con-
tribution to the promotion of private enterprise within the Agency;
some think that the Initiative’s progress may actually have been
retarded by the PRE’s performance. Internal agency oppesition
that might be inherent to any new approach was exacerbated in
this case by both bureaucratic and funding issues. Due, in part, to
the necessity to avoid bureaucratic turf batiles with other paris of
the Agency having their own private enterprise-related responsibil-
ities, the PRE was not able to achieve any focus in ifs first years.
Establishment as a separate Bureau had the effect of isolating it
and its activities from the rest of the Agency. Moveover, in carry-
ing out of its duties, the Bureau gained 2 reputation for insensitiv-
ity to the other bureaus and the missions. Part of the problem, ac-
cording o AID staffers, seems to have been a tendency to conduct
project-related activity without sufficient communication with the
local missions. When it did communicate, Bureau staff tended to
tell mission personnel what to do, rather than work cooperatively
with them. _

Another problem confronting the Bureau concerned funding—al-
though AID’s budget was steadily rising between 1981 and 1985,
funding for the Bureau was perceived to be at the expense of other
functions. In fiscal year 1982, $36 million was re-programmed for
the Bureau.l® In addition, target missions were reguired to “set-
aside” a certain amount of funds for private enterprise projects to
be mutually agreed on with the PRE. Roughly $120 miilion were
designated for this purpose in fiscal year 1982. Reportedly, a
number of missions resisted this program and, although some ac-
tivities were initiated under this funding system (only three
projects were approved in FY 1982 totalling $25 million), it was for-
malily discontinued in 1985,

Concern regarding the budget drain threatened by the PRE’s ac-
tivities may have been guelled somewhat by establishment in 1983
of the Private Sector Revolving Fund. The Fund, which provides
credit assistance to developing country entrepreneurs, was e
ed to require no new appropriations after it had reached $60 mil-
Lion.*® The budget of the PRE itself rose to a high of $38 million in
fg% 9?.2%5- and has since declined to an estimated $19.8 million in FY

Some observers mark the year 1985 as the point at which the
PRE found its present niche within the Agency. AID, itself, in its
FY 1986 Congressicnal Presentation drew a distinction between a
“start-up strategy”’ pericd and what it called a “transition” strate-
gy, running from 1985 to 1987, in which the Buresu would move

18 Testimony of Elise Du Pont, Assistant Administrator, PRE. September 15, 1982. House For-
eign Operations Subcommitiee, Committee on Approgpriations. Foreign Assistance and Related
P‘mgmm Appropriations for 1983 (Part 7).

¥ In the end, however, it has absorbed between $8 and $16 million annusily. Although it was
expected that the ability to recycle loan repaymenis would eventually free the Fund of the need
for new appropriations, due to long loan maturities of its initia} loans, the Fund has required
more appropriations then originally estimated.

20 Figures, provided by the PRE, exclude housing office activitizs.
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into a well-defined course (in this, it appears to confirm the lack of

- . such a course previcusly). In 1985, there was a transformation in

the leadership and staff of the Bureau. An effort was made to focus
its program and, like the other technical bureau—Science and
Technology—to be more responsive to mission needs and requests.

Since then, the Bureau appears to have become more diplomatic,
-secking a lead role only where leadership has not been taken by

other parts of the Agency and contributing to the Initiative largely

- through the management of the revolving fund and through techni-
- cal assistance consultant inputs to the missions. Beginning in 1985,
~ the PRE placed three long-term contracts with consulting firms to
furnish expertise when needed in privatization, financial market
development, and private enterprise development. Such contracts
either allow missions “free” technical services or the ability to

- “buy-in” to the contract, sometimes for more extended services. In

short, they encourage missions to get involved in private enterprise
. projects.

The Private Enterprise Development Support (PEDS) contract
~provided technical assistance in a wide variety of subjects—from
policy reform to export promotion. Although the first PEDS con-
tract was for $1.2 million over two years (1985-87), PEDS I is a
five year, $20 million contract. To date there have been 60 assign-
ments in 40 countries. The more narrow Financial Markets con-
tract funded studies in more than 20 countries on the development
- of financial institutions, highlighting constraints to the mobiliza-
tion of domestic capital. The Privatization contract, widely viewed
as the most singular success of the PRE, led to the establichment of
the Center for Privatization. To date $8.5 million in PRE funds,
matched by $7.4 million of mission funds, have been spent assisting
LDC governments to study and carry-out privatization activities.

In addition to the provision of technical assistance, the PRE was
responsible for managing the Private Sector Revolving Fund estab-
lished by Congress to seck innovative ways to provide credit to
small business.?! Although financially the largest and legislatively
the most prominent of PRE activities, the Private Sector Revolving
Fund has, in the view of some observers, not had a significant
impact on Agency private enterprise operations. Although active in

- 20 countries since 1984, more than a third of funding has gone to

just three countries—Indonesia, Thailand and the Philippines. In
addition, there was often little communication between the Fund
and missions. According to a 1988 GAOQ report, loan projects in the
Philippines and Indonesia were inadequately coordinated with the
missions, which had only limited knowledge of Fund activities.22
The PRE appears to have recognized the validity of this criticism.
According to its Fiscal Year 1988 annual report, the Fund scught
“in 1988 to improve coordination. Every project obligated was co-de-
. signed with the relevant mission, and five of the seven projects
were co-financed with missions.

Some observers, both within and outside the Agency, conclude
that funds might be better utilized if channeled to missions direct-

2! Fund operations are discussed in greater detail on page 33.
.Ju;z Gt:vc«'ernm1988 ent Accounting Office, Issues Concerning AIDs Private Sector Revolving Fund,
y .
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ly, noting that missions are generally more innovative than head-
gquarters and that they have developed a variety of loan and guar-
antee mechanisms on their own. Nevertheless, Fund officials con-
-tend that they have developed new financing techniques and initi-
ated work in a number of new areas, including trade financing,
venture capital, and technology transfer. Furthermore, 2 Fund
report claims there have been cases, specifically in Thailand and
Jordan, where missions have gore on to implement loan projects
m on the model established in those countries by the revolving

-Although the role of the PRE as “educator” is evident in the
framework of the specific technical support services it provides to
missions, an effort has been made to train AID staff in methods
and approaches which they might employ to increase private sector
involvement in development activities generally. Early on in the
implementation of the Initiative, it was recognized that AID per-
sonnel had had little experience with private enterprise—that
many were skeptical regarding the contribution business could
make to AID goals and, therefore, might not be able to respond
well to the policies being initiated from AID headguarters. In 1984
a training course on “The Role of the Private Sector in Develop-
ment” was produced by the PRE to “sensitize” AID professionals to
the private sector. To date, approximately 150 AID staff have par-
ticipated in this two-week course which has a positive reputation in
the Agency for its effectiveness and utility.

Despite its varied project activities, the Bureau’s modest budget,
staff size, operation outside the bureaucratic mainstream, and the
private sector activities developed by missions and other bureaus,
have restricted the reach of the PRE. According to one analyst, by
mid-1986 the PRE accounted for less than one percent of total pri-
vate sector programming of AID.2® In 1987, AID reported that re-
gional bureaus invested roughly five times more Development As-
s}f}ftgpnﬁ% funds alone in private enterprise-related projects than did
the .

2. Other Bureaus and the AID Missions

Although the PRE is the most visible symbol of the Private En-
terprise Initiative, the AID policy paper on private enterprise de-
velopment stresses that it is an “agency-wide” initiative. As the fig-
ures on private sector funding quoted above would indicate, other
bureaus and the missions have taken lead roles in promoting vari-
ous aspects of the Initiative.

The Bureau for Program and Policy Coordination (PPC). Respon-
sible for overail agency policy coordination, PPC has been the chief
formulator of the Initiative. It was involved in the various task
forces which have contributed to development of the policy. PPC
assumed the leadership role in policy reform, developed the privat-
ization policy and, according to one official, convinced the Ad—inis-
trator tc support it. As a reviewer of mission activities, PF_ has
promoted the Initiative to the missions.

* Testimony of Jennifer Bremer to House Foreign Affairs, International Economic Policy
Subcomm. Guversight of Private Sector Activities, Sept. 10, 1986. p. 114
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The Science and Technology Bureau (S&T). Through its Office of
Rural and Institutional Development, S&T has taken the lead role

in microenterprise development. In addition, the Bureau is a signif-

- icant contributor of technical assistance and policy guidance in
small and medium business. The Bureau’s functional directorates,
in human resources, health, energy, agriculture, and population,
have each developed private enterprise programs in their own dis-
- ¢rete sectors.

The Bureau for Food for Peace and Voluntary Assistance. The
Food for Peace Bureau manages those food aid programs noted ear-
Yier that assist private enterprise and promote policy reform.

- The Regional Bureaus. 1t is the missions in the field, however,
that design and implement the vast majority of AID projects. The
extent of support given the Initiative by the Regional Bureaus re-

. flects to some extent the progress made toward integrating the
- policy into mission pr

ograms. |

The Bureau for Latin America and the Caribbean (LAC) has

always been the leader in private enterprise both in terms of initia-

‘tives and size of program. As early as 1982, it had & speciatized pri-
vate enterprise division to review and promote private enterprise
activities in the missions. In order to give its function within the
Bureau more prominence, the post was upgraded in 1986 to a full
Private Enterprise Office, reporting directly to the LAC Assistant
Administrator. Missions were required to submit strategy state-
ments specifically aimed at developing private sector activities. A
number of missions, in Honduras and Costa Rica for example, es-
tablished their own private enterprise offices and others designated
a specific private enterprise officer to develop and carry out the
new programs.

The LAC Bureau’s and Latin America region’s active role in pri-
vate entferprise particularly benefitted from the funds appropriated
in response to the political situation in Central America. The large
sums of ESF money provided to the Bureau allowed it to develop
policy reform and private enterprise projects that would not con-
flict with funding requirements of the more traditional social sec-
tors. By one assessment, half of the total Latin America aid budget
is used for private sector-related activities. Between 1982 and 1987,
AID has spent over $2.6 billion on private enterprise programs in

‘the region. At present, there are more than 100 active private en-
- terprise projects.

The degree of private enterprise activity undertaken by AID mis-
sions in Africa is thought by most observers to be much less than
in Latin America.2¢ The level of economic development, including
that of private business, is much lower; and basic food, health and
other needs make greater demands on funding resources. Neverthe-
less, since 1988, the Africa Bureau has taken measures to promote
private enterprise activity. It established a private enterprise office
at the Bureau and placed private enterprise officers at key mis-
sions. In early 1987, the Bureau also adopted its own private sector
policy and strategy. Among other things, it directed missions in

24 ATD data provided to the House Foreign Affairs Committes in 1986, however, stated that
§2}§Ym11110n,1'98'5 or 51.7% of total Africa DA and ESF funding, assisted the for-profit private sector
in .
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certain categories of development—20 as of early 1988—to prepare
private sector sirategy statements as part of the overall AID mis-
sion strategy process.

Significant steps to deal with policy reform, identified by many
as a key constraint to private enterprise development in Africa,
were taken by the Bureau through the establishment of an Africa
Economic Reform Program. The program, designed to encourage
adoption of policy reforms (discussed in more detail below), com-
pensated somewhat for the lack of designated ESF funding to most
countries in Africa.

To give the Private Enterprise Office clout with the missions, it
was provided in 1985 with responsibility for a four-year $6 million
Africa Private Enterprise Fund (later increased to $27.5 million
and extended to 1990) with which to support an array of technical
assistance activities. As of January 1985, assistance had been pro-
vided to 24 countries. A variety of studies have been funded, in-
cluding a series of investment climate surveys whose aim is to map
a country’s private sector and assess needs for its strengthening.
The Fund has also supported feasibility and technical studies seelk-
ing to identify investment opportunities.

In spite of these efforts, there appear tc hav: been few concrete
results, according to a 1988 evaluation of the kund.25 Investment
climate assessments intended to help the missions engage in policy
dialogue had not, in the view of evaluators, led to specific policy
reforms. Other studies intended to identify opportunities for pri-
vate enterprise development had not been translated into projects.
A review of Africa programs conducted by the evaluators found an
increase in private sector activity in only ten countries.

According to the evaluation, it is the view of mission personnel
that the lack of follow-up to Fund assistance was chiefly due to the
absence of available funding for private sector programs. There is
reason, however, to believe that private enterprise initiatives in
Africa began to receive greater emphasis and funding during 1988.
The Private Enterprise Office has initiated a new set of programs,
and since fiscal year 1988 there has been a considerable boost in
obligations under Fund programs. At the close of 1988, the Private
Enterprise Office launched an exercise, entitied Manua! for Action
in the Private Sector (MAPS), which seeks to affect a mission’s
entire country strategy in a way that will result in the adoption by
the mission of a variety of private enterprise projects. Further-
more, the Development Fund for Africa, initiated in 1987, features
funding flexibility at mission level whick might allow AID staff to
bring to bear formerly functional account restricted resources on
cross-sectoral private enterprise-related issues. The Congressicnal
Presentation on the FY 1990 Africa budget stresses funneling in-
creased aid in support of both economic growth and private sector
development, and the request indicates that more than 25% of the
Fund would be used specifically for economic policy reform, finan-
cial market and enterprise development activities.

The Asia/Near East Bureau (ANE) formally estsblished its own
Private Enterprise Office much later than the other bureaus. Al-

28 Robert Pratt and Ludwig Rudel, AID/AFR/PRE, Review and Evaluation of the Africe Pri-
vete Enterprise Fund, January 1988,
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though the Asia and Near East Bureaus were merged in 1985, it
was not until January 1988 that the latter’s Private Enterprise De-
velopment Fund was extended to Asia. Even so, the Fund, much
smaller than its Africa counterpart, was expected fo expend only
$265,000 in fiscal year 1989. According to one Bureau official, this
- apparent neglect of the private enterprise policy is deceiving. The
Bureau, it is said, has greater decentralization of authority than
the other regional bureaus. Application of Private Enterprise Initi-
ative principles are determined by the level of development and
the different missions decide the emphasis for their country pro-

A number of Asia/Near East missions have strong private sector / e

programs, particularly in countries considered candidates as “ad-
vanced developing countries”, i.e. Jordan, Tunisia, and Thailand.
Because these and other governments, such as Indonesia and Paki-
stan, are considered more receptive to private enterprise develop- |
ment, the PRE Bureau has always been more active in Asia than R
in other regions. In 1988, the Assistant Administrator for the ANE I
determined that trade and investment would be major emphases of .
its future Asia programs. :

AID Missions. In the end, AID missions worldwide have respond-
ed to the policy guidance, reporting requirements, and technical as-
sistance and other programs promulgated from headquarters, by
integrating private enterprise projecis into their own programs to a
greater degree than has been the case previously. According to one
AlID private enterprise officer, a Hvestock marketing program
which might have been carried out by the public sector prior to
1981, would now be implemented by the private sector. Drawing
the distinction between then and now still further, he pointed out
that projects about rangeland management and well-digging are
more likely to be about livestock marketing now.

In many missions there is a designated officer responsible for pri-
vate enterprise activities. The officer may take the lead in estab-
lishing contacts with the developing country private sector and in
reviewing project proposals initiated by other coffices in the mis-
sions to insure that private enterprise opticns are fully taken into
consideration during the project design process. In Honduras, for
example, when a rural road was to be built as part of an AID
project, the input of the private enterprise officer helped insure
that it led to export market producers.

Levels of mission support for private enterprise activities may
vary considerably by country. Country conditions and funding
availabilities also place constraints on private sector activities,
Fully half of the Costa Rican mission project budget is channeled
through the private enterprise office (considerably more, if lccal
currency projects are taken into account). In Ecuador, due to the
level of development, lack of unearmarked funds, the status of the
private sector office, and a variety of other factors, the proportion
is less. Nevertheless, in Ecuador many projects not specifically

~ aimed at private enterprise do have a private enterprise element to
them. A portion of the family planning program, for instance, will
include a contraceptive social marketing component. '

Mission officers in all sectors have become attuned to the pOssi-
bility of integrating private enterprise into their programs. The
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~extent of this awareness and level of commitment to this approach,

however, are not clear. Based on a variety of reports and inter-
views, it would appear that, for a growing number of AID staff,
dealing with private enterprise is becoming standard behavior, es-
pecially in the course of designing and implementing activities
such as those discussed in the section that follows.




IIt. PRIVATE ENTERPRISE ACTIVITIES OF AID

To understand the Initiative and to form a basis for examining
its implications for the U.S. foreign economic assistance program
and developing countries, one must look beyond policy directives
and bureaucratic processes and scrutinize the projects and pro-
grams undertaken on behalf of private enterprise development.
The following section of this report reviews a number of the pri-
vate enferprise activities which have been conducted by AID
during the past eight years. They can be grouped in several catego-
ries:

* those that sought to change govarnment policies which bear on

private enterprise;

° those that sought to assist private enterprises directly, *hrough

credit schemes, training and technical assistance; and

* those that sought to utilize private enterorise to carry out

AlD’s traditional social service activities.

