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LETTER OF TRANSMITTAL

January 1, 1998.
To the Members of the Joint Economic Committee:

Transmitted herewith for use by the Joint Economic Committee,
Congress, and the interested public is a study of economic issues in
the Caribbean and Central America, known as the Caribbean Basin
region.

The study examines performance, external debt, and integration
among the countries of the region. It discusses the role of the Car-
ibbean in the international economy and collective security in the
post Cold War period. It also examines the possible consequences of
trade liberalization efforts, initiatives such as the North American
Free Trade Agreement, and prospects for U.S. economic develop-
ment assistance.

We are grateful to the many authors who contributed papers to
this project. They are from a wide range of professions and organi-
zations, including the academic community, private research
groups, government agencies, the United Nations Economic Com-
mission for Latin America and the Caribbean, the Library of Con-
gress, and the Joint Economic Committee. We owe special thanks
to the Congressional Research Service of the Library of Congress
for making available the service of Mark P. Sullivan to help plan,
coordinate, and edit the study. Richard F Kaufman of the Joint
Economic Committee staff directed the project. Clare Brigidini of
the Congressional Research Service provided production assistance,
and John Bartoli of the Government Printing Office prepared the
study for publication.

The views and conclusions contained in the volume are those of
the authors and not necessarily those of their respective institu-
tions, the Joint Economic Committee, or individual Members.

Sincerely,
PAUL S. SARBANES

Chairman, Joint Economic Committee.
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OVERVIEW

By Mark P. Sullivan *

With the end of the Cold War and the diminishment of civil con-
flicts in Central America, U.S. interests in the Caribbean Basin
region have shifted from an emphasis on security concerns to a
focus on economic issues. As defined in this volume, the so-called
Caribbean Basin region consists of the five traditional Central
American states and Panama, and the sixteen independent nations
of the Caribbean region, which include the island nations, Belize
(which is geographically located in Central America), and the two
South American nations of Guyana and Suriname. (See Table 1 for
basic information on these 22 nations.)

In many respects, these two regions are very different. With the
exception of Cuba, the Dominican Republic and Haiti, most Carib-
bean nations did not achieve independence until the 1960s and
1970s. Almost 300 years of British colonial rule endowed many of
these Caribbean nations with stable parliamentary political sys-
tems. In contrast, the five traditional Central American countries
all became independent from Spain in the first half of the 19th cen-
tury. Although these countries adopted republican forms of govern-
ment, largely modeled on the U.S. system, the political systems
were often dominated by authoritarian leaders, and political up-
heaval and instability were the norm in most of the region. Today,
however, most nations of both regions are ruled by elected civilian
governments.

In 1982, under the Reagan Administration, U.S. policymakers
treated the two regions together as one entity in a broad foreign
policy program known as the Caribbean Basin Initiative (CBI). The
objective of the program was to promote economic development
and political stability in the Caribbean Basin region. The program
was initiated at a time when the Cold War was having a significant
impact on U.S. policy toward the region and on civil conflict in the
region. The centerpiece of the CBI was a preferential trade pro-
gram providing Caribbean Basin countries with one-way duty-free
access to U.S. markets for most categories of export products until
1995. In 1990, in so-called CBI II legislation, Congress made the
preferential trade provisions permanent.

Also in 1990, the Bush Administration announced the Enterprise
for the Americas Initiative (EAI), a new foreign policy program
which espouses the vision of hemispheric free trade, a measure

' The author is editor of this volume and an Analyst in Latin American Affairs, Foreign Af-
fairs and National Defense Division, Congressional Research Service.
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TABLE 1. Basic Information on Caribbean Basin Nations.

Population Area GNP Per
Region/Country (1990, (thou- Capitathou- sands, (1990,

sands) kmi2) US$)

Caribbean
Antigua & Barbuda .................. 79 * 4,600
Bahamas .................. 255 14 11,420
Barbados .................. 257 6,540
Belize .................. 188 23 1,990
Cuba ...... ............ 11,000 111 n.a.
Dominica............. ..... 72 1 2,210
Dominican Republic ................... 7,100 49 830
Grenada .................. 91 2,190
Guyana .................. 798 215 330
Haiti .................. 6,500 28 370
Jamaica ......... .......... 2,400 11 1,500
St. Kitts & Nevis .................. 40 3,330
St. Lucia .................. 150 1 1,900
St. Vincent & Grenadines ............. 107 a 1,720
Surinam ....................................... 447 163 3,050
Trinidad & Tobago .................. 1,200 5 3,610

Subtotal: .................. 30,684 624
Central America

Costa Rica ................... 2,800 51 1,900
El Salvador .................. 5,200 21 1,100
Guatemala .................. 9,200 109 900
Honduras .................. 5,100 112 590
Nicaragua ......... ......... 3,900 130 n.a.
Panama ........ .......... 2,400 77 1,830

Subtotal: .................. 28,600 500
Grand Total: .................. 59,284 1,124

a = less than 500 square kilometers.
Source: World Bank. World Development Report 1992.

which would eliminate the current advantage of one-way duty-free
access enjoyed by CBI countries. The EAI reflected the shift of U.S.
priorities in Latin America in general to one of strengthened U.S.-
Latin America economic relations. This shift, however, has raised
concerns among Caribbean and Central American nations about
their status in the movement toward hemispheric free trade. Now
that the Cold War has wound down and U.S. security interests in
the region have diminished, there are concerns that the United
States will lose sight of the smaller nations of the Caribbean Basin
in an attempt to forge greater economic ties with the larger econo-
mies of the region.

GENERAL CONCLUSIONS

This volume explores in detail numerous economic issues for the
small nations of the Caribbean and Central America from a variety
of perspectives. It looks at such issues as macroeconomic perform-
ance of the two regions, the role of U.S. assistance, external debt,
and integration. It also discusses security concerns in both regions.
It discusses Haiti's difficult path towards democracy, and provides
an assessment of Cuba's rapid economic decline. Several general
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conclusions can be gleaned from the papers presented in this
volume.

First, the 1980s were a difficult period economically for both re-
gions, with some observers referring to it as the "lost decade of de-
velopment." For most nations in both the Caribbean and Central
America, per capita income levels were lower in 1990 than at the
beginning of the decade.

Second, there have been significant changes in economic think-
ing in the region, among government and business leaders, with
most Caribbean and Central American nations now committed to a
reorientation of their economies to an outward-looking export-ori-
ented development strategy. Because of this sea change in thinking
(not only in the Caribbean Basin, but in most other nations in the
hemisphere) and because of the significant economic reforms al-
ready implemented, some observers have labeled the 1990s a
"decade of hope" for Latin America.

Third, over the last several years, there have been significant in-
tegration efforts in both the Caribbean and Central America, which
in part have been spurred by the movement toward hemispheric
free trade through the Enterprise for the Americas Initiative and
the North American Free Trade Agreement. The Central American
Common Market has been reactivated with plans for a common ex-
ternal tariff in early 1993, with a ceiling of 20 percent. The Carib-
bean Community and Common Market (CARICOM) has regained
momentum, and within the nations of the Organization of Eastern
Caribbean States (OECS), there is a chance for political union
among several nations, most probably a federation of the Wind-
ward Islands.

Fourth, there are substantial concerns in both regions about how
the movement toward hemispheric free trade will affect their
export markets and the level of foreign investment. There is con-
cern that the small economies of the Caribbean Basin will not be
able to compete with the larger economies of Latin America, and
that the result will be trade and investment diversion away from
the CBI countries to Mexico. Some have suggested that the United
States should extend to Caribbean Basin countries any preferences
that it offers to other Latin American nations, but on a unilateral
(nonreciprocal) and time-limited basis. This would give the smaller
CBI economies time to enact needed economic reforms and prepare
for international competition. Such an option would likely be diffi-
cult to bring about, particularly when remembering the difficulties
of approving legislation for the CBI preferential trade program in
1983. For many observers, reciprocity is viewed as the key element
of any U.S. trade arrangement.

Fifth, for both regions, it appears that U.S. foreign assistance in
the 1990s will decline from the levels of the 1980s, in part because
of U.S. budgetary constraints, but also because of competing for-
eign aid demands worldwide. In Central America, funding for Nica-
ragua-a new aid recipient-is expected to account for almost one-
third of U.S. economic and development assistance to the region,
resulting in significantly reduced aid levels for the other countries
of the region compared to the 1980s. In the Caribbean, a justifica-
tion for major new funding could arise if Cuba were to become
democratic.
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SUMMARY AND FINDINGS

THE CARIBBEAN REGION

Section I of this volume covers a range of Caribbean issues, in-
cluding discussions of economic performance and prospects for the
region, U.S. foreign assistance to the region, integration among the
English-speaking or Commonwealth Caribbean nations, regional se-
curity in the Caribbean, Haiti's political crisis, and a study on the
Cuban economy. An appendix at the end of Section I consists of a
strategy report for economic assistance to the Caribbean in the
1990s prepared by the U.S. Agency for International Development
(AID).

Overview of Caribbean-US. Relations

The paper by Mark Sullivan provides an overview of Caribbean-
U.S. relations, highlighting such issues as economic growth and de-
velopment, and democracy and human rights. The end of the Cold
War has liberated many U.S. concerns from the shadow of the
East-West conflict, and there is now a new focus on economic and
other issues rather than an emphasis on security concerns. Amidst
this U.S. shift, however, many Caribbean nations fear that U.S.
policymakers will lose interest in the region and instead focus their
attention on Mexico and the other larger economies of the region.

In the area of democracy and human rights, U.S. concerns have
centered on Cuba, Haiti, and Guyana. In 1992, Congress approved
legislation that would tighten trade restrictions against Cuba in
order to hasten change in the hemisphere's only Communist coun-
try. Congress also went on record condemning the September 1991
coup in Haiti, but there was concern about the future direction of
U.S. policy, which largely consisted of trade and economic sanc-
tions against the de facto regime as well as diplomatic efforts by
the Organization of American States to bring about a return of
democratic rule. In addition, the Administration's policy of inter-
dicting Haitian migrants at sea and returning them to Haiti pro-
voked considerable congressional criticism. In Guyana, U.S. con-
cerns have centered on the conduct of free and fair elections in
that country. Elections were scheduled for early October 1992, and
are seen as an important test of Guyana's return to democracy.

In the area of economic growth and development, the key ques-
tion for U.S. policymakers is how to effectively promote develop-
ment and economic growth in the Caribbean, a region that is home
to the hemisphere's poorest as well as some of its richest nations.
The United States utilizes three policy tools in this area: economic
and food aid; trade and investment promotion; and debt-reduction.
With regard to foreign aid, the United States provided about $3 bil-
lion to the Caribbean in the 1980s. Congress, however, has ex-
pressed concern in recent years about declining levels of assistance
to the region. With regard to trade and investment promotion, Car-
ibbean leaders are concerned about how their nations will fare
within the framework of a North American Free Trade Agreement
(among the United States, Canada, and Mexico) and the overall
movement toward hemispheric free trade. In particular, they fear
trade and investment diversion to Mexico will leave their region
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without an engine for economic growth. With regard to debt reduc-
tion, the United States has forgiven about $430 million of U.S. offi-
cial debt owed by three Caribbean nations. Some observers view
future debt reduction in the region as important because the debt
is considered a constraint to Caribbean economic development.
Others, however, are opposed to additional debt reduction because
of the costs to U.S. taxpayers.

Economic Performance and Prospects for Sustainable Development

A study by Trevor Harker examines economic performance in
the Caribbean region over the last decade, and then identifies key
elements that will be needed to achieve sustainable development
policies in the 1990s. According to Harker, the 1980s will be re-
membered as a turbulent decade, one in which changes came at an
accelerating pace, straining the capacity of most countries in the
region. The rate of growth of Caribbean economies has varied sig-
nificantly in the past ten years, with performance conditioned by
the mix of products contained in each country's export basket, the
fortunes of each product in local and foreign markets over the
decade, and the policy decisions these countries made to adjust to
shocks or to take advantage of opportunities. Over the last decade,
the sugar sector in the region declined significantly, whereas the
tourism sector provided most of the prosperity that has been expe-
rienced. All major merchandise-export earning activities are now
in decline.

The most successful economies were the high-growth economies
of the Bahamas, Belize, and the members of the Organization of
Eastern Caribbean States (OECS) whereas the worst performance
was recorded by the economies of Guyana, Haiti, and Trinidad and
Tobago. In between the two extremes were the moderate growth
economies of Cuba and Jamaica and the low-growth economies of
Barbados, the Dominican Republic, and Suriname. In the past five
years, economic contraction has had negative effects on populations
in six countries-the Dominican Republic, Guyana, Haiti, Jamaica,
Suriname, and Trinidad and Tobago-where people have became
poorer.

In order to achieve sustainable development policies in the 1990s,
Harker maintains that those policies will have to include elements
that enhance the efficiency and competitiveness of the economies
and those that help to build and sustain social cohesion. Both ele-
ments however, need to be framed within the context of long-term
and environmental sustainability.

U.S. Assistance to the Caribbean

The study by Carole Henderson Tyson and Daniel Seyler, who
both work for AID, examines U.S. foreign aid to the Caribbean
region in the 1980s, describing the levels and types of assistance
and the country recipients, and elaborating on what the authors
judge to be AID success in several areas-economic policy reform,
private sector development, the social sector, the environment, de-
mocracy programs, and regional cooperation. The study concludes
with a brief look ahead to U.S. aid to the region in the 1990s, draw-
ing from AID's economic strategy for assistance to the Caribbean
(see the appendix to Section I of this volume). The study does not
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cover assistance to the region in the early years of the 1990s, a
period of declining aid levels.

As noted by the authors, the size and content of aid to the region
during the decade was partly shaped by political events in the
region, and in Central America. (Beginning in 1982, U.S. policy
often linked the Caribbean and Central America-despite their his-
torical and contemporary differences.) Another factor shaping the
size and content of aid was a shift of focus within the U.S. Agency
for International Development to an increased emphasis on private
sector development-trade, investment, and free-market economic
policies.