Within these three broad categories of private enterprise activi-
ty, there are nurnercus perm=iations reflecting the particular eco-
nomic and social conditions found in the more than 80 countries in
which ATD currently works. Inasmuch as AID is funding over 2,000
projects at any one time throughout the world, the discussion
below does not cover every type of private enterprise proiect con-
ducted by the Agency. I attempts to focus on both the most
common activities as well as those portrayed by the Reagan Ad-
ministration as most representative of the Initiative.

The information in this section leads to the discussion of issues
raised by the Private Enterprise Initiative in chapter IV. It also
provides information for judging the extent to which AID is carry-
ing out the goals set by Congress and the Administration and the
kinds of concerns which must be taken into acccunt to determine
how best to promote private enterprise development.

Quantifying assistance to the private sector. How much aid is tar-
geted on private enterprise? Statistics issued by AID prior to 1986
must be approached with caution.?® AID has claimed that total
ESF and DA for private enterprise amounted to $171 miilion in FY
1982 and an estimated $270 million for FV 1983. These figures re-
spectively represented 4% and 6% of total ESF and DA appropria-
tions for those years.?? On the other hand, one FVY 1935 figure

28 It is not possible to say with absolute certainty how many private enterprise activities AID
undertakes in a given year. Creating statistical breakdowns of activities has always been a
vroblem, but more so with private en ise because these projects cut across sectoral lines.
AID oficialz admit that until 1986 their ures had been rough at best and rot useful for com-
cfpg.rat:iw. purposes. A new system is to be introduced in 1989 to provide more sccurate project

ta_ -~

2% Testimony of Peter McPherson. House Foreél'%n Affairs Committee, Fehruary 24, 1082, Role
of the Private Sector in Development Abroad, p. 43. His definition of private enterprisc activities
included those that contribute to indigenous private enterprise development, including small in-

Continued

{19)




cited by AID officials showed project and program ascistance “ben-
efiting the private sector” was 48.6% of AID funds.?®

AID asserts that its most recent figures (see Table A) are more
accurate, representing a more consistent analysis and improved
data. According to these, in FY 1988, ATD obligated $630 million of
DA and ESF in support of the Private Enterprise Initiative. It an-
ticipated obligations of $619 million in FY 1989 and, if Agency re-
quests and mission projections are met, as much as $776 million in
FY 1990.2° These figures represent approximately 13% of total DA
and ESF appropriations in FY 1988.

TABLE A.—PRIVATE ENTERPRISEDA/ESF FUNDING 1
(In thousands of dolas, 2 of Juy 1988)

FYless FYlses  FY1987  FYIS83 Y 1988
{achd) (achdl)  (achal)  {peoposed)  (proposed)

DA 142172 182120 179310 183984 211460
ESF NA 478843 528330 446435 407,345
Total NA 661,969 708,350 £30,468 619,305

* Fignres prowided by AID/PFC.

Missing from these AID estimates of private enterprise activities
are ESF local currency counterpart sums. ESF local currency is of-
ficially owned by the host country and is generated by transfers of
ESF doilars. Nevertheless, an accurate sense of the scope and
number of AID private enterprise project activity might inciude an

/"’accoant of these figures, because a very large proportion of private
/" enterprise proiect activity appears to be funded from ESF local cur-
v/ rency where such is available.?° For example, at the same time the
ATD/Honduras mission’s Office of Private Sector Programs was re-
sponsible for implementing some $72.5 million in private enter-
prise-related projects, it was also utilizing $160.7 miilion lempiras

in ESF local currency ($80.3 million at the official rate).3?

Growih of individual project types is even more difficult to char-
acterize, due to lack of worldwide data. The diversity of projects in
private enterprise development, if not quantifiable, give the ap-
pearance of considerable ferment and growth. According to the As-
sistant Administrator of the Private Enterprise Bureau there is ex-
tensive activity in “policy reform, credit to small borrowers, agri-
business development, health care, investment and export promo-

dustry development, creation of credit institutions, studies of management, marketing and pro-
duction problems, rural enterprise projects, development of business schools, use of PVQs in pri-
vate enterprise traiving, support to local businessmen and chambers of commerce, and technical
assistance to governmenis to develop strategies to reactivate capital markets.

28 Testimony of Peter McPherson, Senate Committee on Finance, May 20, 1987, Nomiration
of M. Peter McPherson, p. 56. .

29 These figures seek to include ail private enterprise DA and ESF projects and those ESF
policy reform conditioned programs which are s ¥ at privaie enterprise (bal-
ance of payments cash transfers, for instance, are excluded). Among other things, these include
trade and investment, financial markets, management training, privatization, business devel
mert, regulatory reform, policy dialogue, and off-farm agricuiture production activities, T

;tﬂedly do not reflect all PV0 activities benefiting private enterprise due to dats collection
i tes.

3¢ Local currency is often generated from ESF balance of payments cash transfers which are
act counted in the AID private enterprise statistics.

31 September 198R figures provided by AID/Honduras.
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tion and technolog’ transfer.”*2 The discussion that follows would
support this view.

A. ProMOTING A PRIVATE ENTERPRISE ENVIRONMENT THROUGH
PoLicy REFORM

Many believe that critical fto the development of the private
sector is the economic policy environment in which it functions. In
response to various political and economic constituencies, govern-
ments, wittingly or unwittingly, have imposed constraints on pri-
vate. enterprise. To foster the development of private enter prise,
AID policy is to seek the elimination of these constraints and pro-
mulgation of policies which stimulate the growth of private enter-
prise. Although the foreign assistance program may have encour-
aged specific LDC economic policy actions in the 197Cs—some sup-
portive of private sector growth—an AID policy paper notes that
these were far less explicit than during the present period.®® They
were far less numerous as well.

AID has conveyed its suggestions regarding the economic policies
of aid recipients through the mechanism of policy dialogue. Policy
dialogue is, in fact, one of the “four piilars” of the aid program
under the Reagan Administration. Characterizing this dialogue
process are several steps:

® an ongoing, often highly personal interaction with recipient

- governments,
~.* analysis of the economic situation usually through an AID-
commissioned series of studies, and

© agreements, both implicit and explicit, to alter policies.

Policies may be adopted by a country either entirely voluntarily,
with no direct incentive provided, other than AID's drawing atten-
tion t0 a problem and its possible solution, or they may be the
result of what are called “conditions precedent or conditions con-
venant” to the provision of U.S. economic aid where aid is provided
following fulfiliment of certain conditions.

Although policy reform is associated with all types of economic
assistance, development assistance funds and PL480 have been
used to encourage changes in specific sectors of national life. Be-
cause, as AID asserts, the economic policy environment in which
individual aid projects are implemented can be a significant factor
In project success, agreement to implement a project will often be
conditioned on fulfillment of certain policies designed to make that
project more effective. The use of ESF, on the other hand, is com-
monly associated with broader, more macroeconomic policy
changes, largely because it is not restricted to a specific project
sector and the size of the ESF allocation and its general cash trans-
fer nature provide more leverage. 34

32 Testimony of Assistant AID Administrator Neal Peden to Senste Foreign Operations Sub-
comm., Committee on Appropriations, May 12, 1988, p. 262.

2% AlT* Policy Paper, A?pmackas to the Policy Dialogue, December 1982,

3¢ Roughly a quarter of EST program assistance (exciuding Israel) during the past few years
has been delivered under Commodity Import Programs (CIPs) which tie ESF foreign exchange to
the purchase of U.S. goods. CiPs are also designed to sepport policy reform, although one study
of four 1984 CIPs found the linkage to be weak (possibly because of the relatively small size of
these programs). In addition to reform, CiPs often support the private sector by requiring a per-
cen of foreign exchange to be made available to private enterprise to 5l their impoert needs.
AID/CDIE, Recent Evaluctions of AID Commedity Import Progreams, March 1985,
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Both stabilization and structural adjustment reforms have had a
vital impact on the private sector. The key targets of stabilization
programs, monetary and fiscal policies, include measures to estab-
lish a realistic exchange rate, promote savings and investment,
reduce deficits and inflation, and reduce public sector demands on
savings. All such activities assist the rational allocation of re-
sources to private industry. In the view of one study, “successful
stabilization measures promoted by ESF cash transfers are likely
to be the single most significant set of actions promoting increased
private sector manufactures and exports over the long term.”’35

Structural adjustment programs are intended to reinforce stabili-
ty and, more importantly, stimulate economic growth by control-
ling inflation and encouraging investment. Many of thz structural
adjustment programs of the mid-1980s to the present are aimed di-
rectly at fostering private sector development. For example:

- * To encourage new investment in Jamaica, AID promoted tax
reform, including lowering of the corporate tax and streamlin-
ing of investment procedures,

¢ In Somalia, reforms promoting private enterprise have includ-
ed the rationalization of parastatal enierprise and the liberal-
ization of import and export licensing.

¢ In Mali an g?S million reform program (September 1985) de-
signed to create an environment conducive to private sector de-
velopment and to reduce the burden of the public sector on the
national economy included rate reductions for business payroll
taxes and taxes on business profits; price deconirol of some
consumer items; and initiation of a plan to privatize state en-
terprises.

¢ In the Dominican Republic ESF policy reforms have promoted
the diversification and privatization of sugar lands, including
government leasing of 20,000 hectares of sugar lands to private
investors; and the liberalization of controls and restrictions on
exports,

e 'To promote private investment in Honduras, the 1986 ESF pro-
gram required the introduction of legislation for the institution
of investment tax credits and tax-loss carryovers (but not en-
acted by the Honduran Congress), the promotion of foreign
tourism investment through a proposal to allow foreign owner-
skip of coastal land (proposal was not presented o the Con-
gress), and the enhancement of private sector export market-
iny; of lumber (two lumber yards were privatized).

The Africa examples in the above list are among projects imple-
mentec under a special Africa Economic Policy Reform Program
introduced in FY 1985. Funded since FY 1988 at roughly $50 mil-
lion each year from the Development Fund for Africa, the
represetits 10% of all Development Fund resources. The Reform
Prograr: has a very strong private sector emphasis. According to
Roy Stacy, then Deputy Assistant Secretary of State for Africa, all
its programs were targeted at either reducing government activity
in the productive sectors of the economy, reducing or reforming
government controls on the private sector or both. In the Africa

35 ATD/CDILS/Robert Nathan, Bvaluation of Cash Transfers for Policy Reform in the Domini-
can Republic, March 1988, p. 46.
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‘program, grants are tied to a series of reforms and delivered in
tranches upon fulfillment of conditions. The program also provides
funds for technica! assistance, commodities, and program coordina-
tion to facilitate project success. The Development Fund for Africa
as a whole is to become increasingly oriented toward encoursge-
ment of policy reform. According to then-AID Administrator Alan
Woeds, Fund resources will be used to reward those countries
- which “are most committed {o creating an [policyl environment in
which growth and development can take place.” %8

Since the 1970s, most AID sectoral reform has been directly re-
lated to projects funded out of development assistance functicnal
-accounts.®” The bulk of AID sectoral reform, occurring in the agri-
culture and financial sectors, has been characterized by efforts tc
liberalize markets and stimulate development of privafe business.
It generally seeks to assist the objectives of specific AID projects
(many of the projects described in later sections have a policy
reform element). Where missions attempt to establish new sources
of credit, for example, they use program or project aid to encourage
governments to permit the growth of private banks (Costa Rica, for
example). ATD projects assisting small-scale enterprise development
might be complemented by efforts to end excessive government reg-
ulations and difficult licensing procedures. The design of the
project itself often influences policy. Honduras's Small Farmer
Livestock project, for instance, requires the government to estab-
gsh a private sector livestock fund toc support private livestock pro-

ucers.

Although ESF funds centinue to be used for macroeconomic sta-
bilization and structural adjustment reform, as these reform pro-
grams are put into place or as the IMF and World Bank take over
this role, AID gradually is beginning ‘o use ESF to promote sector-
al reform, especially in Latin America. In addition to ESF and DA
fund support for sectoral reform, the Food for Progress Act, whose
first program was inaugurated only in fiscal year 1986, is designed
to support market-oriented reforms in agriculture.

use agriculfure dominates many economies in Africa, a
number of Africa Economic Reform Program agreements focus on
stimulation of agricultural-related business. The programs for
Zambia, Mali and Malawi sought to increase the role of the private
sector in_agricultural marketing. Although focusing on financial
policy, All}’'s Gambia program promoted an end to administrative
practices in credit allocation and marketing which discriminate
against the private agricultural sector. Its Tanzania program sup-
ported major transportation policy reforms, such as construction of
rural roads by private contractors, in order to increase agricultural
production and marketing.

*¢ Testimony to House Forei rations Subcommittee, Commities on A iations,
March 17, 198%, p. 379, iga Ope ppropra

" To draw a clear line between macroeconomic and sectoral reform with regard to private
enterprise is difficuit, because it cuts across both. Macroeconomic budget and tax policies have a
very strong impact on private sector decisiva-making. Privatization may serve macroeconomic
purposes by attacking government deficits, but it also directly expands the sizo of the private
sector. Sectc.al reform, however, responds directly fo the specific needs of that sector. For exsin-
pl::al while policies affecting all prices are macroeconomic, policies to control seed prices are sec-
toral.
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Project and program funds were used {o encourage a variety of
reforms aimed at developing the financial and industrial side of the
private sector. AID persuaded Bangladesh, for ezxample, to deposit
its P1L480 local currency in private, rather than government-owned,
banks, and to allow the private marketing and distribution of fer-
tilizer.

Privatization. At the heart of the philosophy driving the Private
Enterprise Initiative is the belief that government should play a
more limited role in the economy. Accordingly, one of AID’s more
common policy reform objective has been the privatization of gov-
ernment-owned enterprises and of government services.38 Then-
ATD Administrator Peter McPherson called it “a significant compo-
nent” of the Initiative and “a major clement of our policy dia-
logue”. One sign of the priority put on privatization by the Agency
were statements made by AID officials indicating that U.S. assist-
ance would depend on the commitment of developing countries to
privatization efforts. Said one official, fur example, “If a country is
moving in that direction, it would affect their funding levels. Con-
versely, if a country is moving away from that direction, it also
would affect their funding levels.” 3% Another demonstration of the
policy’s importance was the announcement in early 1986 that 36
missions would be required to be involved in an average two “pri-
vatization activities” by the end ot ¥Y 1987 and two more such ac-
tions every year thereafter.2°

While there has been widespread discussion in recent years on
the subject of privatization and several industrial nations have vig-
orously adopted it for their own economies, developing country gov-
ernments have actually carried out relatively few privatizations to
date. According to the World Bank, nearly 400 developing ceountry
parastatals had been privatized during the 1980s.%* Relative to the
more than 3,000 parastatals in Afriea, 1,155 in Mexico and over 700
in Brazil in the sarly 1980s, this figure represents only a small pro-
portion of total parastatals.%?

One reason more privatizations have not occurred is the com-
plexity and length of the process. For example, privatization discus-
sions initiated by AID in mid-1983 concerning one group of 42

38 AT defines privatization as the transfer of a function, activity, or organization from the -

lic to the private secior. While complete divestiture is the privatization approach preferred

AID, privatization may also include simple reduction of the government roie in an enterprise
and contracting-out of service delivery. The latter is discussed more fully on page 87,

3% ATD Assistant Administrator/Africa Bureau, Mark Edelman, quoted in Washingtor: Posi,
“U.S. Links Some ¥oreign Aid to Privatization”, Feb 20, 1986, p. A13.

40 The guidelines define it a8 complefed privatization, howeaver, in conversation some AID offi-
cials believed the definition of “activities” to include most any action in support of privatization,
whether completed or not. Although not everyone of the designated missions met their goal,
more than 1490 privatization activities were reported in the first year. It is not certain how many
of these have lod to completed privatizations. gissa ions continue to report reguiarly to headquar-
ters on their efforts.

b gie;nenﬁng A1D. Privatization Objectives” AID Policy Determipation PD-14. June 16,
1986, also M. Peter McPherson, “The Promise of Privatization” pp. 17-20 in Privatization
and Development edited by Steve Hanke, International Center for Economic Growth, 1957,

41 Defined broadly as increased private sector participetion in management and ownership of
government activities and assets, leases, management contracts and divestiture being the princi-
pal modes. The figure excludes the divestiture of government stockholdings ir pationalized en-

ises that were once in privete hands. World lopment Report 1988, World Bank, p. 178.

42 The Mexican government announced in 1987 that it intended fo reduce its parastatails to
roughiy 500 l&the end of 1983. At present it has approximately 708. Not all of the others were
actualiy liquidated or privatized; many were soid or transferreg to state and local governments.
Peter Accolla, Privatization in Latin Americg, 1988-1983, U.S, Dept. of Labor.
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Costa Rican government companies did not lead to a first divesti-
ture until Aprii 1987. In many cases, governments are not even
fully aware of their holdings. Parastatals, therefore, must be identi-
fied, their commercial status evaluated, and an appropriate proce-
~ dure for privatization established. The entire process must take
into account a wide range of potential objections which, at any
stage, can present serious obstacles.*® The process requires exper-
tise in legal barriers and regulations, public relations, ~apital mar-
kets, and management skills that might not be readil” available to
most developing country governments.

It is generally thought that ATD has taken the lead role among
foreign assistance donors in promoting privatization. In addition to
- sponsoring several international conferences on the subject, the
Private Enterprise Bureau funded in 1985 the establishment of the
Center for Privatization in order to develop a pocl of consultant ex-
pertise on the process and techniques of privatization. AID has sent
over 100 consultants from the Center to 46 missions to advise gov-
ernments on various aspects of the privatization process. Further,
resident teams have been provided in Honduras and Tunisia to for-
mulate a fuli-scale privatization strategy rnd oversee its implemen-
tation. According to AID, by the end of FY 1983, more than $22
million will have been spent on Center activities. As of April 1988,
the Center had been involved in 10 privatizations, with 75 more in
the pipeline.#4 Through its consultative work it had a role in nu-
mercus other privatizations. Some missions have assisted govern-
ments without using the Center; many governments have devel-
oped their privatizations entirely on their own, but the general
consensus in AID is that the Center has helped make it a major
player in this area.

While it is not possible to say how many privatizations have oc-
curred as a direct resuit of AID assistance, one can relate examples
of activities undertaken to encourage privatization. As noted above,
one instrument of assistance is technical advice. ATD has funded
numerous studies for government policy-makers which promoted
liquidations or divestitures eventually carried out. In Jamaica, for
instance, the liquidation of grain boards and the use of the stock
exchange for divestment foilowed AID studies on the subject. In
Bangladesh, AID feasibility studies of private fertilizer distribution
assisted privatization of government activity in this area. AID's
recent program to establish financial markets, such as stock ex-
changes, in order to stimulate investment, has aiso served to pro-
vide a methed for selling government companies which facilitates
broad-based ownership and popular support for the privatization
process.

A major tool of AID privatization is the conditionality embodied
in ESF cash transfer agreements. In Jamaica, privatization of
public enterprises was one of the main structural adjustment

43 The more common objections o privatization are that many parastatals were created to
fulfill specific social and economic purposes—deveiopment of depressed regions, provision of ne-
cessities o rural areas, etc.—that the private sector will not replace. Some fear that privatiza-
tion means handing the national patrimony over to foreigners, politieal cronies, or wealthy, mi-
nority ethnic grggs. Labor unions fear loss of jobs. Proponents of privatization point out that
parastatals are economically inefficient and a substantial drain onr national budgets.

%4 AID. Management Assessment: Burequ for Private Enterprise, April 1988, p. 38.
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policy reform objectives. Aiss used conditionality in its 1382 cash
transfer agreement to require the government to study the need to
divest publicly owned enterprises. Other agreements required Ja-
maica to prepare financial audits, determine fair market value of
firms, and establish the timing and form of privatization. After
laying this groundwork, in its 1984 and 1985 agreements AID speci-
fied 30—later increased to 44-—parastatals to be privatized (of
- roughly 200 under the government). The government was required
to generate net financial inflows from privatization equivalent to
the amount of the cash grant. By December 1987, 19 firms had
been sold or leased to the-private sector and 8 more were in stages
leading to it. These included the sale of a cement company and two
bus companies, and the lease of sugar estates, agricultural markets
and contracting out of hospital services such as housekeeping and
sanitation.%5

While AID analytical assistance coupled with policy reform is
the mainstay of its privatization assistance, the divestiture of Costa
Rica’s CODESA, another umbrella development investment corpo-
ration, depended heavily on the use of ESY¥ local currency funds. In
order to facilitate the divestiture procedure, AID funded the estab-
lishment of FINTRA, a private sector trust, which would purchase
CODESA’s assets, put them on a financially sound basis, and sell
them. To avoid the inflationary effects of using oo much of its ESF
local currency for projert purposes, AID employed, with Costa
- Rican support, roughly $140 million of these funds in a bookkeep-
ing transaction to “purchase” several of CODESA’s assets and
transfer them to FINTRA 46

AID has learned valuable lessons from its privatization ezperi-
ence. Political opposition, commen in most cases, has taught AID to
proceed cautiously. For example, in Honduras the pilot target for
privatization has been CONADI, a holding company with approxi-
mately 65 firms. CONADI was chosen explicitly because the ex-
treme inefficiency and indebtedness of its companies promised the
least opposition to its elimination. Nevertheless, it was felt that op-
position could be further deterred by following highly transparent,
legal procedures. The AID-funded technical working group drew up
legislation that would provide such a process, and ESF conditional-
ity was employed to “encourage” passage of the legislation in the
Honduran congress. A Privatization Commission was established
with representatives from government, labor, and the private
sector to oversee the AID working group which examines the
CONADI holdings and develops a strategy for privatizing each one.
To date, five complete divestitures have been achieved and project
staff are optimistic that the initial phase gval of 12 will be reached
by September 1989. The cost of the project has been estimated at
$17 miliion ($18 million of which is ESF local currency).

€5 ATD/CDIE/Robert Nathan Associates, Jamaica Cash Transfer Eveluation, December 1987,
44.

p.d4.

“® Evaluation of the Divestiture Program of CODESA. Center for Privatization. Prepared for
PRE/AID. May 1988. For political reasons, CODESA companies were overvalued by the Costa
Rican Compiroller General, creating the appearance that AID was using its funds io “buy high
and selt low”. This practice was questioned by ATD/Washington.




27

B. AssisTiNG PRIVATE ENTERPRISE

AID has been previding assistance to the broad range of micro,
small, medium and large private enterprises for over twenty
- years.*? There is probably no developing country receiving AID as-

sistance that has not had one or more projects which seek to
strengthen the capacity of its private enterprises.*8

Private enterprises in the developing countries face severe con-

straints in lack of trained personnel at all skill levels, lack of avail-
- able capital for start-up, operation and expansion, lack of technolo-

gy _and infrastructure, and a plethora of restrictive government

policies. AID secks to address these needs, but its “direct” assist-
. ‘ance to private enterprise is not an end in itself In the view of
AID, “private enterprises that respond to profitable opportunities

-

~in a free market produce jobs, managerial skills and economic

growth. They contribute wealth to society and improve the quality
of life.” 49 Thersfore, in the course of AID’s varied efforts to assist
a community, improve {ax receipts, increase employment, provide
satisfaction of basic human needs, obtain foreign exchange to sup-
port balance-of-payments, or incresse income distribution, the
agency may provide assistance to private enterprise.

1. Types of Assistance to Business

Most commonly AID projects meet business needs in the areas of
credit, training, and technicai assistance:

a. Credit :

Access to working or investment capital is the most often cited
need of business in the developing world. As a result, most projects
focus on provision of credit. One study reports that almost 90 per-
cent of small enterprise projects have a credit component; another
states that 80 percent of active microenterprise projects have a
credit component. Much of the assistance to medium and large
business is provided as credit to exporters.5° AID funds are gener-

%7 The definition of micro, small, medium and large enterprise is an important policy issue,
serving to target AID assistance on a particular group of people. However, there is no definition
which is nof in some way arbitrary, given diverse couniry conditions. One estimate puts the
number of definitions of small buginess in use at over fifty. The distinetions are based on such
measurements as number of employees and total fixed assets.

As a result of discussions leading to the FY 1988 and 1989 microenterprise legisiation, AID

*has adopied a “working definition™ of microenterprise s an enterprise of approximately 10 or
fewer employees. Although small business is frequently defined as 11-50 emplovees, “locally ap-

e propriate” definitions of business size are usually tailored for each project. For comparative pur-

poses, the Honduran Small Business II project definition is:

micro—up to 10 employees and fized assets of less than $10,000

emall—from 11 o 25 employees and fixed assets of less than £50,0600

medium—from 26-99 employees and fixed assets of less than $250,500.
On the other hand, the Thailand Rural Industries and Employment Project a to define
smatl-scale enterprise as 11-50 and under $200,000 in sssets. rate differentials, the
character of industry in each country, and the relative level of weak targeted for assistance
may exp’ xin the differences between Thai and Honduran definitions,

*8The majority of such projects have focused on small-scale enterprizse. According o one
report, between 1952 and 1980 over 775 small scale enterprise projects, principally in Latin
America and Asia, were funded by AID. The report further notes that of 240 smail-scale enter-
prige projects in Asia, 95% were initiated before the 1973 New Directions legislation. Of 230

- projects in Latin America, 75% were initiated before 1672, Although no post-1980 figures are

available, it seems likely that there has been an upsurge in smali-scale project start-ups since
g&%&borahm Orsini, AID Private Sector Initiatives: Past, Present and Lessons Learned, Novem-
i L D. 2.
4% ALD. Policy Paper. Private Enierprise Development, March 1985, p.1.
5¢ For more on export development, see page 24.
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ally provided in the form of a grant or loan to an Intermediate Fi-
nancial Institution (IFI)—usually a2 PVO or commercial bank—
which then on-lends the funds to individual entrepreneurs.

What differentiates simaller-scale enterprise credit from that at
the larger end is the reluctance of commercial banks to get in-
volved in what they perceive as the high risk of these small busi-
nesses and high transaction costs associated with providing numer-
ous relatively small loans. Many enterprises do not possess suffi-
cient collateral by commercial standards nor are they able to dem-
- onstrate anticipated profitability from the investment. At the small
and micro end of private enterprise, most credit is reportedly put
toward short-term working capital (labor and raw materials) rather
than for plant or equipment. Banking institutions maintain appli-
cation processes too elaborate and intimidating for the more inex-
perienced entrepreneurs.

~While AID projects often bypass this obstacle by providing credit
assistance through PVQ0s, AID has attempted, particularly in the
Latin American region, t0 encourage private for-profit commercial
banks and development finance companies to enter the smaller
range credit market. It has generally done this by providing loans
to the banks on terms profitable to them (in the past with softer
than market rates—a practice no longer followed by AID) and, in
veturn, establishing criteria which target the use of loan funds to
the smaller end of the business community. It is thought that once
exposed to the profitability of the small-end market, the banks will
maintain their loan practices to this market even after the AID
loan is exhausted. Some argue, however, that, in the majority of
cases, the administrative costs of small loans and relatively higher
risk involved in making loans to this market will prevent banks
from continuing these practices once the AID incentive is removed.
Commercial banks, they say, will take the business of the best of
the smaller enterprises and leave the rest toc PV0s. To date, there
exists insufficient evidence to corroborate these views.

In addition to its on-lending activities, AID has experimented
with establishing guarantee funds which lessen bank exposure o
risk by making a proportion of each loan subject to an AID guaran-
tee. A successful guarantee fund project for small and medium
business in Panama is presently being replicated in Honduras. This
Fund will leverage its reserves on a 1:10 basis—with $1 million the
Fund can guarantee up t¢ $10 milliorn in loans. In the 1988 trade
bill, the Private Sector Revolving Fund was granted the authority
to leverage a pool of its funds on a 1:4 basis.

b. Training

Entrepreneurs are often lacking skills in management, account-
ing, and administration without which their businesses arve ineffi-
cient and poorly run. In the broadest sense, most AID-funded edu-
cation programs benefit the private sector by providing skiils and
knowledge to the pool of future employers and employees. Voca-
tional education and technical training programs, however, are
geared specifically toward fulfilling the requirements of employers.
Although AID has been providing such t{raining for decades, de-
scriptive statistics indicating trends are not available. Neverthe-
iess, there is some evidence that, as a result of the Private Enter-
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. _prise Initiative, increasing amounts of training have been targeted

- toward fulfilling ‘private enterprisc human resource needs rather
- than these of government.
. - In<country training projects designed expressly to assist business

- occur in virtually every AID mission ard take a variety of forms.

They may target their assistance to a particular sector of the busi-
ness: community where there is an identifiable need. In Ecuador,
for instance, AID has since 1984 supparted a training program ($0.5
" ‘million), established under the auspices of the Association of Pri-
‘vate Banks, to train personnel in the banking, finance and insur-
ance "industries. It provides practical instruction to all levels of
- workers—from management to security guards. AID’s involvement
- includes procurement of equipment, such as computers and learn-
~ ing-aids; training of local instructors; and provision of instructors
- from the United States. In Costa Rica, the Training for Private
- Sector Development Project ($5 million) carrries out eztensive
~ training in the broad range of industries related to export expan-
sion and earning foreign ezchange. In its first ynar, 1984-1985, it
had served almost 1,000 trainees and 186 companies by providing
more than 24 different courses. ,

On a worldwide basis, the Private Enterprise Bureau has initiat-
ed a {650,000 pilot program to provide short one-week courses for
private and public sector decision makers on subjects tailored to

re needs of a particular country. The first course, held in Jordan
‘in May 1989, covered the development of an export economy.
Future courses will be held in Kenya on free trade zones, Algeria
on the private sector in agriculture, and Thailand on how to at-
- tract foreign investment. :

Some programs provide training to a specific level of business
which may share common problems, such as those faced by existing
Training Propras, bagon to 3976, moneotio, Entreprencurship

' | , in ] , provides trainiag in the ic
business skills suited for this group. Traders and small manufac-
turers receive instruction in such subiects as marketing, financial
management, inventory control, and faboz' reiations. These activi-

ties are frequently advanced in coordination with credit projects. —

One of these, the Colombian Carvajal Foundation model used in
one AID project in Ecuador, has found that, in many cases, train-
ing obviates the need for credit by demonstrating to the entrepre-
neur cost-saving technigues of which he had been unaware.

Some projects not only provide a particular set of skills useful to
a wide variety of businesses, but seek to meet needs of a particular
location. In Guayaquil, Ecuador, one project targefs the skills re-
quired by receptionists, secretaries, and accountants, because there
is a large demand for such people in that rapidly growing city
which is not being adequately met by existing technical institutes.

In addition to in-country instruction, AID, for many years, has
brought people to the United States for varicus forms of “partici-
pant training”, roughly half for academic degree study.5! To meet
the needs of private business, however, AID has had to design
shorter span participant training programs and has established in-

5 The participant training program is a rapidly growing program. In fiscal year 1987 there
were 17,685 participants, up from 9,012 four years earlier.
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novative linkages with American business. An Indonesia project
- brings businessmen to the United States for short-term training.
The Entrepreneurs International Program, cited by AID as a major
worldwide training initiative, offers short-term on-the-job training
opportunities with American firms to developing country entrepre-
neurs.

Although there are no worldwide figures to indicate what propor-
tion of total trainees come from the private or public sectors, the
new participant training programs, such as Entrepreneurs Interna-
tional, do suggest the impact of AID’s private enterprise emphasis
in recent years at all levels of the AID bureaucracy. At the mission
level, for instance, the Botswana Work and Skills Training I
project, which provides both participant and in-country training,
specifies that 45% of long-term trainees (most to be educated in the
U.S.) and 38% of short-term trainees come from the private sector.
Its predecessor project had provided fraining to only a few private
sector individuals. _

The Human Resources Development Assistance project, conduct-
ed by the Africa Bureau, is a $65 million effort to provide in-coun-
try and participant training to 82 African countries. Half of these
resources are targeted to the private sector. In addition to training-
dedicated projects, there is almost always a training component in
other development projects. Therefore, it is likely that the increase
in private enterprise-related projects has meant a significant in-
crease in project-related training for private enterprise personnel

¢e. Techrical Assistance

Sometimes technical experts are provided to IFIs and to individ-
ual entreprencurs in order fo introduce new methods and enhance
their performance. Microenterprise specialists from American
PVOs such as Accion/Aitec are stationed at a local developing
country PVO for periods ranging from one month to several years
in order to establish a credit program capability within the organi-
zation. Since 1972 the Institute for International Development, Inc.,
with $4.5 million of AID support, has set up from scratch indige-
nous PVOs to assist small and micro business. In the last seven
years alone they have established eight such organizations and
have 12 others in development.

The International Executive Service Corps, supported by a con-
fract with the Private Enterprise Bureau (between $5 and $6 mil-
Lion in each of fiscal years 1982-1988), annually provides the spe-
cialized advice of noarly 700 retired American businessmen to indi-
vidual local small and medium businesses. In Ecuador, for exam-
ple, an IESC-furni*ed mushroom expert helped a company double
its production within two months.

2. Business Assistance Programs

Four AID activities to assist private enterprise emphasized
during the 1980s are most noteworthy: development of business as-
sociations; microenterprise assistance; the private sector revolving
fund; and export development/investment promotion.
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@ Development of Business Associations
AID has helped to establish and promote institutioral develop-

- ment of business and trade associations which, as in developed

countries, may provide leadership in advocating policy reforms on
behalf of its business membership. In the Latin America region,
through seed funds, it has fostered establishment of thirteen pri-
vate sector organizations. For these as well as for existing organiza-
tions, it often furnishes technical assistance to help manage the or-
- ganization and provides funds to conduct studies of the policy
regime and make recommendations for change.