During the decade, Economic Support Fund (ESF) assistance to
the United States' closest allies in the region predominated, al-
though its level waned considerably in the 1987 through 1989
period. ESF assistance funded balance of payments support rather
than development projects. Much of the assistance was targeted for
specific economic policy reforms. Development assistance averaged
about $100 million annually during the decade, and focused in-
creasingly on the private sector. Food aid averaged slightly under
$100 million per year. Two other U.S. agencies, the Peace Corps
and the Inter-American Foundation, funded small amounts of de-
velopment assistance (which are not included in the aid tables pre-
sented in the paper.) Moreover, beyond foreign aid, other U.S. gov-
ernment agencies actively supported the emphasis on markets and
the private sector in the Caribbean, mainly in the context of the
Caribbean Basin Initiative (CBI).

A discussion of the impact of U.S. aid to the Caribbean in the
1980s focuses on the authors' largely positive views of the role of
AID in administering the foreign aid program. According to the au-
thors, major accomplishments of AID's program in the Caribbean
were significant changes in macroeconomic and regulatory policies
to open the economies to market forces and greater private sector
involvement. Nevertheless, the record of economic growth and
reform during the decade was mixed in the region. There was also
evidence that the phasing in of economic reforms over time result-
ed in much more sustainable policies than with an accelerated
drive to reform in a short period. AID's activities in private sector
development often served as a hub supporting the CBI. Critics
maintained that AID was transferring an inordinate amount of its
resources from its "basic human needs" program to its private
sector program. The authors note that although AID did reduce its
emphasis on "basic human needs" in favor of "broad-based, sus-
tainable, economic growth," the agency maintained its work in the
social sector. Increasing democracy was also a principal goal of
AID's program in the Caribbean, but AID's portfolio, with the ex-
ception of Haiti, was relatively small when compared to projects in
other Latin American countries. Critics often labeled these projects
as being too ambitious and dispersed among different institutions.

Looking ahead to the 1990s, Tyson and Seyler maintain that the
objective of U.S. economic assistance will be to continue to stimu-
late broadly-based economic growth, with greater emphasis on a
more productive private sector and improved democratic practices.
In general, funding for the Caribbean will decline because of the
winding down of the Cold War, various foreign policy challenges
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for the United States outside the Caribbean, and limited foreign
aid resources. As the result of declining funds and staff, and the
concomitant desire to achieve greater impact and results, AID will
focus increasingly on the program and policy level impact rather
the project level approach. A key objective of AID's strategy will be
the heightened emphasis on increased trade and investment, focus-
ing on the framework of the Enterprise for the Americas Initiative
(EAI). The overwhelming challenge will be to consolidate progress
of the 1980s toward market-oriented, export-led, democratic soci-
eties.

Caribbean Integration
The paper by Marvin Will surveys historical and current integra-

tion attempts in the Commonwealth Caribbean, from the West
Indies Federation of the 1960s to efforts under the Caribbean Com-
munity (CARICOM), established in 1973. Professor Will states that
increased regional integration, both economic and political, is in
the interest of Caribbean leaders and the United States, and notes
that since the 1980s, integration activity has reached near tidal in-
tensity in the southeastern Caribbean.

According to Will, current integration efforts receive strength
from the region's nationalism-compromising economic crisis, prag-
matic leadership in the region, and the inducement of emerging
megablocs. The region has experienced the worst economic down-
turn since the Great Depression and its worst intraregional trade
ever. This, along with increases in human misery and crime, would
seem to induce a loosening of state pride and power, and indeed,
according to Will, the weakening of many of the region's political
economies has led to increased rhetoric for expanded economic and
political integration. Moreover, contemporary Caribbean leaders
tend to be more and more pragmatic in their outlook than their
predecessors. The most important factor spurring integration is the
international environment and the pressure being mounted from
regional blocs that appear to be forming in Europe, North America,
and possibly the Asian-Pacific rim.

Will also maintains that much of the leadership and drive for
further Caribbean integration will come from the small Eastern
Caribbean states because these nations achieved the highest level
of pre-independence integration while under British colonial rule,
and because their less-developed economies have not experienced
the recent shocks that the region's larger economies have faced.
Moreover, major strides have already been made in the Eastern
Caribbean in implementing shared functions such as banking and
currency, defense and related coast guard patrols, and shared diplo-
matic posts.

Regional Security in the Commonwealth Caribbean
The paper by Neville Linton analyzes security concerns and

problems in the CARICOM region, and suggests a framework for
moving ahead with a collective approach toward security in the
region. The paper discusses the record of regional security in the
Commonwealth Caribbean, pointing out that the 1979 Grenada
Revolution under Maurice Bishop's New Jewel Movement was a
key factor in the development of regional attitudes toward security.
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This ultimately led to the formation of the Eastern Caribbean Re-
gional Security System (RSS) in 1982 and its involvement in theU.S. intervention in Grenada in 1983, the first such collective secu-
rity operation in the region's history.

As noted by Linton, the Commonwealth Caribbean faces threats
similar to those faced by other small states, including both domes-
tic and external dangers. The range of domestic threats is wide, in-cluding military coups, succession struggles, riots, civil unrest, the
seizing of hostages, disaster costs, and environmental problems.
Prior to the 1990 crisis in Trinidad and Tobago, in which the gov-
ernment was threatened by a radical group, CARICOM balked atthe concept of intervention. But in the Trinidad crisis, the CARI-
COM nations were quick to offer direct military help to Trinidad
through the RSS. With regard to external threats, Caribbean na-tions in general have not been vulnerable because the United
States has been a natural guardian of the region as a by-product ofprotecting Atlantic sea lanes. Nevertheless, arms and drug smug-
glers constitute a serious threat to governments unable to physical-
ly control national territories that often consist of numerous small
islands.

Linton believes a commitment to a collective approach toward se-
curity is needed in the Caribbean. Such a commitment could in-
volve the following: a mechanism for the peaceful settlement of dis-
putes; agreement on what constitutes threats to security; a mecha-
nism for calling rapid meetings of a relevant agency to deal withthreats; research into nonmilitary sanctions that could be used aspolicy tools during a crisis; agreements on the size, nature, and
training of regional forces; upgrading of regional communications
information and intelligence systems and networking; an under-standing that collective action could be undertaken by appropriate
subgroups, like the OECS; and diplomatic initiatives through theOrganization of American States (OAS) and the United Nations de-
signed to persuade metropolitan centers that small state security
requires their continuing financial and logistical support.
Haiti ' Troubled Path Towards Democracy

The paper by Maureen Taft-Morales surveys Haiti's difficult
path towards democracy since the overthrow of the Duvalier dicta-
torship in 1986, and discusses U.S. policy concerns in light of thecurrent Haitian crisis since the military overthrow of President
Jean-Bertrand Aristide in September 1991. Aristide had been elect-
ed in a landslide victory in 1990 in what was widely viewed as the
first free and fair elections in the nation's history. The coup dashed
optimism that, after years of blocking democratic efforts and offutile attempts at ruling, the Haitian army was now committed to
democracy.

Since the overthrow of Aristide, the main U.S. foreign policy con-cern has been the restoration of democracy. The United States and
the OAS called for Aristide's reinstatement and in October 1991
imposed a trade embargo against Haiti. The Bush Administration
cut off most aid to Haiti, but still provides some humanitarian as-sistance through private voluntary organizations. In light of the
embargo's failure to force the de facto government to allow Aris-tide's return (as well as the severe economic and ecological impact



xv

on Haiti, including the negative effects of the embargo on Haiti's
poor), some observers argue that stronger action should be taken.
Others argue for lifting the sanctions. The OAS had proposed a
500-member civilian democratic observer group to oversee a transi-
tion to democratic rule. Some observers, seeing that sanctions and
diplomacy have failed to restore Aristide to office, have advocated
military intervention, either by U.S. or international peacekeeping
forces.

In addition to democracy, other U.S. concerns include immigra-
tion policy toward the increasing number of Haitians trying to mi-
grate to the United States, a policy that has received considerable
criticism, and the increasing use of Haiti as a narcotics transit
point with the alleged involvement of the Haitian military. Until
the September 1991 coup, U.S. concerns also focussed on selecting
suitable levels and types of aid in meeting the basic needs of the
Haitian people, who are the poorest in the world.

Cuban Economic Performance

The study by Richard Kaufman outlines recent Cuban economic
performance and reviews economic challenges ahead for the coun-
try by surveying the available public-source literature. Given the
extremely limited public source data on Cuba, Kaufman notes that
it is difficult to produce any definitive summary of recent Cuban
economic performance. Nevertheless, Kaufman concludes that the
Cuban economy is in the midst of its most serious economic crisis,
and that the economy is on a downward path that will persist and
could worsen over the next several years.

Since 1986, Cuba has been experiencing either economic stagna-
tion or decline. The beginning of that decline coincided with a dra-
matic change in Cuban economic policy called "rectification" which
terminated market-type reforms that had been introduced in the
mid to late 1970s. Following the 1989-90 upheavals in East Europe
and the Soviet Union, Cuba's economic problems were compounded
by the disruptions in relations with those countries, and delays and
shortfalls in deliveries. In response, the Cuban government im-
posed a strict economic austerity program in 1990 known as the
Special Period in Peacetime, with the rationing of many food prod-
ucts and consumer goods. In 1991, the government prepared a
"Zero Option" contingency plan, suggesting a subsistence level
economy, that would go into effect if trade with the former Soviet
Union was cut off completely.

Looking ahead, Kaufman sees further contractions of the indus-
trial base, more widespread shortages of supplies, increased erosion
of the standard of living, and continued performance at lower
levels. Additional shocks to the economy, like a complete termina-
tion of trade relations with the former Soviet Union, or a total sus-
pension of foreign oil deliveries, could lead to a general economic
breakdown. The author notes that the declining availability of
Cuban government statistics intensifies suspicions that the econo-
my is deteriorating at a rapid rate. He suggests that a major effort
by Western governments or other institutions is required to fill the
gaps of information about the Cuban economy.
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CENTRAL AMERICA

Section II of this volume covers a range of Central American
issues, including macroeconomic development in the region since
the 1980s, the Central American debt situation, a study on Costa
Rica's Brady plan debt reduction accord, U.S. foreign assistance tothe region, and economic integration and policy reform in Central
America. An appendix at the end of Section II consists of a strate-
gy report prepared by AID on economic assistance to Central
America in the 1990s.
Overview of US. Concerns in Central America

The paper by Nina Serafino provides an overview of continuing
U.S. concerns in Central America, focussing on political stability
and democracy, economic growth and development, and continuing
security concerns. The author notes that while the five traditional
Central American states-Costa Rica, El Salvador, Guatemala,
Honduras, and Nicaragua-no longer constitute the flashpoint ofU.S. foreign policy, as in the 1980s, the area nevertheless continues
to be an area of continued U.S. concern. A decade of war and poor
economic performance has left these countries worse off in many
respects than they were in the 1970s, and some observers fear that
these conditions could foreshadow future difficulties.

In the 1990s, the United States has reiterated its continued inter-
est in social, economic, and political development in Central Amer-
ica, but its ability to offer foreign aid to the region has diminished
because of U.S. budgetary constraints and other critical foreign aid
needs worldwide. The author notes that the United States has de-
termined to cope with this decline by undertaking additional bilat-eral initiatives involving other U.S. agencies in a broad range of
areas, and by encouraging and cooperating in regional and multi-
lateral initiatives for Central America.

In the area of political stability and democracy, the United
States has, since the late 1980s, increasingly undertaken programs
to strengthen democratic institutions and practices in the region. Ithas provided assistance and training to help Central Americans
reduce the size of their militaries and to reinforce the importance
of civilian authority. Assistance has been provided to help profes-
sionalize police and security forces in order to foster respect for
human rights, and to help strengthen civilian democratic institu-
tions.

In the area of economic growth and development, the United
States has focussed on economic reform and the creation of condi-tions that will foster sustained economic growth. In the 1980s, U.S.
assistance was aimed at reforms designed to create an hospitable
macroeconomic climate for investment. In recent years, the United
States has also supported debt reduction in order to reduce burden-
some debt levels in the region that severely limit resources for in-vestment and for government expenditures in critical areas. In ad-dition, the United States has supported trade liberalization inLatin America through the EAI, which envisions a hemispheric
free trade zone. In the Central American region, the signing of aregional trade and investment framework agreement with the
United States was an important step toward that goal. Central
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Americans, however, are concerned that a North American Free
Trade Agreement may divert needed U.S. trade and investment
shares to Mexico.

Continuing security concerns in the region include drug traffick-
ing, the repatriation and reintegration of former combatants into
civilian society, and negotiations in Guatemala to end the longest
running guerrilla conflict in Central America. Serafino notes that
continuing economic problems, weak democratic institutions, and
the influence of the military all create uncertainties about future
security and stability in these countries.

Central American Economic Performance
The study by Sylvia Saborio on Central American economic per-

formance in the 1980s assesses the extent of economic adjustment,
or tortuous reform as the author terms it, that has taken place in
the region. The basic economic adjustment package consisted of
prudent macroeconomic management, greater outward orientation
beyond the Central American Common Market (CACM), and great-
er reliance on markets as opposed to government intervention.
These policies are now widely accepted, in principle, by most gov-
ernments and intellectuals in the region, but there are a variety of
views regarding the pacing and sequencing of the reform package,
trade-offs, and the proper mix of adjustment and financial support.

Saborio outlines the various elements of the reform agenda-
fiscal reform, financial reform, exchange rate and trade reform,
and privatization and deregulation. During the 1980s, fiscal deficits
generally declined in the region, except in Nicaragua where the
deficit hovered around 20 percent of gross domestic product (GDP)
throughout most of the decade. Efforts to realign exchange rates in
the region achieved mixed results-only Costa Rica and Guatemala
managed both to streamline the foreign exchange regime and
achieve a real effective devaluation of the currency in a sustained
fashion. The shift to an outward-oriented strategy was more suc-
cessful with a reduction in import protection levels (including the
elimination of non-tariff barriers to trade) and the establishment of
incentive systems for the promotion of nontraditional exports to
markets outside the CACM. With regard to privatization, Costa
Rica has had the most ambitious program, while in Nicaragua at-
tempts are being made to denationalize and privatize many activi-
ties and enterprises that came under government control under the
Sandinistas. Instances of deregulation in the region have tended to
be isolated and sporadic, rather than a systematic dismantling of
state controls.