In addition to strengthening these business institutions, AID has
- attempted- to encourage establishment of channels of communica-
tion between business and the government. In Ecuador’s the Dia-
logue Program, for example, a U.S. technical assistant working
through INCAE, a Costa Riea-based management institution, is at-
fempting to bring together ali chamber of commerce leaders o
forge a consensus on appropriate policies. These will then meet
with government and labor groups to formulate recommendations
that might be successfully integrated into the government pro-
gram.

Business associations are additionally used to a large extent as
implementors of AID credit, training and business information
service programs aimed at the particular membership they repre-
sent. For example, in Ecuador, AID supports information/ workshop
programs conducted by The Federation of Ecuadorian ZExporters
and the Ecuador National Association of Businessmen; and train-
ing programs conducted by the Chamber of Commerce of Guaya-
quil, the Private Banks Association, and the Chamber of Small in-
dustries of Guayaquil.

b. Microenterprise 52

Although many suggest that businesses are best understood as
existing on a continuum of size and level of sophistication, microen-
terprises are increasingly being singled out and treated differently
by development specialists. There have been AID-funded microen-
terprise projects since the early 1960s, but the recent dramatic
surge in attention to this particular segment of the business spec-
trum is widely viewed as the result of congressional hearings and
proposals by religious and humanitarian PV0s.5% As a result of
this interest, beginning with the fiscal year 1988 budget, Congress
earmarked funds specifically for microenterprise activities—$50
million in FY 1988 and $75 million in FY 1989,

The proprietors of microenterprises are the poorest of selfiem-
ployed entrepreneurs. They generally exist in what has been csiled
the informal sector of the economy, unregistered with the govern-
ment, unrecognized by formal financial institutions and operating

5% ATi¥s Burezu of Science and Technology has run a continuing series of microenterprise re-
search projects since the mid-1970%s. In 1938, ATD’s Center for Development Information and
Evaluation (CDIE) pursued a stock-taking of AIDYs active microenterprise projects. However,
many features of the broad range of microenterprises—how they are formed, who establishes
them, rates of failure—remain unknown. Cited statistics must be treated with caution.

*3 For example, see Micro-enterprise Development Legisiation, House Committee on Fore%'
Affairs, March 3, 1987; Aficroen Credit, House Commitiee on Banking, February 25, 1986;
and Banking on the Poor, Select Committee on Hanger, Mareh 12, 1987
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at the edge of profitability. They are unskilled street and market
vendors, and semi-skilled, often household-based craftsmen, bakers,
and shoemakers. One orgznization which specializes in assisting
micreentierprises estimates they comprise between 30% and 70% of
the iabor force in developing couniries. They estimate that in
Lima, Peru alone there are 300,000-500,000 microenterprises.

Efforts to assist microenterprises face even more serious obsta-
cles than do those Jor emall-scale enterprise. Access to credit of mi-
croenterprise proprietors is more restricted given their greater lack
of collateral and the higher risk they appear to represent. Many
are mobile, are in vending rather than productive activities, are
poorly educated, and have minimal training in business. They are
iocked out of the formal sector by intimidating paperwork, govern-
ment regulations, the threat of tazation, banking practices, and b-
quidity shortages. Benefits accruing to the formal secior—aceess to
credit through financial institutions, visibility in the market, and
legality—are denied them. Finally, it is important to rote that
there are many more micro businesses than other types of enter-
prise and that the size of loan they require is considerably smaller
than other, more established, husiness.>%

One recent study, based on experiences ir 32 projects, suggests
that AID’s microenterprise projects have tended to adopt one of
three approaches, differing by targeted population, types of serv-
ices, and institutional structure of program: (1) proiects seeking to
help highly disadvantaged groups become microenirepreneurs, (2)
those assisting siready existing entcrprises to expand sales and
income, and (3) those focusing on assisting the more productive,
better managed enterprises to graduate from the microenterprise
sector.®® In practice, however, projects do not fit so neatly into
these categories. According to many observers, projects assist an
array of microenterprises in various stages of develcoment and var-
lous sub-sectors of the econoiny.

At present AID is conducting roughly 87 microenterprise projects
funded at $290 million over their project-life.5¢ Only ten, however,
representing more than a third of funding, focus exclusively on di-
rectly providing services io microenterprise. These tend to be
projects initiated more recently than the others. The rest assist mi-

%4 Perhaps the most well-known of microenterprise programs is the Grameen Benk in Bangla-
desh. As ofpfs‘ebmary 1985 it had provided over $30 million in lcans. The aversge size of its loans
is 360 and the largest loan amount is 3200

it is risky to generalize about microenterprise credit projects. While many of the features of
the Grameen Ban':, established in the late 1970s, are imitated in other countries, there are in-
numerable variztions. To make up for the lack of collateral, Grameen borrowers are often re-
guired to form themselves into groups {in Latin American versions these are called “solidari
groups”} which take responsibility for repayment of lcans made to each member. But there are
many programs which loan to individ and these may reguire that the borrower find some-
imewwuchforthemorthatzhebormwercompieteatrainingcomsembecomeeﬁgiblefora
can,

Some common features: Loan repayment rates can be impressive, many programs having
rates of mmore than 90 percent (in some cases this might be because loans are “rofled over” so
that, instead of default, clients “repay” using ancther ioan). Many programs require that bor-
rowers establich savings accounts which sre mcluded in the et fee. Many also have an
escalating-scale of loan eligibility. For example, @ torrower’s first loan may be $30, on repay-
ment his second losn is $106, and so forth. term loans are very common and projects are
characterized by meny repeat borrowers.

5 James J. Boomgard, A.LD. Microenterprise Siock-taking: Synthesis Report, March 1989,

Draft.
3¢ Joseph M. Licberman and Williarn Doyle. A Siatistice! Look at AID's Microenierprise Port-
folio. Draft, February 1880.p. 1.
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croenterprises as incidental to a broader effort, either ‘o assist a
-range of business types or to develop the private sector in general,
or upgrade institutional development of PVOs and financial insti.
‘tutions which assist business.

Most projects—55 of the 87 —provide the full array of credit,
' ining and technical assistance services. Sixty-seven (represent-

ing 63% of total funding) contain training and/or technical assist-
ance components, sometimes alone, but more often in conjunction
with credit programs. PVOs implement two thirds of the projects,
representing 52% of funding and financial institutions, such as
banks and credit unions, implement fourteen (37% of funding).

Project characteristics vary considerably.57 In Guatemala, AID
suppert for FDM, a local PVO dispensing small business loans to
new and existing enterprises owned by groups of women, consisted
of start-up operating expenses, equipment and staff salaries, as
well as help in establishing a credit fund. There were 32 fund bene-
ficiaries during the three year project, receiving loans averaging
$5,470 each. The target group were women of working or lower-
middle class families whe already have a skill such as sewing cr
hair dressing. Since the completion of the AID project, FDM has
continued to provide loans and technical assistance tc women cli-
ents utilizing subsidized loans from the Inter-American Develop-
ment Bank and the World Bank. It now has an sctive portfolio of
140 loans and dispenses an average of eight new loans a2 month.

An Indonesian village credit organization, KUPEDES, by con-
trast, serves a much larger client population, comsisting of individ-
ual rural fraders and farmers, mostly in need of working capital
for family enterprises. In this case, however, loan size is much
smaller tharn in Guatemala, averaging $326 in 1988. Loan funds for
the KUPEDES credit program come from Indonesian government
and bank sources. Beginning in 1984, AID assisted the institution
with advisors and equipment to upgrade financial services, account-
ing systems, and training practices. Subsequently, the number cf
loans provided to horrowers grew from 640,000 in the first year of
AID assistance to 1.3 million in 1988,

¢. The Private Sector Revolving Fund

The Private Sector Revolving Fund, like microenterprise, is, by
virtue of the congressional role in its establishment, AID's most
prominent program of credit assistance to business. Although
modest relative to AID’s worldwide credit activities, it is the larg-
est program managed by the Bureau for Private Enterprise. is leg-
islative mandate requires that Fund assistance be made primarily
to small businesses and cooperatives to which credit is not generai-
ly available. Projects financed must have a demonstration effect, be
innovative and financially viable,

To facilitate this role the Fund was provided with features
unique in the Agency, but believed to be useful for dealing with the
private sector. its assets were not required to be obligated during
any particular fiscal year so that the Fund’s managers could oper-
ate with maximur fexibility. The ability to re-use repayments was

57 See individual field studies conducted by AID as part of its microenterprise stock-teking in
Guatemals, Senegal, Indonesis, Egypt, Ecuador, Camercon, Parsguay, Malawi. March 1689,
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expected to encourage managers to negotiate terms most favorable
to AlD, and to terminate loans not being utilized efficiently and
utilize them for other projects. Furthermore, Fund project manag-
ers were all recruited from private sector banks.

The Fund has experimented with several kinds of loans during
its six year existence, but the great majority are now in the form of
guarantees to Intermediary Financial Institutions (IFls). As op-
posed to direct loans, guarantees reduce the foreign exchange risk
that would be incurred by the financial institution in borrowin -
dollars. Local bank funds, partially guaranteed by AID, are lent at
market rates to borrowers who are defined by agreement between
the IFI and the PRE. A main objective of the Fund is fo induce
banks to move into new markets that otherwise would not receive
financing, particularly smail businesses in rural areas.

In September 1988, Congress granted the Fund specific authority
to issue guarantees against losses on lcans made by financial insti-
tutions. These guaraniees cannot exceed fifty percent of the cost of
the activity financed and the reserve backing the guarantees must
be at least 25 percent of the contingent liability. In other words,
with oniy one miliion doliars in the reserve, AID can guaraniee $4
million of & bank’s $8 million in loans.

During its history, the Fund has engaged in a variety of financial
transactions: providing credit to businesses in the export sector, to
agribusiness (roughly half of its loans), to a major microenterprise
PVO with local affiliates throughout Latin America (ifs only mi-
croenterprise assistance project), and, through direct loans, estab-
lishing venture capital companies in Thailand and the Caribbean
Basin. Up to the end of 1988, the Fund’s portfolio consisted of $67
million in projects (representing obligations of roughly $12 {c §16
million per year), but the new guarantee authority may significant-
ly raise this tofal in coming years. In its first year of operation it
could generate as much as $50 miilion in loans to small and
medium business.

d. Export Development/Investment Promotion

The Agency for International Development has undertaken a
number of projects which seek to stimulate a country’s capacity to
export products abroad. Such practices are in line with AID's pri-
vate enterprise development sirategy which encourages “a shift
from policies which promote general import substitution to policies
which open an economy to international trade.” 58 Furthermore, a

38 AID Policy Paper. Private Enierprise Development, March 1985. p. 3.

it is the common wisdom of developed countries and the Worid Bank that impert substitation
practices distor! market mechanisms through covervalued exchange rates, import restrictions
and tariffs that make it difficult for developing country economies to compste and grow.

There are some, however, who criticize the philosophy of “export-led” growth which propels
AID policy and practice in this area. One criticism is that it tends to force developing countries
to specialize their econoraies, thereby making them more dependent on international prices. An
ezport economy is victim to world business cycles fluctuations. Moreover, infant industries,
which might he able to compete given time {o mature, moay fail under a completely open ecome-

my.

%hi}e the debate may be presented in stark exiremes, in sctual practice, the issue concerns
where along the scale between the two extremes a government’s policies will fail.

The Jdebate has been given new prominence in recent years, because expori-ied growth is seen
a3 a solution to developing country debt. In order to pay for both the debt as well as the imports
with which to generate more production, it is srgued that developing couniries requive foreign
exchange, and to get this foreign exchange, they must export.
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shift ir its agriculture policy objectives from an emphasis on in-
- creased food production to that of increased rural income has large-
Iy manifested itself, according to several AID officials, in a growing
number of projects promoting production for foreign exchange, i.e.
for export.
-~ Export projects tend to focus on nontraditional industrial and ag-
ricultural exports, because traditional products have generally
found their market already and less traditional areas have the po-
tential to make the greatest contribution to new growth. Export
projects fall into two categories: those which directly assist the in-
digenous private sector to export and those which attract foreign
investment in export schemes.5¢

Partly because of the enormity of its debt, the high level of devel-
opment, the advantages provided by the Caribbean Basin Initiative,
and its proximity to the United States, Latin America is the site of
a large number of AID export/investment promotion projects.
Twenty-eight of 105 active ATD-funded projects in the Iatin Ameri-

taken in Costa Rica which are highly representative of similar ac-
tivities elsewhere in the region.

() Indigenous export. There are a number of obstacles commonly
faced by potential indigenous exporters: lack of infrastructure, an
unfavorable policy environment, lack of quality control and an in-
ability to identify markets abroad. AID assistance to overcome
these cbstacles may include funding studies to identify potential
products for export and government policies hindering if, providing
technical experts to advise and trai producers on specific product
styles and procedures of dealing in the international market. fund-
ing sources of credit for exporters, and establishing offices abroad
to promote a developing country’s products. Infrastructure assist-
ia)nce, provided mostly in transportation, is rarely undertaken now

Y .

AID considers a favorable policy environment to be critical to
export growth. in Costa Rica where export cevelopment is a pri-
mary focus of its program, AID has used its policy dialogue with
the government to encourage the adoption of export incentives, fa-
cilifate access to foreign exchange, and eliminate taxzes on export
products. So that agricultural export produce will not rot in con-
tainers awaiting shipment abroad, AlID-sponsored experts have per-
suaded Costa Rican customs to introduce more eScient service at
airports. In Honduras, AID is organizing a major department in
the Ministry of Economy in order to get the government to focus
on export promotion.

Many credit programs supported by AID are designed specifically
fo assist exporters, usually exporters of non-traditicnal products. In
Costa Rica, for example, AID provided a $16 million ioan in 1981 to
a private export bank (BANEX) which allowed it to provide export-
oriented banking services, make credit available to export produc-
ers and create a trading company to assist exporters. During the
past few years, the AID mission has zlso provided a $10 million

59 Not all investment promotion projects are expori-related, but it is likely that the vast ma
jority are.
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loan to the Corporacion Costarricense de Financiamiento Industrial
Internacional (COFISA) which gives credit preference to exporters
- and a $20 million loan to the Private Investment Corporation
which provides investment packaging services for exporters.

With regard to direct assistance to exporters, it has, in some
cases, been enough to help developing country entrepreneurs, unfa-
miliar with the needs of the international market or even how to
enter it, make contact with the U.S. market. In Ecuador, for exam-
ple, contacts made through AID assistance between the wood in-
dustries association and North Carclina furniture manufacturers
have facilitated a doubling of lumber exports in two years. But
such cases are reportedly not the norm. In Costa Rica, the AID
mission came to the conclusion that improving marketing capac-
ities is not sufficient to improve the ability of local entrepreneurs
to export. What is needed is an improvement in productw:ty to
help producers meet the qualily, quantity, and delivery require-
ments of the world market. This, however, requires a comprehen-
sive and complex response which, in the case of Costa Rica, encour-
aged AID to emphasize investment promotion in its export activi-
ties.

Despite these diﬁicultles, AID/Costa Rica is cennnumg to assist
local producers, in part due to political pressures and the desire
not to be perceived as being against local business. As of mid-1987,
almost half of AID credit project support to exporters had gone to
locally owned business. AID has employed a private, for-profit
broker to promote Costa Rican exports to the United States. Efforts
are being made to encourage foreign investors to utilize local pro-
ducer components in their products. And AID is setting up a pilot
program to provide ftechnical and marketing assistance fo selected
companies within selected sectors to subcontract for foreign compa-
nies.

(%) Foreign Investment Promotion. In addition to encouraging the
adoption of policies conducive to an investment climate attractive
to foreign investors, AIDD has scught to stimulate foreign invest-
ment through a number of project activities. An AID-funded Pro-
gram for Investment and Export under an AlD-established private
institution—the Coalition for Development Initiatives (CINDE)}—set
up offices in Europe, the United States, and Asia fo promote Costa
Rica as a place for foreign investment in export-related industry
and agriculture. Policy dialogue moved the Custa Rican govern-
ment to establish export yrocessing zones from which foreign inves-
tors could operate, and AID credit iines have helped fund zone con-
struction.

In its first two vears of operation the CINDE program brought iu
over $50 million in foreign investment and created roughiy 8,900
jobs at a cost per job far below that of many other einplovment
generating projects. Although the results of the Costa Rican export
promotion project may not be replicable in countries where politi-
cal instability does not appeal tc foreign investors, other AID mis-
sions, including Honduras, are looking to the CINDE project as a
potential model for export promotion.
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- C. Usivg PrivaTte ENTERPRISE To InpreMENT AID ORIECTIVES

The majority of AID projects have been implemented through
governments, because many of the education, heaith, agriculture,
transportation and other services which AID projecis sought to im-
prove are considered to be the responsibility of government in most
developing countries. In its effort to encourage expansion of the
private sector, AID has utilized the private sector as much as possi-
ble to implement development activities and convince governments .
to act similarly.%® To stimulate AID activities further in this
regard, the fiscal year 1990 budgst request contains provision for a
- $20 million development assistance account reserve from which

missions and regional bureaus can draw to initiate new projects
promoting the provision of services by the private sector

To date, AID has undertaken a variety of efforts promoting the
use of private enterprise in its own projects and to provide develop-

ing country government services. In the field of basic education, its

werk ras been aimed at decentralization—lessening the govern-
ment role—rather than any strong promotion of for-profit private
enterprise. In Jamaica, however, it has underwritten the private
production of textbooks, and in some countries, such as Haiti, it
has attempted to work with private schools. In others, AID has
funded studies to ezamine the feasibility of charging public school
fees. In agriculture, AID has advocated the use of private enter-
prise to produce and distribute agricultural mpuis such as seeds
and fertilizer. ATD has also used leverage derived from ESF-funded
policy dialogue programs to acquaint governments with the concept
of contracting-out. One agreement in fiscal year 1984 required that
the Costa Rican Minisiry of Public Works and Transport initiate a
demonstration program on the use of private contractors for road
maintenance.

Although constituting roughly a quarter of the development as-
sistance budget, AID health and popuiation programs are generally
not implemented through the indigenous for-profit private sector
(according to one source, only four percent of funds). These projects
are implemented on behalf of developing country governments by
both American and indigenous PVOs. AID’s heslth and pupulation

programs tend to have specific goals related to such quantifiable
indicafors of success or failure as the proportion of population cov-
ered by immunization or having access to family planning services
and rates of child survival. What role local private enterprise and
market mechanisms can play in meeting these goals has become
the subject of much AID-funded research in recent years.

Al perceives several potential agvantages in utilizing private
enterprise to deliver health and family planning services. Foremost
among these are the expected greater cost-efficiency of private en-
terprise and the pofential ability of such enterprises to attain fi-
nancial sustainability. They may also reach the target audience
more effectively. Private enterprises have established their own

e

éc Altht%h AID has been using the vehicle of indigenous non-profit non-governmental orge-
nizations (NGOs) and private and voluntary organizations (PVOs) in project implementation
with increasing frequency since the mid-1370s, these tions do not function under market
principles. Therefore, NGOs serve Private Enterprise Initiative objectives in only one, Limited
respect: as an alternative to government performance of the same function.
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marketing and transportation networks. Contraceptives could be
distributed, for instance, using the existing private chain of truck-
~ ers and retail shops. In the health and population sector, use of the
private sector for service delivery might be expanded to encourage
development of commercial and manufacturing activities. Health
products; such as vaccinations and contraceptives, could be manu-
factured in more developing countries, and private clinics and
health care practitioners established.

 Programs that would take advantage of some or all of these ben-
efits are, for the most part, still in the research or pilot stage.
Some have progressed to project stage. In Xenya, for example, AID
is helping the government to contract-cut the management of its
public hospitals. AID is assisting private companies in Ghana, Gua-
temala, Paraguay and elsewhere with start-up loans and technical
advice fo manufacture and sell the solution used in oral rehydra-
tion therapy (ORT). Hoping to reach more people and supplement
-existing public services, AID is helping employers in developing
countries to initiate family planning services within the context of
their existing employee-based health programs. Roughly 60 percent
of the $28 million Enterprise Program, begun in 1988, has been
dedicated to assist businesses in this regard.

While these programs are only just being intreduced in some
parts of the worid, AID has been involved in contraceptive social
marketing (CSM) since 1972 and has funded perhaps as many as
two dozen such projects. CSM generally involves the use of market
techniques, such as advertising campaigns, market research, and
retail distribution and sales, to achieve the objective of greater con-
traceptive use at low program cost. Most CSM projects are conduct-
ed by organizations with a commercial orientation, but, despite
charging customers for their product, these have not usually been
strictly profit-making free market enterprises. The contraceptives
themselves are subsidized by AID, allowing the implementing com-
pany to set lower prices in order to provide greater access to lower
income groups.

The Housing Guaranty Program is AID’s principal channel for
responding to developing country needs in the areas of shelter and
urban development. It is often cited as the Agency’s oldest private
sector activity, chiefly because the pregram underwrites U.S. pri-
vate sector financing of loans to developing country housing insti-
tations through a full faith and credit U.S. Government guaran-
tee.5! Furthermore, early in its history, the program helped estab-
lish many developing country private saving and loan institutions
as part of its original mandate to stimulate local credii institutions
which might insure that housing finance coculd be provided on a
continuing basis after AID programs ended.

In the mid-1970s, however, as a result of the New Directions leg-
islation, AID shifted its focus to changing LDC government policies
in order {0 encourage greater assistance to low imcome groups. It
also began to require that the government of the borrowing coun-
try itself sign a full faith and credit guaranty of repayment of the

St Also, U.8. construction firms were used initislly to build demonstration housing projects.
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* loan. Since then, most loans have been made to housing institu-
tions in the public sector.

In recent years, under the augpices of the Private Enterprise
Bureau, housing program officers have intensified efforts to encour-
-age developing country private enterprise to take a greater role in
the development, financing and building of housing projects. In
Botswana and Kenya, for example, low-cost shelter projects are
being financed through private building societies. In Jordan, ac-
cording to AID, half of the housing programs funds, although chan-
reled though the government housing bank, are directed at private
developers and aimed at encouraging them to enter lower income
markets. AID has provided technical advice to support the creation
of private housing banks in Haiti and India. AID alse has encour-
aged governments, such as Panama, to bid out to the private sector
more construction work.

-Because governments are not likely to sign guarantees on behalf
of private sector entities, AID initiated 2 $29.9 million Worldwide
Private Sector Housing Guaranty program in 1986 in which direct
lending to private sector developers would be permitted without
the necessity of a host country guarantee.




1V. ISSUES RAISED BY THE PRIVATE ENTERPRISE
INITIATIVE

No program or policy approach to foreign assistance has ever
been fotally free of critical examination. Given the enormity of the
needs of developing countries, the challenge to find workable solu-
tions, and the limits to U.S. economic assistance resources, all poli-
cies and programs contend for attention and funding. The Private
Enterprise Initiative is no exception.

The Initiative offered a new approach and a new set of programs
to the foreign assi agenda. The concept and the projects it
has generated have been provocative. Although the idea that pri-
vate enterprise is an important contributor to national economic
growth is common wisdom in the West, the Initiative took this
thougkt a step further, asserting that private enterprise could be
the best engine of the kind of development sought by the U.S. aid
program. The Agency for International Development was directed
to find suitable means to stimulate private enterprise growth. In
its challenge to existing policy, its emphasis on the private sector,
- and concurrent de-emphasis of the public sector, the Initiative has
been a departure from the past.

A variety of issues have been raised during the eight year imple-
mentation of the Initiative, several of which are discussed in the
following pages: _

* Does the Initiative run contrary to basic human needs?

® What gzas the Initiative meant for developing country govern-

ments?

¢ Which private sector should AID assist?

e Is f'mgnciaj sustainability best attained through the private

sector?

* What institutional! obstacles does Initiative implementation

now face?

A. Basic HumMAN NEEDS AND THE PRIVATE ENTERPRISE INTTIATIVE

Since the introduction of the Private Enterprise Initiative in
1981, many observers have wondered whether the new program of
support for the private sector was not in some way incompatible
with the objectives of the 1973 New Directions legislation which re-
quires the U.S. aid program to support the “poor majority” in de-
veloping countries. The program which evolved from this mandate
sought to meet the “basic human needs” of these countries’ peoples
through projects directly assisting the poor in contrast to earlier
aid projects which largely stressed provision of infrastructure and
the financing of factories in an effort to increase the overzll GNP
of a country.

In its first years, newspaper and journal articles suggested that
the private enterprise policy represented a significant shift from

41}
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the New Directions approach. Following the Initiative’s introduc-
tion to the Congress in the fiscal year 1983 Congressional Presenta-
. tion document, the House Foreign Affairs Committee emphasized
~that it expected the Initiative’s activities to be fully compatible
- with New Directions and intended to review their implementation
accordingly. In the years that have followed, congressional hear-
ings on the foreign assistance program have repeatedly raised the
question of compatibility between the Initiztive and basic human
needs approaches to development.

One reason for this suspicion of incompatibility was the belief
that the Initiative might be a return to the pre-New Directions in-
direct approach to development in which the poor were expected to
receive benefits via a “triclle down” process. This view developed,
~ in part, because of the Initiative’s association with an administra-
tion advocating a similar!y characterized economic strategy for the
domestic economy.? Any recommended shift in emphasis away
from the “bottom up” approach, which many believe was mandated
by the New Directions legisiation of 1973, implicitly suggested a re-
jection of the basic human needs objectives which the legislation
supported. Some presumed that funding of a larges number of new
private enterprise projects would mean a diversion of resources
from activities in population, hezith, and education, where projects
directly targeted the poor. Congress supported the Private Sector
Revolving Fund, in part, because it would “shift a significant por-
tion of support for private enterprise activities onto & self-sustain-
ing basis and reduce the extent to which expansion of that develop-
ment effort requires appropriated funding.” 68 |

While the Administration admitted that it was re-examining the
New Directions approach, officials coniended that a revised ap-
proach would continue to be consistent with the mandate of assist-
ing the poor majority. Said AID Administrator McPherson, “We're
igoi,ggéte address the needs of the poor majority, just do it different-
Y-

From the perspective of 1989, a number of arguments could be
raised in support of this view. For one, meeting basic human needs
has remained an AID policy objective. In its policy papers, AID has
always viewed the Initiative as a component of that policy; it is
simply a different means of meeting basic human needs of the poor
and, as such, is consistent with standing legislation. Second, the
legal authority to promoie private enterprise already existed in
U.S. legisiation in 1981. Legislation added since then, especialiy
that establishing the Private Sector Revolving Fund, has only rein-
forced existing authority. Third, the “traditional” projects in such
sectors as health and education associated with direct targeting of
the poor were never abolished. A fourth argument is that the Initi-
ative specifically helps the poor in a number of ways: it emphasizes
generating jobs and raising incomes, “independent of government
subsidies and overburdened national budgets”, allowing for self-sus-
taining growth which increases the purchasing power of the poor

8z Christopher Madison. “Exporting Resganomics—The President Wants t¢ Do Things Differ-
ently st AlDY'. National Journal, May 28, 1982, pp. 960-964.

83 Senate Foreign Relations Commuttes. Report on 8. 1247, International Security and Develop-
mené Cooperation Act of 1983, no. 98-146, p. 23.

84 Quoted in “Exporting Reagonomics”, Nationel Journal, May 29, 1682, p. 960.
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and “enables them to meet basic human needs by their own efforts
- and cheices”. Further, it is argued that private sector delivery of
- services brings health care, training, education and agricultural
-techniques to the people, including the poor, more efficiently and
reliably and often at less cost than public sector vehicles.65

- Although the alarm that greeted the Initiative in some quarters
- in.its early years may not have been justified, programs instituted
- during the past eight years have raised questions regarding the
utility and effectiveness of the Initiative’s particular approach to
meeting the needs of the poor majority. Three aspects of the Initia-
tive have been challenged on these grounds: specific private enter-
~ prise programs, the use of the private sector as a delivery mecha-
_ nism, and the emphasis on v ing ATID resources to encourage na-
zipnal e%cnomic growth (rathes than directly targeted assistance to

e poor).

1. Private Enterprise Programs

A number of the private enterprise-related programs conducted
by AID have been criticized for having no direct positive impact on
the poor. In many cases, however, such programs—assistance to
business associations, policy reform assistance, and credit supplied
to medium-sized business—have the purpose of strengthening na-
tional economic growth in order to create icb opportunities and
help governments afford sustainable social programs. Questions
raised about several of the most prominent private enterprise ef-
forts of the 198¢’s—policy reform and programs io assist business
directly—are discussed in the following pages.

a. Policy Reform

A major component of the Private Enterprise approach has been
policy reform. Of those most vocally concerned ahout basic human
needs, some have focused on the negative impact on the poor re-
sulting from macroeconomic policies “imposed” by the IMF and
World Bank under stabilization and structursl adjustment pro-
grams, and have called for “structural adjustment with a human )
face”. Although officially implemented separately from these insti-
tutions, U.S. policy reform tends to support or supplement these
programs. As the December 1986 riots in Zambia and 1989 riots in
Nigeria and Jordan demonstrate, policy reform may adversely
affect the pocr. According to a 1988 congressional staff study mis-
sion to West Africa, “despite rising per capita growth, structural
adjustment has produced little enduring poverty alleviation, and
certain policies have worked against the poor.” ¢ In addition to
higher food prices, reforms often mean reductions in government
ezxpenditures on health and education and in government employ-
ment. Opening up domestic markets to foreign competition may
drive formerly protected industry znd its labor force cut of busi-
ness. :

85 Testimqsi:;y of Iieai Pedezé Assél;.:ant Administrsgr, PRE Bmg;?g Z{:ireign Operations Sub-
committee, Senate Appropriations Comm., Foreign Assistance and Programs G-
ti%? o,-FYI.??%g&a Vo 1988’5}51222-2160 sigh from the Experiences of Ghana Ap&n@al,pmpm

tructura Gustment in e ights from ¢ j 0, and
Hepor! of a Staff Study Mission to House nds;gmittee on Foreign Affairs, March 1989, p. 2.
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Some critics suggest that ESF program funding used for policy
reform is a diversion of AID resources from project funding which
could be used primarily for the direct provision of assistance to the
poor. As a recent Department of Treasury report noted, “economic
equity is not an issue easily addressed by adjustment programs.” 87
Even many supporters of policy reform believe that AID should in-
corporate poverty-alleviation measures into IMF, World Bank and
its own reform programs. Under the Private Enterprise Initiative,
these measures might be policies favoring the smail farmer or poli-
cies which encourage the growth of small business or microenter-
prise. AID}, however, is only just beginning to move into a systemat-
ic study of the informal sector with a view toward influencing the
composition of government policies which most directly affect the
poorest entrepreneurs.

ATID refutes the notion that the conseguences of reform for the
peor are mostly negative. Policy reform, they contend, whether it
be macroeconomic market-oriented structural adjustment reforms
or the targeted stimulation of private enterprise through such poli-
cies as privatization or encouragement of private agricultural mar-
kets, is a necessary condition for successful projects aimed at allevi-
ating poverty. Although most AlDsupported policy reforms have
been aimed at macroeconomic changes, AID officials make the case
that their sectoral reform programs, many in agriculture, are more
overtly oriented toward assisting the poor. They vefer to Africa eco-
nomic programs which support decontrol of prices and stimulation
of private agriculture markets, arguing that these have benefited
smalil farmers.

ATD has taken some steps to insure that the poor are not signifi-
cantly harmed by policy reforms. AID claims that policy reform
projects, such as those developed under the Africa Economic
Reform: Program, ars, in fact, designed ‘“‘to alleviate the political
stress that policy reform brings”. Presumably this means that
extra funds provided through these programs are used to assist
those people negatively affected by the reforms. In some cases, the
reforms themselves explicitly seek to help the poor directly. The
$80 million FY 1989 ESF agre-ment with Guatemala required its
government to dedicate larger portions of the budget to social
spending. In another case, AID helped compensate for the negative
impact on the poor caused by the Agency’s requirement for the ter-
mination of rice subsidies in Jamaica. Anticipating a rise in prices,
it assisted in the creation of a food stamp system to insure that the
food needs of the poor were met.

Finally, AID officials note that the apparent negative impact of
policy reforms must be weighed against the far greater negative
impact that would ensue if policies had remained on their original
course. One AID study estimated the loss of GNP “due to resource
misallocations resulting from misguided policies” at between six
and eighteen percent.®®

87 Department of the Treasury, First Report to Congress Concerning World Bunk Strategy and
Lending in Debtor Countries, March 1889, p. 17.

&8 Steve lade, et. al, The Effert of Policy and Policy Reform on Non-Agriculture Enler-
prises and Employment in Develcping Countries, AID, 1985
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b. Assistance to Business

Aithough AID provides assistance to a wide range of businesses,
the extent to which the poor have Leen served directly by these
brojects has beer questioned. To some, there is a clear policy choice
to be made between the objectives of poverty alleviation and busi-
- ness development. To others, helping business develop is the best
way to alleviate poverty.

A critic of assistance to exporters, for example, asserts that “the
benefits {of export-oriented development] stay mainly in the rather
elite export-import sectors. . . .” % In general, AID projects assist-
ing indigenous exporters and those creating linkages between for-
eign investment and local component suppliers focus on medium
and largescale business. Micro enterprises and most small oper-
ations owned by those in the poor segments of the population are
not viewed by AID export specialists as having potential for devel-
oping the quality product in quantities necessary to be competitive
exporters. In agribusiness, particularly, they do not possess capital
to risk in an uncertain world market. However, atthough the poor
are not directly served by export promoticn and foreign investment
projects, they are immediate beneficiaries of job creation resulting
from these projects and would benefit as well from the positive
impact of increased foreign exchange availability and national eco-
nomic growth.