The record of economic performance was dismal during the
1980s, with every country in the region far worse off in 1990 than
it had been 10 years before. The cumulative GDP decline over the
decade ranged from 6-8 percent in Costa Rica and Honduras, to 20
percent in Guatemala, to 25-30 percent in El Salvador and Nicara-
gua. However, all countries-with the exception of Nicaragua-
were able to escape the spiralling hyperinflation prevalent else-
where in Latin America. The author provides case studies of the
economic performance records of the five Central American coun-
tries.
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Central American External Debt

The study by Clarence Zuvekas provides an overview of Central
America's external debt situation since the 1970s and provides a
detailed analysis of trends in the 1980s. The paper also discusses
debt relief under a variety of programs beginning in the late 1980s,
and concludes with comments on the debt outlook for the 1990s.

The beginning of the debt crisis in Central America came in 1981
when Costa Rica suspended the servicing of its external debt to
commercial bank creditors, an event preceding Mexico's similar
action a year later. By the end of the decade, three additional Cen-
tral American nations-Honduras, Nicaragua, and Panama-had
similar or rivaling debt problems. El Salvador and Guatemala were
able to keep their debt burdens from reaching severe proportions,
although both experienced significant debt-servicing difficulties at
times during the 1980s. Over the decade, the region's total external
debt rose from $11.4 billion in 1980 to $29.3 billion in 1990.

With regard to debt relief, Zuvekas notes that the Central Amer-
ican countries have been able, since the late 1980s, to take advan-
tage of programs offering debt relief (apart from the traditional
commercial-bank and Paris Club debt restructuring). These have
included discounted debt buybacks, more favorable rescheduling on
official bilateral debt through the Paris Club, debt forgiveness and
other benefits under several U.S. government initiatives, and debt
swaps. In addition, in November 1989, Costa Rica became the only
Central American country to have reached a Brady Plan debt re-
duction agreement with its commercial-bank creditors, an oper-
ation which lowered that nation's total debt outstanding from $4.6
billion at the end of 1989 to $3.8 billion at the end of 1990.

Looking ahead into the 1990s, Zuvekas believes that while Cen-
tral America's debt problems remain significant, there is good
reason to believe that the easing of the debt burden now under way
in the region, through the various programs just described, should
continue during the course of the 1990s.

Costa Rica's Brady Plan Debt Reduction Agreement

A second paper by Sylvia Saborio provides an interesting case
study of Costa Rica's Brady Plan debt reduction agreement, the
second to have taken place in Latin America. The author, who was
a member of Costa Rica's debt negotiating team, focuses on the ne-
gotiation process and sets forth some policy lessons that might be
applicable for other small developing nations attempting to negoti-
ate reduction of their commercial bank debt.

Costa Rica began to look for a comprehensive long-term solution
to its debt problem in 1986. At that time, the country's commercial
bank debt was around $1.5 billion, out of a total public external
debt of around $4 billion. While the debt was quite small compared
to the debts of many other developing nations, in relative terms it
was unsustainable for Costa Rica, since it was roughly equivalent
to the economy's GDP and three and a half times the value of its
exports. A successful agreement took four years to complete. When
Costa Rica first sought some type of debt reduction agreement in
1986, the idea was considered anathema by all involved, i.e., the
creditor banks, international financial institutions, and industrial-
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country governments. Not until 1989 was the idea legitimized when
it became the cornerstone of the Brady Plan.

From her experience in the negotiating process, Saborio sets
forth some basic principles that might serve as guidelines for other
heavily indebted, small economies seeking to negotiate reductions
in their commercial bank debt. These include the following: make a
serious, sustained and credible commitment to economic stabiliza-
tion and policy reform; do not politicize the debt issue internally to
strengthen your position externally; avoid confrontation; stress the
concept of ability to pay, making it clear from the start that you
are unable and not unwilling to pay; exercise caution in matters of
arrears, i.e., withholding; and recognize that net new commercial
lending is unlikely to take place.
US. Foreign Aid to Central America

The study by Jonathan Sanford surveys U.S. foreign assistance
to Central America from FY1980-1993, a period in which about $12
billion in U.S. aid flowed to the region. It looks at the evolution of
U.S. aid policy during this period, changes in the composition of
programs in the region, the goals and emphases of aid, and plans
for future U.S. assistance to the region in the 1990s.

The author divides the evolution of U.S. aid policy to the region
into four periods. In the first period, from fiscal year 1980 through
1984, U.S. aid to the region increased rapidly in the face of Central
America's serious economic, social, and security problems. There
were frequent conflicts between the President and Congress regard-
ing the scope and purpose of this increased aid, particularly with
regard to the rapid escalation of assistance to El Salvador. In the
second aid policy period, fiscal year 1985 to 1987, there was greater
consensus on even higher levels of aid to the region. It was in this
period that the bipartisan Kissinger Commission found that the
"acute crisis" in the region was of fundamental importance to U.S.
security. As a result, the Reagan Administration proposed that the
United States provide the region with $8.4 billion in economic as-
sistance over the next five years: $2 billion in guarantees and $6.4
billion in foreign aid, or about $1.3 billion annually.

In the third U.S. aid period, fiscal years 1988 and 1989, the Kis-
singer Commission's annual aid targets were revised downward in
light of budgetary constraints and in order to ensure solid econom-
ic and political progress in the region. During the period, Congress
became concerned about events in El Salvador, but rejected meas-
ures that would have significantly limited assistance pending im-
provement in the human rights situation. With regard to Panama,
the Administration had suspended aid in mid-1987 because of grow-
ing opposition to the de facto political rule of General Manuel Nor-
iega. In 1988 and 1989 Congress approved legislation banning
almost all aid to Panama unless certain democratic conditions were
met.

In the final period of U.S. aid policy, fiscal years 1990 through
1993, U.S. aid levels declined as the perceived threat to U.S. securi-
ty diminished in the region. During this period, the civil conflicts
in El Salvador and Nicaragua came to an end, and following the
U.S. intervention in Panama a legitimately elected government
took office. With friendly governments in both Nicaragua and



xx

Panama, those countries became major recipients of U.S. assist-
ance. El Salvador, however, remained the largest U.S. aid recipient
in the region, accounting for about 30 percent of aid to the region
during the period.

Sanford describes in detail the functional components of U.S. eco-
nomic aid to the region-development assistance, Economic Sup-
port Funds (ESF), and food assistance. Development assistance to
the region amounted to $2.8, or almost 24 percent, over the entire
period, with subtle but significant shifts in the ways that AID has
used the assistance. The relative emphasis has shifted away from
agricultural projects to an emphasis on education, health, and pop-
ulation projects. ESF assistance was the largest single U.S. aid pro-
gram to the region, accounting for $5.9 billion, or 48 percent of
total assistance. The author notes, however, that while much of the
assistance was used to provide balance of payments support, a sub-
stantial portion was used to finance development projects. During
the period, the success of efforts to use ESF assistance to encourage
policy reform was in part dependent on the prevalence of U.S. secu-
rity interests in the countries receiving the assistance; efforts were
more successful in countries such as Costa Rica and Guatemala
where the United States had no competing political concerns as op-
posed to El Salvador and Honduras where the opposite was the
case. Food assistance amounted to about $1.4 billion, or about 11.6
percent of total aid to the region. During the period, food aid loans,
as opposed to grants, accounted for a growing share of food assist-
ance to the region; since FY1982, three-quarters of all U.S. food aid
to the region has been provided on a loan basis, and in effect has
been a form of balance of payments support to recipient countries.

Looking ahead, Sanford notes that AID's strategy for Central
America in the 1990s is to emphasize support for the development
of stable democracies, the achievement of broad-based sustainable
economic growth, and the attainment of effective regional coopera-
tion. AID anticipates declining U.S. Government assistance to the
region, with more assistance from the private sector and the multi-
lateral institutions; Nicaragua would be the largest recipient of as-
sistance. The author notes that several factors could alter this
strategy, including new U.S. aid goals for the region that could
shift the functional emphasis of U.S. assistance to the region, unex-
pected foreign aid needs in other parts of the world that could de-
crease the amount of U.S. aid available for the region, or renewed
or new crises in Central America that could prompt a new assess-
ment and higher levels of assistance to the region.

Economic Integration and Policy Reform

The paper by Jose Manuel Salazar examines economic integra-
tion and policy reform in Central America. The author argues that
there are grounds for optimism for a substantial strengthening of
regional economic integration in the 1990s. Different from regional
integration attempts in the 1960s, Central American policymakers
view current efforts as part of a strategy of insertion into the world
economy, based on boosting exports and becoming competitive
internationally. For integration to be successful, the author argues
that three conditions should exist: sustained policy reform efforts,
including an improved investment climate and a continuation of
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perfecting the regional trade area; an aggressive trade policy in
order to maximize access to third-country markets and enjoy the
benefits of joint action in areas of trade, finance, and international
cooperation; and joint action in several strategic areas aimed at in-
creasing international competitiveness and stimulating productive
specialization, flexibility, and complementarity at the regional
level.

Salazar lays out several possible scenarios for regional integra-
tion in the 1990s-disintegration, growth with limited integration,
and the acceleration of development with integration-but con-
cludes that the third scenario is the most likely because of signifi-
cant political advancement (the cessation of civil conflicts in El Sal-
vador and Nicaragua) and economic reform progress in the region
over the last few years. In the area of economic reform, the author
describes significant strides in economic stabilization in all coun-
tries and a commitment to fiscal austerity. Tariffs have been re-
duced significantly since the mid-1980s, and strong efforts have
been made in recent years to pursue a realistic exchange-rate
policy in order to maintain export competitiveness. Private invest-
ment and private sector development are now viewed as guiding
principles for government policy in the region. Over the last sever-
al years, governments have taken steps to deregulate and modern-
ize financial markets, and privatization efforts have advanced.

As evidence of progress in integration, in June 1990, the Central
American presidents reiterated a political commitment to restruc-
ture, strengthen, and reactivate the process. The presidents adopt-
ed an Economic Action Plan with numerous commitments and
guidelines. Subsequent summits have followed up on this process,
including a May 1992 summit in which Guatemala, Honduras and
El Salvador committed themselves to accelerate their economic in-
tegration sooner than originally planned. As a result, the free
trade area within Central America has been improved, and in-
cludes plans for the adoption of a new common external tariff (with
a ceiling of 20 percent, but with some exceptions) that is to be in
force by 1993. There have also been numerous institutional and
legal reforms in the region.

Looking ahead, Salazar discusses Central America and the move-
ment toward hemispheric free trade. He notes that Central Amer-
ica would benefit from its participation in a North American Free
Trade Agreement not only because of increased exports to the U.S.
market, but because of increased investment flows and productivi-
ty. Nevertheless, Salazar points out that there will also be costs in-
volved for the region. Central Americans are concerned about the
possible investment diversion effects, whereby the region may lose
investment in favor of Mexico given the similarity in comparative
advantages and resource endowments. Following from this point,
the sequence of accession to a U.S.-centric free trade area will have
an important bearing on the costs and benefits of joining. Salazar
points out that latecomers to a free trade area will be disadvan-
taged not only by the postponement of benefits, but also by possible
diversion of U.S. investment to those that join first. He also notes
that the adjustment costs for Central America of free trade with
the United States would be significant, and suggests that the chal-
lenge be met head on. He concludes with recommendations for



XXII

joint actions to modernize the productive sectors in Central Amer-
ica and to improve international competitiveness.

TRADE AND INVESTMENT IN THE CARIBBEAN AND CENTRAL AMERICA

Section III of this volume discusses trade and investment in the
Caribbean Basin region, including a discussion of U.S. trade and in-
vestment policy, the international economy and the Caribbean, the
Caribbean and hemispheric free trade, and Central America and
hemispheric free trade.

US. Trade and Investment Policy
The paper by Vladimir Pregelj provides a detailed background on

U.S. trade and investment policy in the Caribbean Basin region. As
-noted by the author, in most aspects U.S. policy on foreign trade
with and private investment in the countries of the Caribbean
Basin does not differ substantially from comparable policy in effect
with the world at large.

With regard to trade policy, virtually all Caribbean Basin na-
tions are accorded most-favored-nation treatment in trade and are
eligible for participation in the generalized system of preferences
(GSP). Beyond this general trade treatment, the countries also ben-
efit from the preferential tariff treatment offered to these countries
since 1984 under the CBI, a comprehensive program to promote
economic revitalization in the region and the expansion of invest-
ment in nontraditional export sectors.

The centerpiece of the CBI is the Caribbean Basin Economic Re-
covery Act (CBERA) which provides for one-way duty-free treat-
ment for most imports from eligible Caribbean Basin nations. First
implemented in 1984, the preferential program was scheduled to
terminate in 1995, but so-called CBI II legislation approved in 1990
made the program permanent. At present, 24 out of 28 Caribbean
Basin nations are designated beneficiaries of the program. There
are several significant product exceptions to the CBI duty-free
treatment, including textiles, canned tuna, and petroleum and its
products. The CBI II legislation authorized a preferential reduction
in tariff rates (rather than outright duty-free status) for footwear,
handbags, luggage, flat goods, work gloves, and leather apparel, ar-
ticles which were initially ineligible for the duty-free preference.

In assessing the CBERA, Pregelj concludes that the CBERA and
other related provisions have not yet brought about substantial im-
provements in the overall export position of CBI countries-or indi-
rectly in the diversification, restructuring, and/or expansion of
Caribbean economies as a whole. He points out that the broad stat-
utory product coverage of the program is somewhat deceptive as an
indication of the program's actual or potential effectiveness for pro-
moting exports from the Caribbean Basin region. Many Caribbean
Basin products already entered the United States duty free under
other tariff provisions; over one-half of the total value of U.S. im-
ports from CBI countries as a group has been exempted from duty
under the regular tariff regime or under the GSP. Moreover, be-
tween 43 and 45 percent of the value of U.S. imports from CBI
countries has in recent years been for products that are ineligible
for the CBERA.
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With regard to investment policy, the CBERA preferential tradeprogram was expected to encourage private investment in the CBIcountries. To date, however, the program has not proven to be amajor stimulus to investment in the region. Pregelj cites reporting
by the U.S. International Trade Commission that although some ofthe new investment in the region has focused on products eligible
under the CBI, in general the program has not "fueled economic
growth and development in the region."

Another limited incentive for investment in CBI countries is pro-vided in section 936 of the Internal Revenue Code which exempts
U.S. companies doing business in Puerto Rico from U.S. corporateincome taxes on profits deposited in the Puerto Rican banking
system. These funds many be lent to finance development projects
in CBI countries that have in force a Tax Information Exchange
Agreement with the United States. CBI II legislation in 1990 re-quired the government of Puerto Rico to take the steps necessary
to ensure annual new Section 936 investments of at least $100 mil-
lion in CBI countries. By mid-1992, $620 million in Section 936funds had been invested in nine CBI countries, with another $267
million in the pipeline.
The Caribbean in the International Economy

The paper by Stephen Quick discusses what is needed for the in-sertion of the Caribbean into the international economy in the
1990s. The author asserts that the Caribbean's past development
strategies are no longer effective, and that the new international
economic environment (with sweeping changes in communications,
technological innovation, and the liberalization of financial mar-
kets and trade) requires a systematic reorientation of economic
policy toward exports and international competitiveness-a reori-
entation that is already underway in most countries.

The author lays out the predicament facing Caribbean nations.
They remain in need of substantial external financing if they areto grow fast enough to absorb population increases and manage
even a modest rise in per capita consumption levels. Since loansand grants from official sources will not be adequate to meet the
region's needs, the nations will need to attract private capital
flows. But private capital will have other markets equally eager toattract it. Moreover, the diminished value of Caribbean trade pref-
erences, coupled with a general lowering of external barriers inmajor markets, will reduce the attractiveness of the islands sincelocal costs are significantly above those prevailing in many other
developing countries.

This tough international environment will require difficult policy
choices in the region to help prepare it for what appears will be anincreasingly competitive struggle for access to world export mar-
kets. For some of the poorer low wage islands-Haiti and the Do-minican Republic-manufacturing investment may hold promise.
For most, however, the service sector appears to be the more prom-
ising growth area. The challenge for governments in the region isto act as facilitator of this new strategy of enhanced export com-
petitiveness, meaning that they must create a climate conducive torapid expansion of export-oriented investment by both the domestic
private sector and international corporations.
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To ensure this conducive climate for investment, the author sets
forth three guidelines for Caribbean governments. First, monetary
autonomy is a major threat to macroeconomic stability. Limiting
monetary autonomy could involve two options, following the lead of
Puerto Rico and Panama in adopting the U.S. dollar as the nation-
al currency, or following the lead of the Eastern Caribbean states,
which have established a multi-island central bank with strict
limits on its ability to finance fiscal deficits in member states.
Second, fiscal policy must be reshaped to improve the climate for
export-oriented investment. This includes the challenge of improv-
ing the tax climate for investors while avoiding a regressive shift
in taxes that could spark social conflict. Third, public spending to
promote investment must expand significantly, possibly at the ex-
pense of more traditional governmental functions. This includes
spending on both physical and human capital infrastructure, as
well as spending on the promotion of local exports in global mar-
kets.

The Caribbean and Hemispheric Free Trade
The paper by Ambassador Richard Bernal discusses the Caribbe-

an region and the movement toward hemispheric free trade under
the proposed Enterprise for the Americas Initiative. As noted by
the author, the Caribbean region consists of very small economies
(many of which are microstates) and the region's trade and capital
flows, both foreign investment and loans, are concentrated on the
United States. Most of the region's exports enter the United States,
Canada, and the European Community respectively under the pref-
erential arrangements of the CBI, CARIBCAN (similar to the CBI),
and the Lome Convention. As a result, adjusting to the loss of pref-
erential treatment for exports will be severe on Caribbean econo-
mies, particularly the English-speaking nations which have been
the beneficiaries of such arrangements for over 300 years.

Ambassador Bernal maintains that the Caribbean's movement
toward free trade will require a change in the entire historical
basis and structure on which production and trade have been con-
ducted. Specifically, he raises questions about the compatibility of
overlapping trade arrangements-i.e., the potential North Ameri-
can Free Trade Agreement, the regional Caribbean Community
and Common Market (CARICOM), the Lome Convention, and even
the CBI. He questions what the sequencing will be in the creation
of a hemispheric free trade area, and points out that if there is a
lag in creating a "level playing field," then the result could be
trade and investment diversion in favor of Mexico.

Another issue raised is the treatment of countries with different
development levels within a hemispheric free trade area. The
author suggests that "asymmetrical," or nonreciprocal, adjustment
is one way to recognize and compensate for differences in the levels
of development, with specific criteria for graduation to reciprocal
status. He notes that the Caribbean's fear of immediate and com-
plete reciprocity derives less from the inability to undertake policy
measures and institutional changes than from the social and eco-
nomic costs of structural adjustment.

The author concludes that the Caribbean cannot count on the
continuation of existing preferential trade arrangements and rec-
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ommends that the region prepare a strategy for its survival and de-
velopment in the new world economic and political environment.
This strategy should include the following: the formulation of a
growth-promoting strategy to enable Caribbean economies to sur-
vive in a global economy that is undergoing rapid and profound
changes; an economic evaluation of the costs and benefits of par-
ticipation in, or omission from, hemispheric free trade; and if a de-
cision to participate in hemispheric free trade is made, then the
Caribbean must decide what kind of Enterprise for the Americas
Initiative it wants or needs and ensure that, as far as possible, the
EAI is compatible with existing trade arrangements that the Carib-
bean participates in. The author argues that the Caribbean must
not be a passive participant, but must be active in shaping the EAI,
in converting the Enterprise for the Americas Initiative into an
Enterprise of the Americas Initiative.
Central America and Trade Liberalization

The paper by Sylvia Saborio examines the evolution of Central
American trade policy in recent years, provides a trade profile of
the region, and discusses a number of considerations concerning
the possible impact of the EAI on the region.

Although the Central American presidents in a July 1991
summit in El Salvador agreed to a series of regional trade commit-
ments (e.g. liberalization of intraregional agricultural trade, rever-
sion to a common external tariff), the process of trade liberalization
in the region will not be easy or painless. Import liberalization will
increase competitive pressure within the Central American econo-
mies and in the regional market, and as a result there will be some
displacement of existing activity. Unemployment is bound to rise
unless new job opportunities increase, presumably in export-orient-
ed activities. Trade reform will require great discipline in the man-
agement of monetary and credit policies. One of the most daunting
tasks will be to grapple with the fiscal implications of trade reform.
Currently, import duties represent between 20 and 40 percent of
total tax revenues in these countries. As a result, trade liberaliza-
tion will require either a comprehensive tax reform to shift the tax
burden to some other activity, or a downsizing of the state.

Despite these difficulties, the awareness that sweeping changes
are occurring in the international arena, and that Central America
cannot afford to remain at the margin of those events, is a power-
ful stimulus to action in the region.

Central Americans have some well-founded concerns about the
movement toward hemispheric free trade as espoused in the EAI.
Under the CBI program, the region has become accustomed to a
special relationship with the United States (the largest and most
dynamic market for its exports) based on one-way trade prefer-
ences. With the potential North American Free Trade agreement,
trade and investment diversion away from the region to Mexico are
important concerns. Since Mexico is a strong competitor of Central
America in virtually all export products to the U.S. market, the
mere leveling of access conditions to the U.S. market would pose a
threat. Moreover, if Mexico were to obtain access conditions more
favorable that those offered by the CBI, for instance in textiles and
clothing and certain agricultural products, the region would then
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face negative preferences on those products in the U.S. market.
With regard to investment diversion, the author maintains that
there is growing anecdotal evidence of investors shelving plans to
invest in Central America and going to Mexico instead, and of
others, already in Central America, reconsidering expansion plans.

The author concludes with several observations and recommen-
dations. While the benefits of entering into a free trade agreement
with the United States might be limited, the costs of not doing so
would be high. If Central America is to join a free trade area with
the United States, it should do so as soon as possible in order to
minimize the cost of exclusion and prevent a temporary competi-
tive advantage from becoming a permanent investment loss. But
the region must undertake a series of economic reforms before it is
in a position to enter into a reciprocal free trade area with the
United States. This gap could be bridged if the United States ex-
tended to Central America (as well as to the Caribbean) whatever
preferences it grants to other countries in the region, but on a uni-
lateral and time-limited basis. In turn, the Central American coun-
tries would commit themselves to continue the process of economic
reform. Meanwhile, the region should focus on the development of
an export culture that will require adjustment in the modus ope-
randi of both government and business.
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SUMMARY

The end of the Cold War has shifted U.S. interests in the Carib-
bean from an emphasis on security concerns to a new focus on eco-
nomic and other issues. Some believe an important challenge for
policymakers is to maintain an active U.S. interest in the region
despite the cessation of Cold War tensions and the greater econom-
ic importance of the larger Latin American economies.

At present, U.S. policy toward the Caribbean has a variety of
components that can be viewed as part of overall U.S. objectives for
the hemisphere: consolidating democracy and advancing human
rights; encouraging economic reform and development; and pre-
venting the flow of illicit drugs into the United States. All three of
these objectives are an integral part of U.S. policy toward the Car-
ibbean region. An additional issue is migration, a high-profile
matter in light of the increase of Haitian "boat people" since the
September 30, 1991 coup in that country.

' The author is an Analyst in Latin American Affairs, Foreign Affairs and National Defense
Division, Congressional Research Service. This paper is adapted from: U.S. Library of Congress.
Congressional Research Service. Caribbean-US. Relations: Issues for Congress. Issue Brief 92047
(regularly updated), by Mark P. Sullivan.
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In the area of democracy and human rights, U.S. policy concerns
center on the countrie's of Cuba, Haiti, and Guyana. The United
States maintains a policy of economic and political isolation toward
Cuba, but given changed circumstances in the former Soviet Union,
opinions in Congress vary about the appropriate direction of U.S.
policy. In 1991, reisolutions were approved in both houses condemn-
ing Cuba's huma'n rights violations, and in 1992, legislation was ap-
proved to tighten restrictions against Cuba in order to hasten
change in the hemisphere's only Communist country. Congress also
has gone on record condemning the September 30, 1991 coup in
Haiti, which overthrew that country's first democratically elected
President. There is concern in Congress about the future direction
of U.S. policy toward Haiti in which the United States has support-
ed economic sanctions called for by the Organization of American
States (OAS). In addition, the increase of migrants fleeing Haiti fol-
lowing the coup has provoked considerable congressional criticism
of the Administration's policy of returning the migrants. In 1992,
Congress also considered legislation conditioning assistance to
Guyana on free and fair elections in that country.

In the area of economic growth and development, the United
States uses three policy tools: economic and food assistance; trade
and investment promotion; and debt-reduction. Congress has ex-
pressed concern in recent years about declining levels of assistance
to the Caribbean region. With regard to trade and investment pro-
motion, some in Congress are concerned about how the Caribbean
will fare in the framework of a North-American Free Trade Agree-
ment and the movement toward hemispheric free trade. With
regard to debt reduction, in 1990 Congress provided authority to
reduce U.S. food assistance debt owed by Latin American and Car-
ibbean nations, and in 1992 gave the Administration authority to
forgive additional types of debt owed to the U.S. government.

In the war against drugs, the United States provides substantial
assistance to the region through a variety of U.S. agencies. This as-
sistance includes interdiction and law enforcement support. Most
Caribbean nations cooperate with the United States in anti-narcot-
ics efforts, but U.S. officials have.expressed concern about the slow
pace some Caribbean nations have maintained in adopting effective
measures against drug money laundering.

OVERVIEW OF CARIBBEAN-U.S. RELATIONS

U.S. INTERESTS IN THE REGION

U.S. interests in the Caribbean are diverse, and include econom-
ic, political, and security concerns. During the Cold War, security
concerns tended to eclipse other policy interests. Today, while secu-
rity is still a U.S. interest, the end to the Cold War has liberated
other U.S. concerns from the shadow of the East-West conflict.
These include democracy and human rights, economic growth and
development, combating the production and transit of illicit drugs,
and curbing the flow of illegal migration to the United States.

During the Cold War, some feared the Soviet-Cuban axis could
threaten to disrupt U.S. access to vital sea lanes in the Caribbean.
This could have endangered U.S. military resupplies to Europe in
the event of a global conflict, and potentially could have posed a
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military threat to the continental United States. While the United
States today is still concerned about keeping vital sea lanes open,
including access to the Panama Canal, the end of the East-West
conflict has diminished U.S. security concerns for the Caribbean
region. Moreover, the Bush Administration's announcement of the
Enterprise for the Americas Initiative (EAT) in 1990 reflects a shift
in U.S. policy priorities for Latin America in general, from one em-
phasizing security concerns to a new focus on strengthened eco-
nomic relations through trade and investment.

Amidst this shift toward economic issues, many Caribbean na-
tionsfear that the United States will lose interest in the Caribbean
and focus its attention on Mexico and the other larger economies of
Latin America. In some respects, the Caribbean is of minor eco-
nomic importance to the United States. Although the United
States has run a positive trade balance with the region over the
last several years, the relative amount of trade is small. In 1990,
U.S. exports to the region accounted for about 1.5 percent of U.S.
exports worldwide, while imports from the region accounted for
less than 1 percent of U.S. imports worldwide. From the Caribbean
perspective, however, the United States is the region's most impor-
tant trading partner for both exports and imports. U.S. foreign in-
vestment in the Caribbean region is concentrated in the finance
and banking sectors.

Some observers maintain that, despite the Caribbean's relatively
small economic insignificance for the United States, the United
States has a special responsibility for supporting economic develop-
ment and stability in a region often referred to as its own "back-
yard." As noted by one Caribbean diplomat, "the United States
cannot be an oasis of well-being in a Caribbean sea of poverty." Ob-
servers point out that economic growth and political stability in
the region could have important influences on drug and immigra-
tion issues. The region's geography, for example, makes it a prime
area for the transshipment of illicit drugs from South America to
the United States, and Jamaica is a marijuana producer for the
U.S. market. The region contributes a large share of legal migra-
tion (9.3 percent in FY1989), as well as illegal migrants, to the
United States, and political instability in Haiti and Cuba could fur-
ther increase the stream of migrants.