Whether AID business projects directly assist the poor majority

to the full extent possible hinges, in part, on the way AID defines
targets for its assistance. Business beneficiaries are generally deter-
mined on the basis of size defined by number of employees and
amount of fixed assets.”® On a number of occasions, projects which
were supposed to assist predominantly small business have, in fact,
mostly helped medium business. More important, the choice of defi-
nition of business size, in the view of some, has favored the high
end of the scale, allowing more assistance to go toward larger busi-
nesses.
- The Private Sector Revolving Fund, for example, like other AID
pregrams, has much freedom in determining a definition for
“small-scale”.”! Some have expressed skepticism as to whether
Fund beneficiaries have, in fact, been small-scale, and, presumably,
would offer a different definition of small than that used by the
Fund. According to a Fund official, small is on average defined as
an enferprise with fixed assefs under $250,000. Roughly half of
Fund beneficiaries fall below this levei. The average beneficiary of
the Far East Bank and Trust Company loan guarantee had
$247,000 in fixed assets. The guarantee facility established for the
Dominican Republic’s Financiera Nacional de Desarollo was target-
ed at non-traditional export businesses with fixed assets of less
than $1 million.

82 Stephen Helligfe:, Co-Director, Development Group for Alternative Policies, quoted in Ng-
fional Journal, April 8, 1989, p_ 845.
¢ For & discussion of business size definitions, see footnote 47.
*! One ilustration of the variable nature of these definitions is Thailand where the Private
Sec%rwvmfnfhnimm%mnu&nkpmje&,mmbuﬁnmwﬂ&ﬁxe&mdm
000, themmemntry,tbe@mimion'smmﬂmm}enterpﬁsemism
project put a ceiling of $200,000 in fixed assets on ifs potential beneficiaries.




The debate that occurred in the context of consideration of the
microenterprise authorization legislation (HL.R. 910 and S. 998) in
1987 also was conducted in large part around definitions of busi-
ness size. Throughout negotiations on the shape of the legislation,
proponents of the legislation, wishing to target assistance to the
poorest 20% of the population, sought to limit the size of lcans to
under $300 ($150 in h R. 910} and restrict the definition of microen-
terprise to a maximun of four people.”? AlD, on the other hand,
sought to raise the maximum employee ceﬂmg and to allow greater
flexibility in loan sizes. Proponents of the legislation argued that
the vast mejority of microenterprises employ four or fewer
people.”® In their view, ATD’s assertions that even a limif of ten
was restrictive and would force the allocation of loans to less viable
businesses suggested that AID would direct available funds to those
in the upper edge of the definiti~1 and, as mmh as the legislation
would allow, fo small-scale, not micro, enferprise

Altheugh the m:zcroenterpnse authorization 1egislatmn died with
the foreign assistance asuthorization bill o which it was attached,
in botk FY 1988 z2nd FY 1989 appropriations bills, Congress ear-
marked funds for microenterprise and made recommendations in
report. language. AlD has taken into account much of this guidance
in i3 implementation of microenterprise programs and views the
legislation 2s maintaining much of the program flexibility it
sought. AID policy guidelines fer the missions define microenter-
prises as having no more than “approximately” 10 empkyees, but,
m lieu of this, does allow the use of a2 “locally appropriate” defini-
tion. While the average loan size should not exceed $300, a larger
size 1s7 4permzssib1e in order to achieve the objectives of the pro-
gram.

Because of Agency efforts to increase the employee number defi-
nition of microenferprise and the permissible size of loans, some
proponents of the legislation cast AID as the villain oppoesing as-
sistance to the poor. Soine observers suggested that congressional
activity was required to make up for footdragging on the part of
AID. One group of Representatives accused AID of “ignoring the
‘bottom up growth’.” 75 However, while many do agree that con-
gressional interest has played a major rcle in encouraging an in-
crease in microenterprise activity, Al can fairly claim that it had
already been actively funding microenterprise projects. When Con-
gress mandated $50 million, AID was preparing to spend $56 mil-
Yion and will spend at least $10 million over the required $§75 mil-
lion in FY 1989. Further, more than 52% of current microenter-
prise project funding is channeled through PVOs not inclined to
ignore the poor.

12 § pan size, like emplcyee nunsber, is considered an indication of beneficiary, because smaller
businesses require smaller loans.

73 For example, of en with 50 employees or {fewer, those with five or less acoount for
849% in Jamaica, 36% in Indenesia, and 95% in Sierra Leone. Carl Liedholm in Private Secior
Connection to Developmernt Subcommiitee on Internatiornai Development Institutions and Fi-
nance, House Committee on Banking, July 16, 1983, p. 83,

7+ ATD Policy Determinstion, PD-17, Mm*oenzerprwe Development Program Guidelines, Gcto-

ber 16, 1988,
er Edward F. Feighan, BemammA.Gﬁman,ieeH.HamﬁtantearCoﬁeagne
Ietser deted February 20, 1987, printed in #ficro-Enterprise Developmant L a, Subcommit-
%"éj’n Iizgemaﬁonal Economic Policy and Trade, House Foreign Affeirs mmxt%ee, March 3,
B
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Many cbservers believe that what lies behind the debate on bene-
ficiaries is another continuing debate on whether microenterprise
project objectives should be those of “poverty alleviation” or of
“business development”. Some at AID objected to the proposed mi-
croenterprise authorization legislation in part because it legislated
2 “minimalist” approach to microenterprise in which credit would
be the chief form of assistance, and the chief objective would be
simply o enable entrepreneurs to expand sales throvgh incremen-

improvements in performance. This approach wouid allow lttle
flexibility to help microenterprises expand into the formal sector
and to stimulate economic growth.

AID and World Bank studies indicate that the optimum size of
business to target for employment or income generation projects is
from 10 to 50 employees, in the small and medium-scale, not mi-
croenterprise, range. AID officials have argued on a number of oc-
casions that

- . . directly targeting credit to those at the lower end of

the per capita income spectrum may make it more difficult

o achieve sustainable results. Businesses with more skills

benefit more from credit and technical assistance pro-

grams and sustain more new employment opportunities, 78
Many at AID belicve that programs aimed at the most viable en-
trepreneurs will, in the end, have the broadest impact on the poor.

Advocates of a “poverty alleviation” approach to microenterprise
point cut that the “business development” emphasis ignores the
bulk of microentrepreneurs whose work, from an economic point of
view, is redundant and of low value-added. There are, they claim,

th economic and social benefits to he had by assisting the porrer
elements of the business spectrum. Microenterprise production a~
tivities create forward and backward linkages which stimulate the
market for locally produced goods and services and unify the econo-
my. Furthermore, PVQ officials who implement microenterprise
projects claim that these projects help to generate income in a mul-
gpﬁer effect—for every $1 loaned, earnings of $4 to $5 are generat-

Most important and most ignored in the business development
argument, say advocates of targeted assistance, are the widespread
social benefits of microenterprise assistance. They point to the Gra-
meen Bank in Bangladesh, which produced a 70 percent increase in
household income in only twe and one half vears, which in turn
allowed an improved diet, more adequate clothing and housing, and
better medicines for poor “.milies. Women, in particular, benefit
because they make v » large proportion of actual and potential
microentrepreneurs. In Honduras, two thirds of small rural enter-
prises are run by women. The proportion is 40-509% elsewhere.
Making credit available, therefore, provides women with new op-
portunities. Within two years after the Grameen Bank begzn to
provide loans, the percentage of working women in Bangladesh
rose from 5 to 25 percent. It is the direct benefits provided by mi-
croenterprise to poor households, the increase in human dignity

% Testimony of Martin Dagats, Deputy Assistant Administrator, PPC/AID, Subcomm. on
International Economic Policy and Trade, House Foreigr Affsirs Committee, Micro-Enterprise
Development Legislation, March 3, 1987, p. 48
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provided the poor, notably women, that are most often mentioned
by advocates of microenterprise as the chief arguments in favor of
increased assistance.

2. Use of Private Sector as Delivery Mechanism

An important and unique feature of the Initiative has been the
effort to utilize the private for-profit sector and for-proﬁt market
mechanisms to provide AID “basic human need” project services
formerly delivered by non-profit organizations and government
agencies. Part of this effort has also been to get governments to
turn over some service functions to the private sector. In addition
to encouraging expansion of the private sector, AID believes that
these services can be performed by private enterprise much more
effectively and inexpensively and are more likely to become self-

. To the extent that such services reach the poor, such
moves would be beneficial.

The efficiency associated with many private enterprises may also
save budget resources, freeing governments {o do other things with
their money. Most governments use a significant proportion of
their budgets for services in health and education and are still
unable to fuifill the demand in these areas. Encouraging the pri-
vate sector to provide its own health services or vocational training
would take a burden off government service systems. Although the
private sector may only wish io operate in profitabie areas, at least
this frees up government funds that could be used .in “unprofit-
able” areas. Partial privatization of government services through
contracting-cut might save money if the service can be performed
more inexpensively by business.

Although the argument can be maue that not encugh has been
done to date to exploit those areas where the private sector can be
more heipful to AID objectives, there is reason to believe that the
use of private enterprise methods and organizations to serve the
poor has distinct limitations. In the area of health and population,
for ezampie, some specialists believe that private enterprise
projects are unlikely to make significant inroads outside ~f urban
areas. Although AID is trying to reach the rural areas by including
private sector midwives and traditional healers in some training
programs and, in Ecuador, is subsidizing private rural clinics for
those doctors wﬂﬁng to serve such areas, it has been suggested that
the profit motive which characterizes private enterprise restricts
profitable activity to urban areas where transport and other con-
traception distribution costs are lower and to those income levels
which can afford to pay for medical care or products.

Charging for services, while encouraging their proper use, deters
the poor from utilizing available services. In Ghana, for example,
where health care fees were initiated in 1985 as a result of struc-
tural adjustment reforms, healih service utilization has reportedly
declined among low income groups.”? Some AID officers also be-
lieve that charging for services has the effect of restricting the type
of service provided in a way that conflicts with AID program needs.
Whereas AlD programs in child survival, nutrition, and other

*? Structural Adjustment in Africe, Committee on Foreign Affairs, March 1989,
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health areas are aimed ai provention of disease and illness, most
private health services are oriented toward curative care, largely
because people are inclined only to pay for care that resolves a visi-
ble problem. Therefore, unless developing country private enter-
prise delivery solutions can be moved away from an emphasis on
curative care, orientation toward serving affluent patients and con-
centration on urban areas, opporiunities to serve AID health and
population goals are likely to remain limited.

In the housing sector, as well, it has been difficult to get the pri-
vate sector to provide housing services benefitting the population
required by its New Directions legislative mandate: those below a
country’s median income level. Many believe that the private
sector is not likely to accept the risks of lending to lower income
groups. As evidence they note that even governments have often
been resistant to low-income housing programs, favoring instead
middle and upper-income housing located in mzjor cities. Most
beneficiaries of the housing program fall in the 35th to 50th per-
centile of wealth. o

There exists, therefore, a belief that private enterprise imple-
mentcs will be unlikely to continue housing programs designed to
assist lower income groups after AID projects end, because they are
perceived as unprofitable. A United Nations report, cited in a 1984
GAO study of the housing program, indicates a number of obstacles
to private sector involvement, including that greater profits can be
made from a few large loans rather than many smali ones, the as-
sumption that defsult rates on mortgages are higher for lowincome
people, and that low income groups lack sufficient collateral.’® In
the course of its own investigation, the GAC study found that in
some countries—Kenya for example—the high cost of land makes
only very large developments financially feasible for low-income
families. Although it thought that ATD would have no trouble gain-
ing “some short-term participation” of the private sector, the GAC
report predicted that, due to obstacles like those mentioned above,
a long-term, sustained commitment would be difficult.

For those in the lowest income range—below the 35th percent-
ile—slum upgrading and sites and services activities have been pro-
moted by AID since the New Directions legislation as responsibil-
ities of government. While it is thought unlikely that the private
sector might become involved here, a few pilot efforts have been
made to bring the private sector into this field. In Ecuador, the
housing office is trying to get private banks to accept peopie from
the low income informal sector as subjects for housing credit. It is
doing this by bringing the banking and informal sector communi-
ties together for a dialogue. AID also believes that some govern-
ment policies such as excessive zoning or building standards make
provision of low cost shelter by the private sector difficuit, and it is
working to alter these policies. One AID official has suggested that
perhaps the best way to combine the requirement that the poor be
served and the desire to facilitate the private sector is to encourage
the private sector toc provide housing to the 35th to 50th percentile

78 Unspecified UN. repcrtquotedeoverémitAcmun‘ Office, Management of the
Housing Guaranty Program, April 25, 1984, p. 193, an HE o
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group. This might allow government to devote its attention and re-
sources to even lower percentile groups.

4. National Growth vs. Targeted Growth

One of the chief criticisms of the Private Enterprise Initiative
strikes at the premise on which it was established—that basic
human needs may be met by stimulating broad-based econcmic
growth rather than emphasizing direct efforts o target the poor.”?
For these critics, the Initiative was a variant of the “trickle-down”
approach which characterized U.S. aid policy before the New Direc-
tions legislation. They argue that growth can occur with little ben-
efit to the poor and claim that the experience of developing covn-
tries has shown that there is a very low correlation between na-
tional growth rates per capita and growth in incomes of the poorest
40% of the population. In across-the-board growth, the majority of
benefits go to the relatively prosperous. Only targeted economic
growth, in this view, would allow the poor to grow by a higher per-
centage than the rich.3°

As noted earlie-, AID argues that the poor have benefited in
those countries which have experienced relatively rapid rates of
growth. In the socalled “Asian Tigers’’, real wages are five to ten
times what they were thirty years ago. In middle income countries
the number of absolute poor and levels of poverty are significantly
lower than in slow-developing ccuntries.8! Furthermore, growth
stimulates productive employment which must relieve poverty.
AID has also made the point that any growth, but particularly that
which emphasizes foreign exchange earning exports, is important
at this stage, because, until the debt situation is under control, de-
veloping country budgets will have difficulty maintaining the social
programs which play a role in the redistribution of wealth and sat-
isfaction of basic human nesds.

The degree to which growth eventuaily helps the poor depends
on government policies. The AID mission in Costa Rica makes the
case that government social programs (679 of its expenditures)
have traditionally enabled the poor to reap a higher share of na-
tional income than is the case in most other developing countries.
Therefore, there is some assurance that general economic growth
in Costa Rica does “trickle-down” tc the poor. Using the same
logic, however, it is doubtful whether the same could be said for
Guatemala or Honduras where government policies and practices
do not facilitate the distribution of national income.

Although it is difficult te generalize about all ATD mission pro-
grams, to some extent, AID iries to help meet unfulfilled social
needs. The Honduras program maintains a much larger “basic

79 ATD often prefaces the phrase economic growth with the term “broad-based”. Broad-hased
economic growth, however, appears to mean different things to different people. Critics seem to
believe that its use by AYD indicates support for an zid program directed, not at the poor, but at
the economy 85 a whole. ATD uses it to indicate growth benefiting everyone, including the poor,
and not just the wealthy.

8% Tegtimony of Richard Newfarmer, Subcommitice op International Economic Policy and
Trade. House Foreign Affzirs Committee, March 9, 1983, pp. 38, 68-69. 72-74; testimony of Dr.
Ernest Loevinsohn, House Foreign Affairs Committee, ggectwes of US. Foreign Assistance:
Does Development Assisiance Benefit the Poor?, August 17, 1 82, pp. 53-67.

81 See Raymond F. Mikesell, The Economics of roregz Aid and Self-Sustaining Development,
prepared for the Depts. of Treasury, State and AH},F ruary 1982, pp. 3346 for a good exposi-
tion of this argument and its converse.
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human needs” portfolic than does the Costa Rica mission. Wosid-
wide, AID has not given up on direct irterventions in basic human
n%. 1zggcgc)rding to then-ATD Administrator Woods, from FY 1087
to s
- combined funding for heaith, child survival, education, nu-
trition, family planning and AIDS accounts for over 40
percent of total development assistance funding {agricul-
ture which helps both growth and basic human needs
would add more to this figure]. However, while improve-
ments in certain basic human needs can be initiated by
foreign assistance programs, they can only be sustained
when the countries grow economically.82
For some, the “trickle-down’ argument boils down to a question
of efficiency. Critics say that direct targeting of assistance is a
more efficient means of achieving the satisfaction of basic human
needs. Proponents of the private enterprise approach argue that it
may only indirectly benefit the poor, but its ultimate impact would
affect a wider number of people in a more lasting, sustainable way
through increased levels of employment. “¥ is difficult o say, at
this early stage,” noted one AID official in 1982, “how long the lead
time will be for directly benefitting the poor.” 83 There is little evi-
dence yet available to throw light on the trickle-down effect.