U.S. POLICY: PAST AND PRESENT

U.S. involvement in the Caribbean region dates back to the
Spanish-American War in 1898. In the aftermath of that conflict,
the United States took possession of Puerto Rico and established a
protectorate in Cuba. U.S. military intervention in the Caribbean
(as well as in Central America) became the norm until the 1930s.
The United States maintained military forces in Cuba, Haiti, and
the Dominican Republic for extended periods during this time, with
the objectives of maintaining stability, protecting U.S. economic in-
terests, and forestalling European intervention. By 1933, however,
with the pronouncement of President Franklin Roosevelt's "Good
Neighbor Policy", U.S. policy shifted from one of military interven-
tion to hemispheric cooperation and collective action. Following
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World War II, this policy was codified in the signing of the Rio
Treaty in 1947 and in the establishment of the OAS in 1948.

With the intensification of the Cold War following World War II,
U.S. policy toward Latin America, particularly the Caribbean,
shifted toward security concerns, as it had in the aftermath of the
Spanish-American War. In the Caribbean, this policy was high-
lighted by the 1961 attempt to overthrow Cuba's Fidel Castro in
the ill-fated Bay of Pigs invasion. Perhaps the height of the Cold
War's affect on the region occurred in 1962 when the United States
forced the Soviet Union to remove nuclear weapons during the
Cuban missile crisis. Since that time, U.S. policy toward Cuba has
been one of political and economic isolation. Largely to prevent fur-
ther radical revolutions in the hemisphere, the United States in
1961 launched a massive ten-year foreign aid program-the Alli-
ance for Progress-designed to support economic and social re-
forms. In the Caribbean, the main beneficiaries of the program
were the Dominican Republic and Haiti, since most other Caribbe-
an nations had not attained independence.

Even with its concentration on social and economic reforms, U.S.
policy toward the region maintained an anti-communist focus,
which continued until the diminution of the Cold War in the late
1980s. In 1965, the United States resorted to direct military inter-
vention in the Dominican Republic and prevented the return to
power of a democratically elected leader who had been overthrown
in 1963. The primary objective of the intervention was to contain
communism. In the 1980s, the Reagan Administration again inten-
sified the anti-communist objective of U.S. policy exemplified in the
Caribbean by the 1983 military intervention in Grenada. After the
socialist regime of Maurice Bishop was overthrown violently by a
hardline faction, the United States intervened-with support from
several Caribbean states-to restore order in Grenada and to pro-
tect the lives of U.S. medical students on the island. Many analysts
believed the most important U.S. objective in Grenada was to ter-
minate the Cuban presence that had been established under the
Bishop regime. In addition to military action in the region, the
Reagan Administration launched a preferential trade program
known as the Caribbean Basin Initiative, with the objective of im-
proving the region's economic health through increased trade and
investment.

Under the Bush Administration, U.S. policy toward Latin Amer-
ica has changed. In large part this is because of the end to the Cold
War. But the policy shift can also be explained by the Bush Admin-
istration's propensity to advocate diplomacy and negotiation in the
Caribbean Basin region rather than military measures, and by the
Administration's emphasis of economic issues, as demonstrated by
the Enterprise for the Americas Initiative.

POLICY ISSUES AND APPROACHES

U.S. policy toward the Caribbean has a variety of components
and can be viewed as part of overall U.S. objectives for the hemi-
sphere: 1) consolidating democracy and advancing human rights; 2)
encouraging economic reform and development; and 3) preventing
the flow of illicit drugs into the United States. All three of these
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objectives are an integral part of U.S. policy toward the Caribbean
region. An additional issue is migration, a high-profile matter in
light of the increase of Haitian "boat people" after the September
30, 1991 coup in Haiti. The United States has friendly relations
with most Caribbean nations, with the exceptions of Cuba, where a
policy of economic and political isolation is in place, and Haiti,
where the United States supports the restoration of democracy.

DEMOCRACY, HUMAN RIGHTS, AND REGIONAL SECURITY

The Caribbean boasts some of the hemisphere's most stable de-
mocracies (with strong records of protecting human rights), which
many attribute to a lengthy period of British colonial rule. In most
nations, regular free and fair elections are the norm rather than
the exception. In the last two years, regular successful elections
were held in the Bahamas (August 1992), Barbados (January 1991),
Dominica (May 1990), the Dominican Republic (May 1990), Grenada
(March 1990), St. Lucia (April 1992), and Trinidad and Tobago (De-
cember 1991). In addition, Jamaica's ruling People's National Party
in March 1992 chose a new Prime Minister, Percival James Patter-
son, following the retirement of Michael Manley. In the region's
most recent elections, long-time Bahamian leader Lynden Pindling
of the Progressive Liberal Party was turned out of office by the
Free National Movement led by Hubert Ingraham. Pindling had
served as Prime Minister since the Bahamas attained independ-
ence in 1973; in the 1980s, his government was criticized for report-
ed involvement in drug corruption scandals.

While many Caribbean nations have maintained long democratic
traditions, they are not immune from terrorist and other threats to
their political systems. I The most recent example occurred in
Trinidad and Tobago where in July 1990, the government was en-
dangered by the coup attempt of a radical Muslim sect. Earlier in
the 1980s, the government of Eugenia Charles in Dominica was
threatened by a bizarre coup plot involving foreign mercenaries.
The most serious break from the democratic norm of the region oc-
curred in Grenada, under the socialist-oriented Bishop regime,
1979-1983.

The region is also home to the hemisphere's three current demo-
cratic holdouts-Cuba, Guyana, and Haiti-and one developing de-
mocracy, Suriname, which is trying to curtail the political power of
its military. With the collapse of communism in the former Soviet
Union, questions arise over how long Fidel Castro will maintain his
grip on Cuba. In Guyana, although there has been significant eco-
nomic liberalization under the administration of Desmond Hoyte,
political reform has moved at a much slower pace. Elections, which
were postponed in 1991 due to the inaccuracy of the voting list,
were scheduled for October 5, 1992. They will be an important test
of Guyana's return to democracy and its ability to end decades of
elections manipulated by the ruling People's National Congress. In
Haiti, following the September 30, 1991, military coup against the
nation's first democratically elected President, the OAS has worked

I For a discussion of security in the English-speaking Caribbean elsewhere in this volume. see:
"The Future of Regional Security in the Caribbean," by Neville Linton.
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actively, through economic sanctions and diplomacy, to help restore
democratic rule. In Suriname, the civilian government has been
taking measures to curtail the political power of the military
headed by Lt. Col. Desi Bouterse.

US. Policy

A key question for U.S. policymakers is whether the United
States is doing enough to help support democracy and advance the
protection of human rights in nations where democratic traditions
are weak or where democratic institutions need bolstering through
financial support. The United States supports the strengthening of
democratic institutions in several Caribbean nations through a va-
riety of programs, including U.S. Agency for International Develop-
ment (AID) democratic initiative projects and military assistance.
AID assistance for strengthening democracy includes such pro-
grams as provision of scholarships, improvement of the judicial sys-
tems, and support for elections in Guyana. In most countries, small
amounts of U.S. military assistance (consisting of International
Military Education Training and foreign military financing) have
had as one of its objectives the protection of democratic institu-
tions.

Unlike the situation in Central and South America, there has
been little fear of U.S. military assistance contributing to' militari-
zation in the Caribbean, largely because the levels of U.S. assist-
ance are small and most Caribbean nations have only small de-
fense forces. Military assistance to the region for FY1991 was esti-
mated at about $11.7 million, whereas the Administration's re-
quests for FY1992 and FY1993 are for about $15 million and $10
million respectively. While much of this assistance is for the larger
countries of the Dominican Republic, Haiti, and Jamaica, some is
also slated for supporting the seven-member Regional Security
System of the Eastern Caribbean.

Congress has expressed concern about democracy and human
rights in Guyana and Haiti. Foreign assistance authorization legis-
lation considered in 1992 would have conditioned assistance to both
countries. Assistance to Guyana would have been conditioned on
free and fair elections, whereas assistance to Haiti would continue
to be suspended until democracy was restored. Since the September
1991 coup in Haiti, the major congressional concern for U.S. policy
toward Haiti has been how to help restore democracy. 2 In April
1992, legislation was introduced in both houses to further support
the restoration of democracy beyond the current U.S. trade sanc-
tions; additional measures called for in the legislation included sup-
port for an OAS civilian mission and sanctions against Haitian na-
tionals who provided support for the coup or for terrorist acts after
the coup. 3 Some Members of Congress have advocated military
intervention, either by U.S. or international peacekeeping forces.

Another congressional concern has been improving respect for
the rights of Haitian sugar cane workers in the Dominican Repub-

2 For further discussion in this volume. see chapter on "Haiti's Troubled Path Towards De-
mocracy and U.S. Policy Concerns," by Maureen Taft-Morales.

3 H.R. 4761, introduced by Representative Toricelli, and S. 2520, introduced by Senator Kenne-
dy.
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lic, who, according to some human rights groups, live and work
under slave-like conditions. In 1992, Congress approved foreign aid
appropriations legislation for FY1993 that conditioned $1 million in
Economic Support Fund (ESF) assistance to the Dominican Repub-
lic on improvement in the treatment of the Haitian sugar cane
workers.

U.S. policy toward communist Cuba has largely consisted of iso-
lating the island nation, principally through a trade embargo in
place since the early 1960s. As a result, Cuba does not participate
in U.S. programs in the Caribbean, described below. The United
States has attempted to expand the flow of information to the
Cuban people since the mid-1980s, first through Radio Marti, begun
in 1985, and then with TV Marti, which began operations in 1990.
In 1992, Congress approved legislation to tighten restrictions on
U.S. aid and trade with Cuba, and to impose sanctions against
countries aiding or trading with Cuba. With changed circumstances
in the former Soviet Union, opinions have varied about the appro-
priate direction of U.S. policy. Some favor a tightening of restric-
tions against Cuba in order to hasten change in the hemisphere's
only Communist nation. Others argue that since Castro remains
popular, a better approach is to begin normalizing relations in
order to encourage movement toward a more open society. Both
sides, however, have united in criticizing Cuba's human rights
record.

ANTI-NARCOTICS ISSUES

Closely related to democracy and security is the struggle to
combat illegal drug activities. Drug-related activities may threaten
democratic institutions in the region through the corruption of law
enforcement and government officials. In addition, increased drug
activity has contributed to rising crime rates, addiction, and vio-
lence in the region.

Although only Jamaica is considered a major drug producer
(marijuana) in the region, several countries-the Bahamas, Belize,
Cuba, the Dominican Republic, Haiti, and Suriname, as well as Ja-
maica-are important transit points through which illicit drugs are
transshipped for destination to the U.S. and European markets.
For example, the Bahamas, a country of some 700 islands spread
out over 100,000 square miles, is particularly vulnerable to drug
traffickers. Moreover, several Caribbean nations have significant
offshore financial centers with liberal regulations which, while con-
tributing to economic growth in the region through legitimate busi-
ness operations, also tend to attract drug and other money laun-
derers. These include the Bahamas, the Dutch dependency of
Aruba, and the British dependency of the Cayman Islands, which
has the region's largest offshore financial sector and was a base of
operations for the scandal-ridden Bank of Credit and Commerce
International (BCCI).

US. Policy
Key questions for policymakers are whether eradication and

interdiction efforts are proving effective in curbing the production
of illicit drugs for the U.S. market, and whether efforts to prevent

57-035 0 - 93 - 2
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the region from being used as a transshipment point for illicit
drugs to the United States are effective. A related question is
whether Caribbean nations are cooperating with the United States
in the anti-drug effort. In the Caribbean, U.S. anti-drug policy has
three main elements: eradication; interdiction and law enforce-
ment; and cooperation on issues related to money laundering.

Eradication support efforts take place principally in Jamaica and
Belize, both marijuana-producing nations. In Belize, eradication ef-
forts have resulted in that country becoming only a marginal pro-
ducer of marijuana. In Jamaica, the United States has provided air
support for Operation Buccaneer, Jamaica's marijuana eradication
effort.

In the interdiction and law enforcement arena, U.S. officials
claim that efforts in the Caribbean have caused South American
drug transit routes to shift to the Pacific area. The United States
provides substantial assistance through a variety of agencies, in-
cluding the Department of State's Bureau of International Narcot-
ics Matters, the Drug Enforcement Administration, the U.S. Cus-
toms Service, the U.S. Coast Guard, and the Department of Defense
(DOD) and its service branches. The Coast Guard and the various
military services are involved with Caribbean forces in land, sea,
and air interdiction operations throughout the region. Several joint
U.S.-Bahamian law enforcement bases have been established, oper-
ating under the umbrella of Operation Bahamas and Turks and
Caicos (OPBAT), with the primary mission of apprehending air-
borne drug smugglers. In FY1991, 6.6 metric tons of cocaine were
seized as a result of OPBAT, almost double the amount seized in
FY1990. In addition, as noted above, the United States provides
military assistance to most Caribbean nations. One objective of the
assistance is to improve Caribbean counter-narcotics capabilities by
providing equipment and training.

U.S. officials have been relatively pleased with Caribbean coop-
eration in eradication and interdiction efforts, but have expressed
concern about the slow pace of Caribbean governments in adopting
effective countermeasures against drug-money laundering. In June
1990, the region's nations gathered at a Caribbean Drug Money
Laundering Conference hosted by Aruba, in which delegates agreed
to refer a series of anti-laundering initiatives to their governments.
A troublesome issue addressed by the conference was the rise of
local drug service industries offering financial, transport, and other
services to narcotics traffickers.

ECONOMIC GROWTH AND DEVELOPMENT

The Caribbean region is home to the hemisphere's poorest as
well as some of its richest nations. 4 Both Haiti and Guyana are
classified by the World Bank as low-income economies-that is,
economies with per capita incomes of less than $610 in 1990. (The
United Nations also classifies Haiti as a "least developed" country,
which puts Haiti among the world's most underdeveloped nations.)
On the other extreme, the Bahamas and many of the region's de-

4 For a review and outlook for the region's economies, see chapter on "Caribbean Economic
Performance and Prospects," by Trevor Harker, elsewhere in this volume.
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pendencies are classified as high-income economies, with per capita
incomes of $7,620 or greater. Most Caribbean nations are consid-
ered to be middle-income economies, with per capita income levels
between $610 and $7,620. In terms of human development, Haiti
ranks at the bottom of nations in the hemisphere in a United Na-
tions Development Program annual index ranking countries world-
wide according to life expectancy, literacy, and per capita income.
For 1991, Haiti is the only Caribbean country considered to have a
low human-development level, with a literacy level of just 48 per-
cent. In contrast, five Caribbean nations-Antigua and Barbuda,
the Bahamas, Barbados, Dominica, and Trinidad and Tobago-are
considered to have high human development levels, the same cate-
gory as most developed countries. Most of the nations in the region
have small, open economies, ranging from the mini-state of St.
Kitts and Nevis, with a GNP of $133 million in 1990, to the Domin-
ican Republic, with a GNP of almost $6 billion. For most of the re-
gion's economies, export trade (often with a reliance on one or two
commodities) is a major contributor to national income and for
many nations the United States is the major export market.

The key question for U.S. policymakers is how to effectively pro-
mote development and economic growth in the Caribbean. To meet
this objective, U.S. policy has three components: food assistance
and a variety of economic assistance programs; trade and invest-
ment promotion; and debt-reduction.

US. Aid for Economic and Social Development
To help achieve AID's objective of promoting broad-based, sus-

tained economic growth in the Caribbean, the United States pro-
vides a significant amount of foreign assistance to the region. 5 A
little more than $3 billion was provided during the 1980s. In the
last two years, $231 million was provided in FY1990 and $230 mil-
lion in FY1991. Most aid to the Caribbean consists of development,
ESF, and food assistance. In FY1990, these three categories ac-
counted for 90 percent of foreign aid going to the region, while an-
other 4 percent supported a Peace Corps presence. Just 4 percent
was dedicated to military assistance.

Much of the economic assistance to the region has been concen-
trated in the three most populous countries of Haiti, the Domini-
can Republic, and Jamaica, but the United States also provides as-
sistance to the six smaller Eastern Caribbean states through a Car-
ibbean Regional program. In Jamaica, U.S. aid has helped support
economic reform measures including the privatization of govern-
ment-owned hotels and companies, and tax, foreign exchange, and
trade liberalization measures. In the Dominican Republic, AID is
working to encourage private sector development, to undertake se-
lected social intervention that addresses critical needs of the poor,
and to work with the government to bring about economic policy
reform. Before its suspension after the 1991 coup, U.S. assistance to
Haiti had the overall goal of improving the quality of lives in one
of the hemisphere's least developed countries.

5 For further information in this volume, see the chapter on "U.S. Foreign Aid to the Caribbe-
an in the 1980s," by Carole Henderson Tyson and Daniel J. Seyler.
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Congress has expressed concern in recent years about declining
levels of assistance to the Caribbean. Aid to the region has declined
from a high of $496 million in FY1985, to about $230 million for
FY1991. Although Congress did not earmark assistance to the
region in the FY1991 foreign aid measure (P.L. 101-513), it urged
in the conference report that AID pay greater attention to the Car-
ibbean island nations, and allocate no less than $20 million above
the President's request in development assistance.

Some Members have wanted to take into consideration the views
of Caribbean sectors and organizations in formulating U.S. develop-
ment policy for the region. To achieve this goal, from 1987 to 1989
three congressional consultations were held in the Caribbean with
governmental and nongovernmental representatives on key devel-
opment issues. 6 The end result of these consultations was the Car-
ibbean Regional Development Act, introduced annually since 1988,
which would set priorities and policies for U.S. assistance to the
Caribbean. These include such measures as: helping the poor par-
ticipate in development; supporting environmentally sustainable
development; promoting Caribbean self-reliance; supporting food
production for national and regional consumption; promoting the
diversification of industrial and agricultural production; and ad-
vancing the process of regional economic integration. In 1992, a
non-binding version of the bill was contained in several versions of
the foreign aid authorization bill which had not been approved by
the end of the legislative session.

U.S. Trade and Investment Promotion Policy
The key question for policymakers is to what extent U.S. trade

and investment promotion policy is helping to spur development in
the region. Looking ahead, an important question is how Caribbean
trade and investment will be affected by the movement toward a
freer trading system in the hemisphere.

Caribbean Basin Initiative. Since 1984, the United States has of-
fered a one way duty-free preferential trade arrangement for a
wide range of products from Caribbean Basin nations, under the
Caribbean Basin Economic Recovery Act (CBERA) (P.L. 98-67, Title
II). (In implementing trade policy toward the Caribbean, the
United States uses a broader definition of the region, referred to as
the Caribbean Basin, which includes the Central American na-
tions.) The preferential arrangement is the center of the broader
Caribbean Basin Initiative (CBI), a program designed to expand for-
eign and domestic investment in the nontraditional export sectors
of Caribbean Basin nations. To date, 24 out of 28 Caribbean Basin
nations are beneficiaries of the CBERA, while Anguilla, the
Cayman Islands, Suriname, and the Turks and Caicos Islands have
not applied for the program. In 1990, so-called CBI II legislation

6 See the following congressional documents of the House Committee on Foreign Affairs: The
Caribbean Basin Initiative: A Congressional Study Mission and Symposium. Hearings. Septem-
ber 18 and 19, 1987. 100th Congress, lst session. 1988, 243 p.; United States-Caribbean Economic
Relations. Report of a Congressional Study Mission and Consultation on Proposals to Strengthen
United States-Caribbean Economic Relations, February 6-7, 1988. 100th Congress, 2d session. Oc-
tober 1988. 41 p.; and Caribbean Development. Report of a Congressional Study Mission and
Consultation on A Caribbean Development Agenda for the 1990s, November 3-4, 1989. 101st
Congress, 1st session. 30 p.
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was enacted which somewhat enhanced the benefits of CBERA and
made its provisions permanent.

Since the CBI trade program began, the overall performance of
exports from the region has been mixed. 7 Although 1990 Caribbe-
an exports to the United States amounted to $4.8 billion and were
actually lower than the level of $6.6 billion in 1984, most of this
decline can be attributed to the drop in the value of petroleum im-
ports from the four oil-producing nations in the region (Aruba, Ba-
hamas, Netherlands Antilles, and Trinidad and Tobago.) The U.S.-
destined exports of non-oil-producing Caribbean nations actually in-
creased from $2.1 billion in 1984 to $2.8 billion, with Jamaica and
the Dominican Republic accounting for most of the increase (U.S.-
destined exports from those two countries increased from $1.4 bil-
lion in 1984 to almost $2.3 billion in 1990.) For Belize and many of
the smaller Eastern Caribbean states, exports to the United States
have been weak, particularly from Barbados.

Some observers maintain that the CBI preferential trade pro-
gram has been disappointing because several products (including
most textiles and apparel, canned tuna, petroleum, footwear, hand-
bags, luggage, flat goods, work gloves, and leather wearing apparel)
are exempted from the program, and because the lowering of the
U.S. sugar quota during the 1980s led to a substantial drop in Car-
ibbean sugar exports to the United States. The original sponsors of
the CBI II legislation wanted to substantially expand the CBI pro-
gram by removing many of the exceptions from duty-free treat-
ment and restoring the U.S. sugar quota for the CBI region to its
1988 level, but they were not successful. In the 102d Congress, leg-
islation was introduced to eliminate most of the present exceptions
to CBI duty-free treatment.

Hemispheric Free Trade. In 1990, the Bush Administration made
two announcements that could affect the future of U.S.-Caribbean
trade. In mid-June 1990, it announced its intention to negotiate a
free trade agreement (FTA) with Mexico. This was later expanded
to include Canada in negotiations for a North American Free
Trade Agreement (NAFTA). In late June 1990, the Administration
announced a broader Enterprise for the Americas Initiative with
the ultimate goal of creating a hemispheric free trade area. Accord-
ing to the Administration, the NAFTA would be the first step
toward hemispheric free trade, with the negotiations setting prece-
dents for future FTAs. In the meantime, President Bush proposed
the negotiation of bilateral trade and investment "framework
agreements" with countries of the region as a step toward a hemi-
spheric FTA. The United States has signed framework agreements
with most nations of the hemisphere, including an agreement with
the Dominican Republic and an agreement with 13 English-speak-
ing nations of the Caribbean Community and Common Market
(CARICOM).

Caribbean Basin nations have concerns about the potential ad-
verse effects of a NAFTA agreement, negotiations for which were
completed on August 12, 1992, as well as concerns about the broad-
er movement toward free trade espoused under the EAI. In addi-

For further discussion in this volume, see chapter on "U.S. Foreign Trade and Investment
Policy In the Caribbean Basin Region," by Vladimir N. Pregelj.
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tion, Caribbean nations appear somewhat fearful of losing their
privileged position as a result of the 1991 Congressional passage of
the Andean Trade Preference Act (P.L. 102-182, Title II), which
provides CBI-type preferences to the Andean nations. In general,
they fear that the United States will lose interest in the small
economies of the Caribbean Basin, and focus its attention exclusive-
ly on Mexico and the other larger economies of Latin America.
More specifically, they are concerned that the competitive advan-
tages they enjoy under the CBI program will be eroded, resulting
in substantial trade and investment diversion from the region to
Mexico. Some believe that this erosion of trade and investment will
make it extremely difficult, if not impossible, for the region to
follow through with tough economic reforms and adjustment pro-
grams. They maintain that the region's export-led economic
growth, made possible by economic reforms and the CBI preferen-
tial trade program, would be threatened. The result could be sub-
stantial economic hardship, that could prove especially damaging
for some of the region's more fragile political systems.

Key questions are whether the small fragile economies of the
region will be able to compete effectively in a wider hemispheric
market, and whether U.S. trade and investment will be diverted
from the Caribbean to Mexico. 8 Some claim that investment is al-
ready being diverted to Mexico (according to one Caribbean diplo-
mat, Caribbean investment decisions "have been on hold since
NAFTA negotiations commenced"), 9 but the Administration denies
there is evidence to support this claim. Fundamental Caribbean
questions regarding the NAFTA negotiations include: would the
Caribbean nations be able to quickly join a NAFTA pact, and if so,
what would be the criteria for joining; and how would NAFTA
members deal with differing levels of development when consider-
ing additional members? Some observers have suggested that the
NAFTA should allow the CBI countries to gradually remove trade
barriers, over a period of 5 to 25 years, in order to allow time for
these smaller economies to become more competitive.

US. Debt Policy
Important questions for U.S. policymakers are whether the U.S.

policy of reducing the official debt of Caribbean nations will help
restore economic growth to the region and, more fundamentally,
whether the United States should forgive debt owed by foreign gov-
ernments.

Although U.S. debt strategy in the 1980s was largely aimed at
helping those countries with high levels of commercial bank debt,
in June 1990, with the announcement of the EAI, the Bush Admin-
istration moved to extend debt reduction to official debt which
Latin American and Caribbean nations owed to the U.S. govern-
ment. The policy change was especially significant for those na-
tions-particularly in Central America and the Caribbean-owing
a significant portion of their debt to the United States. In 1990,

i For further discussion in this volume, see "The Caribbean and Hemispheric Free Trade," by
Richard L. Bernal.

9 Bernal, Richard L. Ambassador of Jamaica to the United States. Statement before the U.S.
International Trade Commission. Hearings on U.S. Market Access in Latin America, Recent Lib-
eralization Measures and Remaining Barriers. January 22, 1992, p. 7.



13

Congress approved legislation allowing for the reduction of food as-
sistance loans for Latin American and Caribbean nations, and in
1992 approved legislation on authority to reduce additional types of
debt.

In FY1991, the United States forgave about $430 million of U.S.
official debt owed by three Caribbean nations-Guyana ($114 mil-
lion in AID and food assistance loans), Haiti ($99 million in food
assistance loans), and Jamaica ($217 million in food assistance
loans). Only the debt reduction for Jamaica took place under the
authority of the EAI; for Guyana and Haiti, the Administration
used two other sources of statutory authority (Sec. 572 of P.L. 101-
461, and Sec. 411 of P.L. 83-480, as amended in 1990) which permit-
ted the United States to reduce the debt of least and "relatively
least" developed countries.

Some observers are anxious for further debt reduction under the
EAI because they judge that the debt has a negative impact on the
region's economic development. Some in the Caribbean claim that
servicing the debt is the region's most significant obstacle to eco-
nomic growth, since it has diverted scarce resources from pressing
domestic social needs in many Caribbean nations. According to the
World Bank, three Caribbean nations-Guyana, the Dominican Re-
public, and Jamaica-have significant external debt problems.
Guyana is classified as severely indebted, according to several key
debt ratios, whereas the Dominican Republic and Jamaica are con-
sidered moderately indebted.

Some, however, oppose the U.S. decision to reduce official debt,
citing the cost to the U.S. taxpayer. They maintain that debt for-
giveness should only be granted to the least developed or most se-
verely indebted countries. They point out that most Caribbean na-
tions do not have significant debt problems, and most are moderate
income nations. Moreover, those opposed to debt reduction point
out that beginning in FY1992, any reduction of foreign debt must
be provided for in foreign assistance appropriations (as required by
the Federal Credit Reform Act of 1990) and therefore could reduce
available foreign assistance.