B. AID anp tHE LDC GovERNMENT ROLE v THE PRIVATE SECTOR

Implicit in the Private Enterprise Initiative is the idea that the
role of governments in developing country econcomies has been of
special importance in determining the outcome of economic
growth. To date, in the view of Initiative proponents, that role has
been largely a negative one. Developing country governrnents have,
with the possible exception of newly industrializing countries
(NICS) such as Taiwan and Singapore, promulgated policies and
regulations resiricting development and growih of the private
sector.®* Governments have undertaken functions which the pri-
vate sector might well assume more efficiently and cost-effectively.
And government ownership of parastatal enterprises has discour-
aged the growth of private enterprise.

For many, economic growth is not a question of how big govern-
ment’s role is in the economy, but rather the kind of economic
strategies it is promoting.85 Cne study of 17 developing countries
suggests that those encouraging private savings and channeling
credit to the private sector enjoyed higher rates of growth than
tl.ose where state-owned monopolies and excessive state spending

52 Senate Coramitiee on Appropriations. Foreign Assistance and Relcted Programs Appropria-
tions, FY 1985 {Part 2). April 26, 1988. p. 97.

#3 Testimony of Frederick Schieck, Deputy Assistant Administrator, PPC/AID, to House For-
eign Affairs Cg)mmittee, Does Development Assistance Benefit the Poor? August 17, 1982 p. 84

3% Some argue that NIC governments, too, have been hi ¥ interventionist. See Michelle Git-
telman, “The South Eorean Export Miracle: Comparative Advantage or Government Creation?
Lessons for Latin America”, Journal g International Affuirs, fall 1988, v.42, pp. 187-198.

#¢ For a lucid discussion, see Jobn D). Macomber, “Fast Asia’s Lessons for Latin American Re-
surgence” pp. 469482 in World Economy, vol. 10, December 1987. The implication that big gov-
ernment per se is the problem has been guestioned by analysts. In one study of the behavior of
85 countries from 1970 to 1980, the size of government was not found to be & sigmificant factor ir

performance. Richard Newfarmer, “The Private Sector and Development” in Overseas
t Council, Agenda 1983, pp. 117-138.
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had crowded out the private sector.8® Based on the experience of
the NICs, many also believe that governments pursuing export-led,
rather than import-substitution, policies are likely to achieve
‘higher growth rates.

AID bhas promoted a set of economic policies in its policy dialogue
with developing countries that stresses private enterprise develop-
ment. Although foreign assistance has generally reflected a pre-
scription of what the U.S. believes a developing country shouid be
doing, the level of gpecificily in economic policy recommendations
is significantly greater in the 1980s than in the past. Through its
emphasis on divestiture of government enterprise, privatization of
government services, and the transfer of project funding from gov-
ernment to the private sector, AID appears to support an LDC gov-
em;nent role substantially different from what it had been previ-
ously.

This approach might have significant ramifications. For example,
it could create friction with governments sensitive to interference
in their domestic affairs. The role of government vis-a-vis the pri-
vate sector is a particularly delicate topic for developing countries.
Actions common to the history of many developing countries—such
as the nationalization of private, especially foreign, companies;
adoption of import substitution strategies; and government em-
brace of a ceniral role in the economy—have represented an asser-
tion of economic independence from the industrial countries. While
many governments are now beginning to redefine their role by ini-
tiating privatization programs, in no case is an LDC government
preparing to turn over all its parastatals to the private sector.

Regardless of the merits of a given policy, by funding advisory
services to identify government constraints on private business, by
funding private business associations so they can lobby govern-
ments with a private sector point of view, by addressing issues re-
garding the role of government in the economy, and by assisting
privatization, ATD may be perceived as meddling in the iniernal af-
fairs of aid recipients. As a result, AID private enterprise activities
have rubbed up against political opposition in a number of develop-
ing couniries.

In Jamaica, explicit conditions made by AID in 1984 and 1985
listing, among other things, firms to be privatized and instructing
the government on how to deregulate commodity markets, led to a
deterioration of relations between AID and the Jamaican govern-
ment. AIDYs conditions were perceived by Jamaican leaders as “un-
necessarily heavy-handed and politically unacceptable.” 87 AID
pressure on both Mozambigue and Kenya in 1985 to privatize their
food aid distribution, reportedly, caused much resentment in these
governments, particularly because foed is regarded as a strategic
item by both countries.®® Some are concerned that such situations
will be more common as private enterprise activities receive great-
er emphasis.

36 Study by Keith Marsden cited in Foreign Assisiance Commitiee Hearing, Oversight of Pri-
vate Secior Activities, 10, 1986, p. 49.
87 AID/CDIE/Robert Nathan Asscciates, Jamaics Cash Transfer Eveluation, g 89,
Se" Tmseg% gg “private” hearing held by Sepator John Melcher on Farm Bxport Obetarles,
ptember 5, X
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- AID recognizes the negative connectations implicit in the condi-
tionality it attaches to its assistance. As an AID policy paper puts

_the case, . . . From the U.S. viewpoint it is obviously much better

that the IMF or the World Bank bear the onus for insisting on in-
convenient or unpopular policy reforms.” 22 To date, AID has dem-
onstrated considerable caution in this regard. Because AID officials
view privatization as a “high risk” political process, in both Costa
Rica and Honduras, AID’s support for privatization of parastatals
has been characterized by sensitivity to the political atmosphere,
and part of its project activities are designed to build public sup-
port for privatization. A major obstacle to private provision of serv-
ices has been government resistance to any infringerment on what
they consider their traditional roles. AID officials have noted, for
example, that, given government sensitivities in the education
sector, it would be very difficult to promote any project that might
seek to work exclusively in the private sector. Therefore, it has
been necessary to suggest adoption of private sector alternatives
within the context of those AID projects which work with govern-
ments to foster educational reform or the training of educational
administrators.

For some, on the other hand, AID is entirely too cautious. Strate-
gic considerations, these critics say, have prevented AID from pur-
suing a harder line in support of policy reform in both Egypt and
Honduras. It is likely that concera for government stability has
tempered AID activities elsewhere.

Historically, foreign econemic aid has been delivered through the
governments of developing countries. Virtually all mission-funded
project activities are obligated through the signature of bilateral
government-to-government Project Agreements. Assistance provid-
ed to private organizations generally has had to be approved by a
government. Although there is widespread agreement that actual
project implementation is increasingly in the hands of private orga-
nizations, both voluntary and for-profit, the record remains mixzed.
In 1985, AID reported that 75% of its Development Assistance
projects in Africa were still directed through governments. Of 183
active DA projects in Asia, 160 were run through the government.
On the other hand, of 282 DA projects in Latin America and the
Caribbean, almost half were run through non-governmental
groups, half of these for-profit organizations.9¢ Another sign of the
shift away from government was a policy introduced in 1985 re-
quiring that parastatals only be assisted as a step toward their pri-
vatization. Previously, AID has used parastatals to immplement a
range of projects and had assisted them as part of its institution-
building process.9t

There are signs that, should AID's support for a lesser govern-
ment role and its expanded support for private enterprise be more

89 ATD Policy Paper, Approaches to Policy Diglogue. December 1982, p. 18.
53;‘_’3%&52 Foreign Affaf;s Committee, Foreign Assistance for FY 1986-87, March 7, 1985, PD.

#* Some observers have suggested that AID follow the World Bank erample and devote great-
er attention to restructuring existing parastatals in order to make them more efficient. rether
than fo eliminate them. With respect to pro and potential economic assistance programs
for Eastern Europe, it has been suggested at AIDYs position on perasiatals may hamper its
ability to res to the private sector needs of the socialist economies of Poland and Hungary
where governiuent orgens play a major role in most aspects of economic life.
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greatly reflected in its resource iransfers, governments protective
of their sovereignty or dependent on aid to fulfill their own devel-
opment plans may not approve increased U.S. efforts to b
them. Many in the Costa Rican government and media, for in-
stance, reportedly saw AID funding of the private Coalition for De-
velopment Initiatives (CINDE) as a diversion of resources. which
they thought more properly should go toward assisting the export
promotion efforts of its own Ministry of Foreign Trade. In Hondu-
ras, the AID mission has negotiated an agreement with the govern-
ment on the percentage of ESF local currency funds to be allocated
to private enterprise reclated projects. Some are concerned that
rules recognizing government ownership of local currency might
jeopardize assistance to the private sector because governments are
not inclined to be genercus toward the private sector with public
sector funds (and the private sector may be wary of losing inde-
pendence if it accepts funds from its own government).

There are other possible disadvantages to a significant movement
away from government. U.S, political leverage may be weakened as
aid circumvents government. Further, even most proponents of
ATD’s private enterprise emphasis note that governments do havea
role to play in promulgating free market economic policies. AID,
accordingly, helps governments develop analytical and institutional
capabilities for generating their own reform measures. In addition,
most observers accept government responsibility for provision of
health, education, and other services, and AID continues to assist
governments here. There are many as well who view moves to de-
emphasize the role of government as a threat to its role in insuring
equity.

C. FINANCIAL SUSTAINABILITY

One charge leveled at the New Directions apprvach to develop-
ment in 1981 was that it failed to preduce sustainability. Donor
projects had established the basis for government to provide new
services—clinics, schools, irrigation systems—with::ut covering the
necessary recurrent costs. such as salaries for dociors and teachers
and supplies, to keep them geing. These cosis had been left to gov-
ernments which were iil-prepared to absorb them. Furthermore,
many believed the overall U.S. economic aid program itself was in
danger of become financially un ustainable, due to a predicted
scarcity of budget funds.

The Private Enterprise Initiative promised to insure greater sus-
tainabilty in two ways. First, by utilizing market forces, projects
would become sustainable. Put simply, projects run by the private
sector—hospitals run by private managers, roads constructed by
private contractors, credit operations run through private banks,
etc.—would be more efficient, functioning as they do on the profit
motive and responding to market forces to determine resource allo-
cation. They would be more sustainable in the long run, as well, by
charging for services.

Secondly, the aid program itself would be more sustainable using
private sector methods. In Peter McPherson’s view, private enter-
prise Qrojects were to represent a prototype of an “AlD for the
future”, an AID which would rely increasingly on leveraging rela-
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tively small amounts of public sector funds in order to aitract
.~ greater amounts of private sector resources with which %o accom-
~ plish its goals. '
; Although the aid program’s need for public sector funds did not
- substantially alter, a number of steps have been taken during the
past eight years to bring private sector funds to bear on develop-
- ment activities. Many of these have been described in preceding
pages. The Private Sector Revolving Fund’s direct loan and guaran-
tee practices, where loans or guarantees are used to entice greater
private sector commitment of financial resources, are an example
of this approach. Efforts to encourage private enterprise {o offer
f?;gzily planning services within employee health programs is an-
other.

There has been some success as well in fostering greater finan-
cial sustainability in AID projects using private sector methods. By
charging fees, a number of training programs have become more
self-sustaining. For example, the Honduran Association of Manag-
ers and Entrepreneurs, a management training institution assisted
under an AID project, achieved an 83% self-financing level within
two years. Sixty-four percent of in-country training costs in a Costa
Rican export industry iraining project had been contributed by
trainees or the companies employing them in the first vear of oper-
ation.

In the population sector, evidence suggests that Contraceptive
Social Marketing is a more cost-effective alternative to traditional
clinic or community based family planning distribution approaches.
Technical assistance provided by the International Executive Serv-
ice Corps recoups at least some of its costs by charging fees on a
sliding scale based on business size. Only a few credii programs—
those conducted by the Private Sector Revolving Fund through
commercial banks are one example—currently cover all or nearly

1i their costs. Due to administrative expenses of providing numer-
ous loans, small and microenterprise programs tend to cover 60-
90% of their costs. However, if interest rate charges to entrepre-
neurs were to rise sufficiently, a self-sustaining credit program
serving the small end of the business scale might be possible. AID
has made a start in this direction by eliminating subsidized rate
charges, requiring that no less than real positive interest rates be
charged.®? Where a rate cap exists in a country, AID policy dia-
logue has in several cases scught to remove this cap.

In addition to achieving greater sustainability, there are several
other benefits to be had by adopting private enterprise practices in
project implementation. Charging for services encourages efficient
use, insuring services are not wasted and that they go to those who
want them. Charging an appropriate interest rate, instead of a sub-
sidized one, encourages business efficiency and better prepares en-
trepreneurs for market competition.

There are, however, secme drawbacks to the achievement of great-
er sustainability. One study suggests that social objectives are not
necessarily compatible with the goals of financial self-sufficiency.

2 Although this practice may sound inconsiderate of the plight of the poor, alternative
sources of credit in the informal sector—loan sharks—might charge a rate 5 to 16 times higher
than the real interest rate.
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“CSM  [Contraceptive Social Marketing] project experience indi-
cates that there appears to be a very real tradeoff between cbtain-
ing the social objective of providing widespread accessibility of
CSM contraceptive products at prices the poor majorities can
afford, and attaining project financial “self-sufficiency”’—especially
within a relatively short (5-10 year) time frame.” 9% As noted earh-
er, the requirements of profitability do not always benefit the poor
in health, education, housing, and other sectors.

Furthermore, there are a number of other project objectives
which are not easily attainabie on a financially sustainable basis.
In the case of training programs, particularly those serving the de-
veloping country business community, American up-fo-date teach-
ing techniques and state of the art equipment are highly valued re-
sources, providing a stamp of modernity otherwise lacking in alter-
native programs. However, American instructors and equipment
are expensive and programs requiring them may have difficulty
achieving sustainability without charging prohibitive fees. Some
believe it fo be in the U.S. interest to maintain an American con-
nection to such programs for trade and political reasons regardless
of the developmental value of assisting their independence.

In the case of microenterprise, an approach considered by many
to be the more financially sustainable is less favored by many at
AID, because it does not meet certain economic development objec-
tives. The “minimalist” approach, which emphasizes provision of
credit -alone, without more expensive training and technical assist-
ance components; currently represents 37% of microenterprise
project funding. Although some believe that minimalist credit can
be provided to a greater number of entrepreneurs 1d reach the
poor more effectively as a result, its detractors say that training to
upgrade management and administrative skills, and technical as-
sistance to develop a saleable product or locate markets for their
goods is necessary if entrepreneurs are t¢ achieve higher productiv-
ity and grow into the formal sector of the economy. Achievement of
these long-term objectives would justify a failure to achieve near-
term financial sustainability.

D. AID anp Private SecTor COMPONENTS

For many, there is no question whether AID should assist the
private sector. Rather, at issue is which private sector it should
assist. Although the aid program has targeted various types of pri-
vate enterprise, funds for this effort are limited and decisions must
often be made which emphasize one segment of the private sector
over another. Each segment has its supporters and detractors.

Those who believe that microenirepreneurs in the “informal”
part of the private sector should be the chief beneficiaries of pri-
vate enterprise assistance tend to contest that portion of aid which
assists larger businesses. On the other hand, proponents of aid to
~ small business argue that it generates more employment than
other businesses. Medium and large businesses, still others argue,

*2 Annette L. Binnendijk, AID's Experience with Coniraceptive Social Marketing Synthesis of
Project Eveluation Findings, AID/CDIE, July 1985, p. 23. bng
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. .are more viable candidates for export activities and linkages to for-
-eign technology and investment.
- - 'There are others who single out for criticism export projects-—
~some because they assist mostly larger businesses, many of them
" agribusinesses, and others because assistance to agriculture export-
ers damages the ability of countries to feed themselves by giving
precedence to export markets over domestic ones. Proponents of
export projects, on the other hand, believe that they are the most
likely activities to stimulate new growth, will provide much needed
- foreign exchange, will help eliminate foreign debt, and provide re-
sogc&s e}gor food that may be more cheaply bought than that locally
- produced.

- When first introduced, the Private Enterprise Initiative was ac-
- -cused of being foremost an attempt to assist the U.S. private sector.
Although using the U.S. private sector, according to AID, is simply
- & means to the end of assisting developing countries, in its efforts
to promote foreign investment and technology transfer, more op-
portunities have arisen to link private U.S. commercial business (as
- opposed o development consulting firms) with developing coun-
‘tries. Roughly one fourth of all Private Sector Revolving Fund
projects, for instance, have involved the IJ.S. private banking
sector. Some would question whether some of these activities have
as their objective indigenous Pprivate enterprise development or ex-
pansion of 1.S. trade, and whether the prime beneficiary is the de-
veloping country or U.S. business. Others, however, would support
more, rather than fewer, AID activities to advance the US. trade
position, saying the partnership between the U.S. and LDC busi-
ness is key to successful development.