MIGRATION ISSUES

For many Caribbean nations, migration to the United States has
been an important economic and political escape valve. Several
U.S. cities host large migrant communities from Cuba, the Domini-
can Republic, Haiti, and several English-speaking Caribbean na-
tions. An estimated one-million Cubans reside in the United States,
as well as an estimated 350-400,000 Haitian migrants, both legal
and illegal. The number of migrants from English-speaking Carib-
bean nations is generally large compared to the home nation's pop-
ulation. For example, in 1985 it was estimated that some 63,000
Barbadians, legal and illegal, resided in the United States. This
was about 25 percent of the population of Barbados. While migra-
tion serves as a safety valve for pressures on job creation and social
services, it can also contribute to a "brain drain" of skilled workers
which could have consequences for future development in the
region.
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Cuban and Haitian Migrants

An important question for policymakers is whether the United
States should continue differing polices with regard to migrants
fleeing Cuba and Haiti by boat. Since 1981, the United States has
had a migrant interdiction agreement with Haiti to stop and in-
spect private Haitian vessels suspected of transporting undocu-
mented Haitians, and to return the migrants to Haiti. Haiti is the
only nation with which the United States has such an agreement,
and from 1981 through 1990 only a handful of the thousands of the
intercepted Haitian migrants have been granted asylum. Since the
September 30, 1991 military coup, more than 38,000 Haitians have
been interdicted. From November 1991 through January 1992, tem-
porary restraining orders prohibited the United States from invol-
untarily returning the migrants to Haiti, and prompted the estab-
lishment of a camp at the Guantanamo U.S. military facility in
Cuba. Beginning in February, following a U.S. Supreme Court deci-
sion, the United States began repatriating hundreds of Haitians
from Guantanamo. On May 24, 1992, President Bush ordered the
Coast Guard to interdict and return all Haitians in boats on the
high seas to Haiti where they may apply for refugee status at the
U.S. Embassy. 10 That policy has been challenged in the courts,
and will be considered by the Supreme Court.

In contrast, it is U.S. policy that Cuban migrants intercepted at
sea are brought to the United States and are able to adjust to per-
manent resident status. Over the course of Castro's 30-year rule,
Cuba has generated large numbers of migrants to the United
States, and Cuban interceptions have steadily grown over the past
three years because of continued political repression and deterio-
rating economic conditions.

The differences in these two policies have prompted criticism of
the Bush Administration for what some have alleged is a "racist"
policy. In its defense, the Administration points out that the Cuban
Adjustment Act of 1966 provides for the open-ended admission of
most Cubans entering the United States. Administration officials
also argue that Cuba is one of the world's few remaining commu-
nist dictatorships, where citizens have been jailed for trying to
leave without a permit. In contrast, they maintain that Haitian
conditions cannot be compared with the systematic repression in
Cuba, and that most Haitians are migrating for economic reasons.
Human rights groups have accused the Administration of ignoring
widespread human rights abuses in Haiti. Some Members of Con-
gress have condemned the Administration's policy, and have intro-
duced legislation to provide temporary relief to Haitians until a
democratic government is restored.

t0 For further information on Haitian migrants elsewhere in this volume, see chapter on
"Haiti's Troubled Path Towards Democracy and U.S. Policy Concerns," by Maureen Taft-Mo-
rales. For current information on the situation of Haitian migrants and U.S. legislation, see U.S.
Library of Congress. Congressional Research Service. Haitian Migration to the U.S: Issues and
Legislation. Issue Brief 92021 (updated regularly), by Ruth Ellen Wasem.
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INTRODUCTION

The decade of the 1980s will be remembered as a turbulent one
in which changes came at an accelerating pace, straining the ca-
pacity of most countries to cope. Yet, as these changes contained
within themselves challenges as well as opportunities, they were
faced with apprehension and hope. Within the Caribbean region,
countries demonstrated varying degrees of skill in managing
change, based on their resource endowments and their capacities to
formulate appropriate policies (Table 1). Projecting from the
present to the immediate future, however, it is expected that the
rate of change will accelerate, so that Caribbean countries will
need to be even more responsive to the challenges of the coming
decade than they have been in the past. Moreover, they will need
to redouble their efforts to manage their resources, particularly
human resources, if they are to make the best use of the develop-
ment options that they will face. This reality has become evident
since the decade has seen a qualitative change in the factors deter-
mining comparative advantage, to favor human skills, a trend
which is unlikely to be reversed in the foreseeable future.

This paper is in two parts. The first provides a brief stocktaking
of economic performance in the region, with the objective of pre-
senting as complete a picture as possible of social and economic de-
velopments over the past 10 years. Based on these facts, it tries to

*The author is Regional Economic Adviser for the Caribbean, Economic Commission for Latin
America and the Caribbean (ECLAC), located in ECLAC's subregional headquarters in Port-of-
Spain, Trinidad and Tobago. This document is a revision and update of a previous paper by the
author. Sustained Development for the Caribbean. CEPAL Review, No. 41, August 1990. p. an-
72.

(15)
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TABLE 1. Selected Indicators-Caribbean Countries.

Szkm2 Popn. Life Exp. GD P GDP/ GDP/
Size km 2 P1991 (1990) Growth cap 2 cap 2

Antigua/Barbuda ..................... 440 63 72.0 5.9 689 5,558
Bahamas................................................ 13,942 254 71.5 4.4 3 3,362 1,1097
Barbados................................................ 431 259 75.1 0.8 1,296 5,593
Belize..................................................... 22,960 179 69.5 5.3 614 2,216
Cuba 5 ..................... 110,860 10,709 75.4 2.2 3 - -

Dominica................................................ 750 80 76.0 4.1 378 1,847
Dominican Republic ..................... 49,000 7,350 66.7 1.5 639 740
Grenada.................................................. 345 94 71.5 4.8 346 1,718
Guyana ...... ............... 214,970 755 64.2 - 2.0 538 404
Haiti....................................................... 28,000 6,647 55.7 -0.2 125 360 4

Jamaica.................................................. 11,424 2,436 73.1 2.1 1,038 828
St.Kitts/Nevis ..................... 269 44 67.5 6.0 634 3,312
St. Lucia ..................... 616 152 70.5 4.8 448 2,759
St. Vincent/Gren . ..................... 388 117 70.0 6.2 310 1,526
Suriname................................................ 163,265 430 69.5 1.6 3 1,100 3,010 4

Trinidad/Tobago ..................... 5,128 1,253 71.6 -1.1 1,778 3,940
Puerto Rico ..................... 8,800 3,540 - 3.1 2,465 9,172

Source: ECLAC on the basis of official data; ECLAC Statistical Yearbook 1991.
'Average growth rate of GDP at constant prices for period 1982-1991.
2 In current US dollars.
3Relates to the period 1982-1990 data.
4Relates to 1989 data.
.Gross social product.

draw some lessons from the 1980s, providing the context for-the
second part of the paper, which attempts to identify those elements
which will be needed to achieve sustainable development policies in
the 1990s. They include those that enhance the efficiency and com-
petitiveness of the economies and those that help to build and sus-
tain social cohesion. But both policies need to be framed within the
context of long-term sustainability and particularly environmental
sustainability. The challenge is, therefore, to discern and develop
long-term development paths which integrate and make coherent
diverse elements such as macroeconomic policies, population poli-
cies, national physical plans and environmentally-sustainable poli-
cies.

SOME REFLECTIONS ON RECENT ECONOMIC PERFORMANCE

The rate of growth of Caribbean economies, as outlined at Tables
1 and 2, has varied quite significantly in the past 10 years. The rel-
ative performance of individual Caribbean countries was condi-
tioned by the mix of products contained in each country's export
basket and the fortunes of each product in local and foreign mar-
kets over the decade. A further variable conditioning performance
was. the policy response, the degree to which appropriate policies
were adopted to adjust to shocks or to take advantage of opportuni-
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TABLE 2. Percentage Change in GDP.
(at constant prices)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 C9812-

Antigua/Barbuda ............... 0.4 6.9 7.5 7.7 9.7 9.0 7.7 5.2 2.8 1.6 58.5
Bahamas I ............... 6.9 3.2 3.0 13.5 3.6 4.9 4.5 4.0 0.2 - 43.8
Barbados ............... -5.0 0.4 3.6 1.2 5.1 2.5 3.5 3.5 -3.1 -4.1 7.6
Belize ............... -0.8 0.8 0.8 2.3 2.6 12.5 6.6 14.7 8.9 4.2 52.6
Cuba 1-2................................. 3.9 4.9 7.2 4.6 1.2 -3.9 2.2 1.1 1.0 - 22.1
Dominica ........ ....... 1.9 3.0 5.0 1.7 6.8 6.8 7.9 -1.1 6.6 2.1 40.7
Dominican Republic ............... 1.5 4.6 0.3 -2.6 3.2 7.9 1.0 4.5 -4.8 -0.5 15.1
Grenada ............... 5.3 1.4 5.4 4.9 5.5 6.0 5.8 5.7 5.2 2.9 48.1
Guyana ............... -10.4 -9.3 2.1 1.0 0.2 0.7 -2.9 -4.7 -3.1 6.1 -20.3
Haiti ................- 3.5 0.6 0.4 0.4 1.0 0.1 1.3 0.7 -0.6 -1.4 -1.0
Jamaica ............... 0.5 2.3 -0.9 -4.7 1.7 7.4 2.9 6.5 4.8 0.2 20.7
St.Kitts/Nevis ............... 6.8 -1.1 9.0 5.6 6.2 7.4 9.8 6.7 3.0 6.9 60.3
St. Lucia ............... 3.2 4.1 5.0 6.0 5.9 1.5 12.1 4.6 4.0 1.7 48.1
St. Vincent ............... 5.1 5.8 5.3 4.6 7.2 6.4 8.6 7.2 7.1 4.6 61.9
Suriname .2.0 -4.1 -1.7 1.7 8.3 7.9 -0.2 2.0 0.2 - 16.1
Trinidad/Tobago ............... 4.0 5.2 -7.1 -4.5 -1.0 -4.6 -3.8 -0.7 -0.2 1.8 -10.9
Puerto Rico ................ -4.8 1.7 6.6 2.2 3.5 4.9 6.5 4.9 3.5 2.0 31.0

Source: ECLAC estimates derived from country data.
I Cumulative variation relates to period 1982-1990.
2Global social product in 1981 prices.

ties. For convenience the economies might be placed into four cate-
gories.

Foremost amongst the categories, in terms of rate of growth, are
the small high-growth economies comprising members of the Orga-
nization of Eastern Caribbean States (OECS), I the Bahamas, and
Belize. As a group, the OECS recorded growth in excess of 5 per-
cent per annum, as did Belize, during the 10 year period 1982-1991.
The Bahamas averaged 4.4 percent growth per annum from 1981-
1990. All of the small high-growth countries had vibrant and grow-
ing tourism industries. The country with the smallest tourist indus-
try, Dominica, grew the slowest in the group. All countries in the
group, with the exception of Antigua and Barbuda and the Baha-
mas, were also banana producers, selling an increasing quantity of
fruit to the preferential United Kingdom market. Both sets of ac-
tivities provided the necessary foreign exchange to sustain in-
creased domestic activities in sectors such as construction, com-
merce and banking, insurance and real estate.

The next cluster of countries, the moderate-growth economies,
had average growth rates of 2-3 percent and comprised Cuba, 2 Ja-
maica, and Puerto Rico. These countries had relatively diversified
economies and the performance of the various sectors was mixed.
All had significant tourism sectors which recorded growth, particu-

' The OECS comprises Antigua and Barbuda, Dominica, Grenada, Montserrat, St. Kitts and
Nevis, St. Lucia, St. Vincent and the Grenadines. The British Virgin Islands is an associate
OECS member.

2 Care should be exercised in making comparisons between Cuba's Global Social Product and
the Gross Domestic Product of the other countries, since methodologies differ.
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larly in Cuba and Jamaica, both making rapid strides after years of
stagnation. All suffered stagnant or contracting agricultural sec-
tors, although agricultural export earnings increased significantly
in Jamaica towards the end of the survey period. Both Jamaica and
Puerto Rico showed increased manufacturing sectors, in the latter
case the sector increasing from 36 to almost 39 percent of gross do-
mestic product (GDP) between 1982-1991. Export earnings were
fastest growing in categories such as garment manufacture in Ja-
maica and chemicals, drugs, and pharmaceuticals in Puerto Rico.
In Cuba, industry decreased due to depressed domestic demand and
the severe difficulties being experienced with traditional trading
arrangements. In Jamaica, the performance of the minerals sector
was inconsistent and conditioned by external demand for alumi-
num and the price of petroleum, the major imported input into the
industry. Jamaican growth performance was severely affected by
the cost of servicing its national debt, since an average of almost 72
percent of total revenues for each of the last five years had to be
diverted to meet the costs of principal and interest. A large propor-
tion of the earnings from exports of goods and services also needed
to be diverted for servicing the external debt, 31 percent in 1991,
down from a peak of 64 percent in 1987.

Barbados, the Dominican Republic, and Suriname fell into the
category of low-growth economies, having an average growth rate of
0-2 percent. In Barbados, growth was positive though modest for
the period 1983-1989. Severe contraction, however, was experienced
in the period 1990-1991 due to the decreasing competitiveness of
that economy which made it unable to compete for market share in
the contracting tourist market, in its regional exports of manufac-
tures, and in its traditional agricultural exports. Contracting for-
eign earnings required concomitant contraction in domestic activi-
ties such as commerce, construction, and government activities.

In the Dominican Republic, a major factor limiting growth was
the cost of adjusting its economy from the traditional export activi-
ties to new ones, mainly tourism and activities in the export-proc-
essing zones. Notable was the secular decline in the perennial
mono-crop, sugar. Export earnings from this product fell by. half in
value over the survey period, from 30 percent of merchandise ex-
ports in 1980 to 20 percent in 1991. Other factors limiting growth
were large fiscal deficits incurred for non-liquidating activities in
1987-1988 and the consequences of this policy in subsequent years.
Suriname suffered the plight of other minerals producers in the
region, but internal political instability also caused dislocations to
production and distribution and increased the level of uncertainty
in the country.