Even within categories of private sector assistance there are dis-
agreements over program emphasis. Some supporters of export
projects give priority to activities agsisting indigenous exports
rather than foreign investment promotion. They contend that loeal
entrepreneurs best learn skills necessary to a successfil export
~economy by doing them themselves and are better able than for-
eigners to understand the local culture and business environment.
Technologies they use are more appropriate to the local economy
and, most important, their businesses have greater linkages to the
domestic economy and, therefore, a greater overall growth effect.
Foreign investment is often in assembly industry which provides
empioyees with few skills and produces comparatively little domes-
tic value-added from which to reap foreign exchange benefits.
Many believe that assembly industry will just go away as soon as
more cost-efficient locations ap . Tax advantages provided to at-
tract such activities can also hurt the nation’s fiscal situation.

Those who support funding of foreign investment projects, citing
 Taiwan and South Korea, believe that diversification infto more
-complex manufacturing will eventualily follow establishment of as.
sembly industry. They point out that foreign industries are more
efficient than local ones, bring in new capital, and, with links to
international markets, can merchandise products more quickly.

Although the AID program has benefited many kinds of develop-
ing country business, within individual countries decisions on busi-
ness projects may appear to favor one sub-sector of the economy or
one business over another. Direct loans have sometimes been made
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from the Private Secitor Revolving Fund to individual businesses.
Concerned that this practice may be unfair to competing business-
es, some favor loans through intermediaries rather than direct
loans to avoid favoring one company over another. In choosing par-
ticular sectors for business projects—non-traditional ezport prod-
ucts versus traditional, coffee vs cattle—AID must contend with
the displeasure of those seciors of the business community which
were not selected for project funding. AID itself has responded to
concerns that its private enterprise programs might assist “cro-
nies” of national rulers, or, through privatization, help create pri-
vate monopolies in lieu of government ones. Its policy is to avoid
either situation.

Many AID missions generate annual private sector strategy
statements and have funded studies attempting to “map” the de-
veloping country private sector in order to come to terms with the
needs of the diverse elements composing the private sector. Never-
theless, given the numerous options and the limited resources with
«which to address them, efforts to assist the private sector, like
those to assist the public sector, are often conducted in a piecemeal
fashion. Some believe this could lead to undesired effects. Privatiza-
tion projects, where private sector management capabilities remain
undeveloped and where sources of capital for the purchase of these
firms remain in the hands of foreigners or c¢ronies, may not have
positive results. Support for a growing private sector without pre-
paring governments to regulate in order o protect consumers or
the environment may have unintended conseguences.

E. OsstacLes To IMPLEMENTATION

During the past eight years, efforts to impiement the Private En-
terprise Initiative have run into a number of institutional and
policy constraints which, many believe, have impeded its progress.
While some of these have been removed, others remain and might
be addressed in future years.

1. AID Staff

Soon after the Initiative was introduced, observers noted that
AID had insufficient numbers of staff qualified to implement it. In
order to develop projects assisting the private sector, AID needed
people who could understand the business environment. During the
past eight years, AID has recruited a number of individuals with
business experience for positions as private enferprise officers at
field missions. The number of such officers rose from 49 in 1983 to
T4 in early 1988. But, reportedly, there remains a shortage of
health, population and other technical personnel with the ability to
adapt business methods to their sectors. On a2 more elementary
level, roughly 150 AID staffers have taken a2 two week PRE-formu-
lated training course to introduce them to the distinctive charac-
teristics of private enierprise development. However, some believe
not enough upper echelon staff, inciuding mission directors, have
faken the course o have made a significant impact on the aid pro-
gram.

The more specialized needs of the PRE have presented a greater
chalienge. Several PRE staff members have been brought in from
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the private secter as temporary, administratively-determined ap-

pointments because of the difficulty in attracting qualified people

with banking and investment experience into government careers

(three more such posts were recently approved).®¢ Ironically, in the

early years of the Initiative, private sector appointees were report-

gﬂy somewhat ineffective due to their inexperience with ATD prac-
ces.

Many believe that the number of persennel with necessary ex-
pertise remains insufficient, particularly so if the Initiative is to
expand. A 1988 AID management assessment of the Bureau for
Private Enterprise, contending that the public personnel system is
inadequate to the special needs of the private enterprise effort, sug-
gested that AID find new ways to reach out into the private sector
in order to find appropriate staff. Use of the IESC, the President’s
Commission on Executive Exchange, and direct requests to the

EOs of corporations were proposed avenues toward solving this
problem.

2. Accountability and Oversight Resirictions

Some believe that because AID must be accountable to Congress
and the taxpayer, it is too conzervative in its dealings with busi-
ness to assist the “riskier” prospects—new, untried areas of invesi-
ment and smali and micro enterprises. In the case of the Private

ector Revolving Fund, for example, legislative restrictions limit.
ing guarantees to 50 percent of risk of loan default and requiring
that the Fund be self-sufficient, have inhibited it from taking risks.
Only 16% of its portfolio are for direct loans to individual business-
es which are more likely to face default than are guarantees to In-
termediate Financial Instituiions.

In 1982 congressional hearings, then-Assistant Administrator of
the PRE Bureau, Elise DuPont, defending the Bureau agsainst
charges that its loans may be abused, noted that the PRE was de-
signed to be in the “business of lending money, under medium-
term, fixed-rate conditions. And when you lend money, you do it in
a businesslike manner . . . We make judgments, a5 a businessman
would make judgments, on the viability of the enterprise.” 95 The
problem, say crifics, lies in the tendency of government to be a con-
servative businessman rather than innovative risk-taker. PRE in-
vestment loans have lost only two percent from defaults over the
past eight years. Although many believe that a low default rate is
indicative of a well run public program, in the view of critics, this
might also be evidence of its risk-adverse nature. Unless Co
encourages AID to take risks, they say, assistance to private enter-
prise will be restricted to relatively safe investments and/or those
predominantly in the medium to large range of business.

Similarly, some believe that, in order to stimulate business
growth, All) should be permitied to make equity investments such
as those made by the International Finance Corporation (FC).

#¢ A similar problem has reportedly been encountered by AID in obtairing the types of skilled
consultants it requires for provision of tecknical services. Private sector consyitant fees for
i inveatznnent agg industrial specialists are generally significantly higher than ATi¥s pro-
curement ions allow.
5 House Foreign Operations Subcommittee, Committee on Appropriations, Foreign Assistance
and Related Programs Appropriations for 1988 (Part 7), September 15, 1982, p. 269.
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Until 1988, no U.S. Government agency had the authority to take
an equity position in a for-profit enterprise abroad. Congress
amended the Foreign Assistance Act in 1988 to initiate a program,
‘on a pilot basis, which gives OPIC the authority to maike equity in-
vestments in U.S. business projects in developing countries under
certain conditions. Some argue that the same authority should be
granted to AID with regard to indigenous developing country busi-
ness.

Others, however, believe that the U.S. Government should not be
involved in individual business projects, whether through direct
loans or equily investment. Some aiso suggest that AID siaff are
too overburdened with other work or do not possess the skills nec-
essary for participating in private sector management decisions.

For purposes of accountability, AID is required to maintain an
oversight role in project activities. Its oversight procedures are con-
sidered by somme to make private sector projects especially cumber-
some. Observers suggest that the private sector requires a degree of
speedy decisicn-making not the norm for AID. Many private entre-
preneurs are thought to be adverse {o the detailed financial report-
ing requirements demanded by AID. As a result, AID private enter-
prise officers note, opportunities to work with the private sector
have sometimes been lost.

Even at the project design stage, differences between standard
AID practices and working with the private sector are large. To
iessen the element of risk and heighten accountability, projects are
designed in ai detailed a fashion as possible. In the view of cne an-
alyst, however, although AID specialists realize that highly specific
blueprints do not fit “development realities,” “private sector activi-
ties are characterized by even greater lack of detail that AID man-
agers find hard to handie.”

According o this analyst, “Public sector cperations alse provide
the donor with a degree of control that may be lacking in the pri-
vate sector . . .

An AID mission in the Middle East, for example, was re-
cently considering private-sector import of agricultural
pesticides through a commodity import program. Follow-
ing the guidelines laid down for funding pesticides, the en-
vironmental office suggested a number of conirol mess-
ures, such as training for farmers, limits on the quantity
sold at the local level, and specification of crops and appli-
cation rates. These controls are not unreasonzble if the
pesticide remains urnder the control of the importing firm
all the way to the farmer, as it generally would in the
hards of a ministry or parastatal. Bui private-sector im-
porters in this particular couniry are wholesalers: They
gsell pesticides, sometimes in bulk, fo retail traders whe in
turn sell them to anyone who walks into their store. The
wholesalers have no practical means of following the pro-
cedures outlined by the environmental office, and certainiy
no interest in doing so0.%6

;‘;;_Iéegnifer Bremer, “Comparsative AlDvantage”, Foreign Service Journal, July/Angust 1986,
D- .
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In this case, the need to maintain and enforce propsv adininistra-
tive safeguards for the distribution of poteniially lethal chemicals
may outweigh whatever value is perceived to exist in utilizing the
private sector as 2 means of delivery. Many believe that only the
public sector is likely to require such safeguards.

3. Procurement and Other Administrative Restrictions

Procurement is often pointed to by AID mission staff as an exam-
ple of unwieldy and lengthy processes of government which ave un-
responsive io the special requiremenis of the private sector. A
review of AID’s contrazeptive social marketing projects highlighted
a number of disc.2pancies that exist between commercial practices
and those of AID.®? While business, for example, attempts to devel-
op a product Lesed on consumer needs and preferences, AID seiocts
its contraceptives based on = different set of criteria such zs the
need to award contracts to the lowest bidder and give preference to
US. monufacturers. These standard government practices have
made it difficult for social marketing projects to be responsgive {o
consumer needs or have the flexibility to improve or modify 2 prod-
uct quickly. Due %o oftern complex and lengthy procurement proce-
dures, it may take up to a year for a product to be delivered. The
commercial sc~ior, unaccustomed to such practices, has seen its
commercial sales disrupted as a result.

Another AID report highlights other regulatory impediments to
its work with the private sector.9® Dealing directly with the ori-
vate sector has usually been accomplished in the past through a
contract, 2 grant, or & ~~coerative agreement, but, according to the
AID report, none of these is always “adequate o meet the needs of
field missions engaged in providing assistance to or through host
country nongovernmental organizations.” Where, as is often the
case, the purpose is io help the private sector organization develop
its capacities, these options do not provide sufficient assurance of
AlID control over the process.

Still other legislative restrictions have had the effect of eliminat-
ing from AlD’s purview potential areas of private sector develop-
ment. One AID report places U.S. cargo preference laws i this cat-
egory, but mere significant, perhaps, are laws preventing U.S. for-
eign aid from being used to assist production of goods which might
be competitive with U8, producticn. Some criticism hes been
aimed at limitations on AllYs institutional role within the US.
Government. Wherever U.S. policy is a major factor in the develop-
ment of LDC private enterprise, then AID, some believe, should
play a role in the formulation of that policy. AID, for example, has
a forma! but inconsequential role in formulation of the U.S. posi-
tion on the GATT and plays no part in Department of Agriculture
decisions on domestic agriculiure support programs that, in the
view of at least one analyst, hamper competitive expansion of ex-
ports from developing countries. In his view, “All these policy

Jn;? Aml%é - L Binnendijk, AIDs Experience with Contraceptive Socicl Marketin e, SID/CDIE,
¥ "

¥3 ATD, Benefiss of wml Impediments to Providing Assistence Thro % Nongovernmenial Grge-
némﬁmwﬁﬁwé%m&mrwﬁ&mm-g—ﬁ. “e
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levers are more important in expanding private sectors in the
Third World than are ‘policy dialogues’ or other measures.” 82
4. Financing

Because foreign aid financial resources are limited, the growth of
private sector programs may not have been as rapid as it would
have been had there existed greater resources. These programs
have always had to compete with other development activitieg for
funding. Nevertheless, estimates have shown a not inconsequential
growth in private enterprise projects during the past eight years.
Since 1986, well over $600 million has been obligated out of ESF
and DA accounts each year for private enterprise activities.

Whether present levels or continued growth can be maintained is
subject to doubt given the competing demands of other develop-
ment objectives. There ars, many believe, limits to the use of the
private sector in fulfilling AID’s goals in health, education, and
population. Many AID officials argue that congressional allocations
of funds to specific functional accounts and earmarks for specific
programs, greatly limit availability of funds which might be dedi-
cated to private enterprise development. To date, a high preportion
of funding for private sector activities has come from ESFK, rather
than development assistance accounts. Allocation of ESF, however,
is subject to a political judgment and may be withdrawn when po-
litical and strategic needs no longer warrant its use. Some observ-
ers sxpect that Central America, for instance, may no longer re-
ceive large appropriations of ESF, when and f peace comes to the
region. There exists concern in AID missions there that private en-
tgi:;prige projects wiil be greatly diminished in number if ESF de-
clines.

At present, where ESF generates local currency, much of this
local currency appears to be used for private enterprise activities,
especially as a source of credit. Use of local currency is subject to
agreement by both the local government and AJD. To insure that it
can be used in the private sector, AID has ofien negotiated propor-
tionate public-private sector allocation raiios. Some consider these
agreements fragile, because ownership of local currency is consid-
ered to be that of the government, and governments have difficuity
justifying to their public the expenditure of public funds for private
enterprise uses. '

ATID has taken a number of measures t¢ avert funding deficien-
cies for private enterprise projects. In iccal currency countries, it
has accumulated excess local currency for future use. It has also
initiated credit guarantee schemes, such as the new Private Sector
Revolving Fund gusrantee program, which make scarce resources
go further. Functional account limitations, often claimed o be fac-
tors inhibiting AID flexibility in developing more programs that
promotic private enterprise, were eliminated in FY1988 for the De-
velopment Fund for Africa. Indications are that, as a result, there

%% Tegtimony of Richard Newfarmer, then-Director of Trade Policy, Overseas Development
Council, to Ssheommittee on Internstional Bcopomic Poliey and Trade, House Fereign Affairs
%oimmitt:ae, Foreige Assistance Legislation for Fiscal Years 1984-85 (Part 6), March b, 1983, p.
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have been expanded opportunities for private enterprise projects in
that region. '

F. AssesSiNG THE PRIVATE ENTERPRISE InrmaTive

What positive or negative consequences the Private Enterprise -
Initiative’s programs and projects will have cn the progress of de-
veloping countries is not easily identifiable. No one knows how
long it wiil take for macroeconomic growth policies to have a sig-
nificant impact, and many private enterprise projects are still in
their relative infancy.

It has always been difficult to assess the achievements of foreign
economic assistance programs, beyond the most immediate and
concrete ohjectives of a project—such as how many people obtained
credit, were trained, or received contraceptives. The contribution of
a particular program or project to national economic growth ond
development is obscured by the existence of too many variable fac-
tors. Even Iif g shouktih be demens%}rated that the é:‘iz('iivate besectar g:riw
significantly during the past eight years, it would not be possible,
in most cases, tc show that such growth occurred because of ATD's
private sector program in that country.

Besides, AIl¥s role in most countries is very small compared to
total government budgets or even the total of ali donor nations and
organizations. Although its private enterprise activities have
grown, they still only constitute roughly 12-13% of DA and ESF
funds. Therefore, some say, one should not expect too much.

Nevertheless, the presumption necessarily exists that as much or
as little as ATD does in a country is a coniribution to the bigger
picture. If a country experiences significant economic growth, the
development program basks in the light of its reflection. When

Rica registered a dramatic increase in its exports of non-tra-
ditional products to non-Cestral American Common Market coun-
{ries from an estimated $147 million in 1983 io $407 million in
1987, AID :mission officers claimed a share of the credit on the
grounds that the mission’s private sector policies had been iargely
aimed at encouraging exactly this sort of cutcome. They alsc noted
that many other factors, besides AID's role, were involved in the
matter.

In a broad sense, the Private Enterprise Initiative can claim two
concrete accomplishments as a result of the past eight years, For
one, it has brought the problems of private enterprise in the devel-
oping world into the mainstream of the U.S. foreign aid program.
And this has led to greatly increased direct transactions between
the U.S. Government and private entrepreneurs and business asso-
ciations. It is unlikely that AID programs in the future will ignore
this sector of a developing country’s national Iife. Nor, as one AID
officer pointed out, will people be zble to say that a project’s failure
was because the private sector had not been brought into the pic-
ture.

The second achievement, which follows from the first, is that the

ivate Enterprise Initiative appears to have revitalized some old
areas of AlD activity and also moved AID into new areas. Exam-
ples of these AID activities are: privatization assistance, much of
the policy reform effort and the analytical capability to facilitate it,
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most of the push into microenterprise and the informal sector (in-
asmuch as the congressional impetus in this regard was a response
to the Initiative's private sector thrust), financial markets, and ef-
forts to utilize the private sector to carry out AID projects.

The establishment of an active private enterprise program as a
consequence of these two achievements has raised a variety of
issues to confront policymakers at AID and in the Congress. The
issues of basic human needs, of financizl sustainability, of the ap-
propriate role of the public sector, of which private sector o assist,
and of exactly what is the best way tc work with and on behalf of
private enterprise in developing countries, are likely to remain of
continuing interest to those responsible for formuiating the US.
econormic assistance program.

O