The last category comprises the contracting economies of Guyana,
Haiti, and Trinidad and Tobago, all of which experienced declines
in GDP. Guyana and Trinidad and Tobago, as minerals producers,
were affected by the declines in minerals prices, but all suffered de-
clines in output of minerals as well, either due to management de-
ficiencies in the industry or social unrest-or both. None of these
countries benefited from the tourism boom experienced by other
Caribbean countries and, since their tourism sectors were small, in
some cases earnings declined. Guyana and Trinidad and Tobago
also suffered declines in export earnings from sugar, while they
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almost ceased in Haiti. Reduced export earnings adversely affected
domestic economic activities in Guyana and Trinidad and Tobago,
since domestic consumption had to be sharply curtailed in sectors
related to construction, distribution, finance, insurance, and real
estate. Stringent measures were also needed to curtail government
activities, this being a pervasive trend for most countries in the
region.In Haiti, major declines were evident in manufacturing and
commercial activities. While agriculture actually increased it share
of GDP from 1980-1989, export earnings from the sector fell stead-
ily from 1983. Earnings from the free zones increased over the
survey period from 25 to 50 percent of exports between 1980-1988,
but the rate of increase might have been faster and more sustained
without the political disturbances endemic for the last years of the
decade. This caused some firms to relocate elsewhere in the region
and provided a setback for that country's efforts to diversify its
economy.

SOURCES OF REGIONAL PROSPERITY

It is useful to briefly examine the performance of the various
export products such as sugar, bananas, manufactures, minerals,
and tourism-the principal sources of regional prosperity-in order
to provide an explanation of country performance in the 1980s as
well as prospects for the 1990s.

The first two agricultural products, sugar and bananas, come
from a sector which has experienced weak or stagnant growth over
the decade (Figure 1). This is due in part to policy which has given
priority to manufacturing and, for those so endowed, to minerals
development. The sector has become increasingly uncompetitive,
accounting for a declining portion of GDP, except in Guyana and
Haiti. While the decline in agriculture is in line with expected de-
velopment trends, no viable export-earning activities have been
identified (especially in the favored manufacturing sector) to sup-
plant sugar and bananas, which continue to be of substantial im-
portance and to exist because of artificial circumstances, i.e., sup-
port mechanisms.

The sugar industry continues on its secular decline. The industry
is uncompetitive, surviving only on a life support system provided
by the European Community and the United States or, in the case
of Cuba, special trading arrangements with Eastern Europe and
the former Soviet Union (Figure 2). All these special arrangements
are uncertain: sugar quotas from the United States were cut by 35
percent in 1991, and arrangements between Cuba and former Coun-
cil for Mutual Economic Assistance (CMEA) partners have been
dismantled with the demise of that body, and replaced by various
bilateral arrangements which are themselves insecure.

The export earnings derived from sugar by the region 3, declined
over the survey period by about 36 percent. This represents a 40
percent decline in the volume of sugar shipped (Table 3). Declines
were evident in all countries, with the exception of Jamaica which
recorded growth in the last two years as a result of vigorous field

3The aggregate analysis excludes Cuba and Haiti, due to inadequate data. The mean for the
period 1980-1982 was compared with the mean for the period 1989-1991 to provide an indication
of performance changes over the decade.
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rehabilitation. For some countries, such as the Dominican Republic
and Belize, the constraints on further expansion are related to spe-
cial arrangements to the United States market; for others, such as
Barbados, the acreage under cultivation is being phased out and
the efficiency of production has been declining. Output in Barbados
in 1991 was the lowest in 60 years. For others, such as Guyana and
Jamaica, the quest for foreign exchange has induced new measures
to increase efficiency and output in the industry, but any efforts
will ultimately be limited by the size of the preferential quotas
available to the region, since sale on the world market is currently
uneconomic.

The banana producers benefited from improved banana prices
but they maximized their good luck by increasing output as well
(Table 4). Accordingly, earnings grew on average by about 16 per-
cent per annum between 1980-1991; volume increased by about 11
percent per year.

Fairly widespread increases of over 10 percent 4 per year were
recorded in export volumes in Dominica, Jamaica, St. Lucia and St.
Vincent. Yet, while the growth performance of the banana indus-
try was one of the highlights of the period being surveyed, it is well
to recall that for the three years prior to 1980, banana exports

4 Growth rates for bananas are estimated by a log regression of output or earnings over the
time period 1982-1991.
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Figure 2
INTERNATIONAL SUGAR PRICES
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averaged 225,000 tons, a figure which was not surpassed by the
region until 1986. Especially rapid growth in export volumes was
recorded in Jamaica between 1986 and 1991, although this fell
short of 1973 production levels by about 30 percent. Also notewor-
thy, banana production is still not efficient enough to compete on
the open market. The picture remains fairly good as long as the
United Kingdom market continues to be reserved for Caribbean
producers, but this remains an uncertain prospect.

Manufacturing remains at a cross-roads and, in general, has not
kept pace with overall GDP growth over the survey period. Produc-
ers are being exhorted to reorient their production to global mar-
kets. Yet, so far, the means to do so seems to have eluded most of
them. This failure is due, in part, to a protective regime within the
Caribbean Community and Common Market (CARICOM) which en-
courages high-cost production for the regional market.

Over the survey period the sector increased its contribution to
the GDP of Guyana, Jamaica, Puerto Rico, and Trinidad and
Tobago. Puerto Rico had the greatest growth in manufacturing and
the greatest shift toward an economy based on manufactures
(Figure 3). A similar shift also took place in Jamaica, mainly as a
result of the increase in the garment-assembly sector. In Trinidad
and Tobago, the sector increased its relative contribution to GDP
due only to a declining petroleum sector and contracting output.
For the OECS countries as a group, manufacturing contributed a



22

TABLE 3. Sugar Exports.

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Value (US$ Million)
Barbados .36 27 32 32 31 36 34 26 34 31
Belize .33 34 33 23 32 31 33 36 43 42
Cuba ' .......... 3,808 4,078 4,123 4,442 4,069 3,987 4,087 3,914 - -
Dominican Republic 266 264 272 159 134 127 123 157 143 132
Guyana .88 72 71 66 83 80 68 73 70 95
Jamaica .49 57 66 50 62 74 92 65 86 93
St. Kitts/Nevis .......... 12 10 12 6 9 11 12 12 9 11
Trinidad/Tobago .......... 22 26 29 22 23 21 27 31 30 -

Volume ('000 tonnes)
Barbados .89 74 87 84 99 70 68 52 57 53
Belize .98 109 94 89 99 79 75 77 95 94
Cuba ........... 7,727 7,011 7,007 7,206 6,697 6,479 6,975 7,119 - -
Dominican Republic 833 918 828 655 449 553 514 491 355 319
Guyana .250 212 206 214 214 205 171 170 129 150
Jamaica .138 137 157 152 143 134 153 132 146 157
St. Kitts/Nevis ........... 33 23 28 24 26 23 23 22 14 18
Trinidad/Tobago .......... 50 63 73 68 58 50 55 57 54 49

Source: ECLAC based on national data
In Cuban pesos.

TABLE 4. Banana Exports.

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Value (US $ million)
Belize .............. 2 2 3 3 5 7 8 12 8 7
Dominica ............. 10 11 11 13 29 31 37 24 30 30
Grenada .............. 4 3 3 4 4 4 5 4 4 4
Jamaica .............. 5 7 2 4 9 19 16 19 38 45
St Lucia ............. 15 20 23 32 53 42 66 59 69 54
St Vincent .............. 9 11 12 17 18 18 31 30 41 33
Total ............. 44 55 54 73 117 121 163 148 190 173

Volume ('000 tonnes)
Belize ............. 10 10 11 10 13 21 26 31 23 20
Dominica ............. 28 29 33 34 51 61 71 50 57 55
Grenada ............. 12 11 10 10 8 8 9 9 7 7
Jamaica ............. 21 23 11 13 14 34 28 42 61 75
St Lucia ............. 42 55 66 82 113 86 128 126 134 101
St Vincent ............. 25 27 32 41 38 35 62 66 80 63
Total ............. 138 155 162 190 237 246 324 324 362 321

Source: ECLAC, based on national data.

relatively small percentage of GDP-7.6 percent of GDP at the be-
ginning of the decade-producing mainly light manufactures for
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domestic or regional consumption. By 1991, however, the sector had
decreased its contribution to GDP to less than 7 percent.

Figure 3
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The development and growth of the export processing zones
(EPZs) or free zones, were noteworthy over the 10 year period,
mainly because of their contribution to employment. Linkages to
the rest of the economy remain few, and EPZs do not yet contrib-
ute significantly to GDP, since the value added by these activities
is not high. They have been a source of much debate in the coun-
tries in which they have been introduced but are, nevertheless, ex-
panding quickly in some of them. In general they seem, given the
current level of manufacturing productivity and in the light of the
prevailing unfavorable domestic policy framework, to be the only
immediate viable option in this sector. But there is no compelling
reason why these enterprises need remain as low-wage, low-value-
added activities if workers and managers alike are able to upgrade
their skills and move to more elaborate processes.

Minerals producers have fared badly over the survey period
(Table 5). As energy importers, the metals producers in the Domini-
can Republic, Haiti, Guyana, and Jamaica were particularly hard-
hit by energy price rises. Conversely, they were beneficiaries as
energy prices fell, and most 5 regional producers regained some of
their competitiveness in the second half of the decade. As a result

5The bauxite industries in Haiti and the Dominican Republic did not survive the second
energy shock.

Puerto Rlo
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there was some resuscitation of the industry over the survey
period, although it was slow and halting. In general, the sector was
buffeted by extreme uncertainty and consequent fluctuation in
earnings.

TABLE 5. Bauxite/Alumina Exports.

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Bauxite (US$ m.)
Dominican Republic .......... 16 5 0 0 0 0 4 2 1 1 -

Guyana ........... 120 92 72 92 99 82 84 80 77 89 92
Haiti ........... 17 21 0 0 0 0 0 0 0 0 0
Jamaica ........... 172 170 109 160 78 97 116 105 126 103 112
Suriname ............ 63 29 25 41 36 27 11 79 - - -

Bauxite ('000 tonnes)
Dominican Republic .......... 457 141 0 0 0 0 328 207 0 0 0
Guyana . 1,483 1,059 1,139 1,271 1,572 1,402 1,410 1,274 1,317 1,387 1,254
Haiti . 480 622 0 0 0 00 0 0 0 0
Jamaica . 5,294 4,079 3,009 4,559 2,325 2,900 3,711 3,494 4,190 3,886 4,261
Suriname .. 1,269 497 449 957 923 839 2,522 1,587 - - -

Alumina (US$ in.)

Guyana ........... 33 12 2 0 0 0 0 0 0 0 0
Jamaica ........... 588 344 315 284 212 205 221 307 432 616 550
Suriname ........... 266 230 215 201 175 178 193 290 - - -

Alumina ('000 tonnes)
Guyana ........... 170 73 29 0 0 0 0 0 0 0 0
Jamaica .. 2,549 1,755 1,907 1,713 1,622 1,600 1,572 1,576 2,145 2,889 3,032
Suriname .. 1,166 1,044 1,143 1,097 1,242 1,471 1,362 790 - - -

Source: ECLAC, based on national data.

While the metals producers benefited from the decline in oil
prices, the oil producers were harmed. The situation in Trinidad
and Tobago is illustrated in (Figure 4). After 1982, prices fell and so
did export volumes and consequently earnings. As a result, domes-
tic activity was reduced drastically, with the economy contracting
for 7 of the last 10 years.

For the future, the long-term prospects of Caribbean metals pro-
ducers will be shaped by the rate of growth in the industrial coun-
tries (and, consequently their demand for aluminum) the price of
crude oil, and the extent to which Caribbean operations can be re-
configured to increase their energy efficiency, since new efficient
international production has been added to compete with regional
producers in the last three years. In the final analysis, a develop-
ment path cannot be predicated upon minerals exports alone. The
terms of trade have been against minerals since 1950, 6 and the
amounts of minerals used to produce one unit of output have fallen
steadily. Economies based on minerals producers have grown much

6 It is estimated that in 1950, 100 units of minerals could buy 100 units of manufactures. By
1986, 100 units of minerals could buy only 14 units of manufactures.
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more slowly than, for instance, those specializing in manufactures.
Consequently, the expectations of those who supported the concept
of raw-materials based development, fashionable in the 1960s and
1970s, have not been satisfied in the 1980s. Minerals producers in
the region will need to look at other resources to provide the main
stimulus for growth in the future.

The tourism sector, by its steady growth, has provided most of
the prosperity that has been experienced in the region over the
decade. All the countries either had a tourism sector or were trying
to develop one.

For the region as a whole, earnings averaged about 9 percent
growth for the period 1981-1990 (Table 6). Earnings accelerated be-
tween 1985-1987, growing on average by 14 percent per annum.
Thereafter, the rate of growth fell to 9 percent between 1988-1990
and is likely to be less in 1991. Above average growth was recorded
by relatively new entrants to the industry (such as Antigua and
Barbuda, Dominica, the Dominican Republic, the British Virgin Is-
lands, St. Lucia, St. Kitts, and St. Vincent and the Grenadines) and
by established destinations recovering from a past decline (such as
Cuba, Grenada, and Jamaica). (Figure 5) Among the established
destinations, growth was below average in the Bahamas, Barbados,
Haiti, Puerto Rico, and the Netherlands Antilles. Tourist earnings
contracted in Trinidad and Tobago.

Figure 4
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TABLE 6. Tourist Expenditure.

(US$ M.)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Antigua ..... 49.0 58.9 77.1 109.7 132.5 156.2 186.7 213.5 231.8 250.0
Bahamas ..... 639.1 654.5 770.2 801.5 995.0 1,104.9 1,145.8 1,149.5 1,310.0 1,333.0
Barbados ..... 261.9 251.1 251.6 284.2 309.0 326.9 378.7 460.0 527.8 493.5
Cuba ..... 52.4 61.2 74.3 95.5 116.4 150.0 185.0 223.0 230.0 268.0
Dominica ..... 3.0 4.0 7.3 8.6 8.7 11.2 12.8 14.0 18.5 25.0
Dom. Rep ..... 223.2 272.7 282.3 315.0 368.2 420.0 545.0 616.0 750.0 750.0
Grenada ..... 17.3 17.2 18.7 22.7 32.4 39.6 42.1 46.0 28.8 34.4
Haiti ..... 55.5 55.5 61.0 66.0 69.2 63.1 69.0 75.0 75.0 75.0
Jamaica . 284.3 337.8 399.2 406.6 406.8 516.0 595.0 525.0 593.0 740.0
St.Kitts/Ne .... 16.1 17.3 18.6 24.2 31.0 38.0 47.4 53.8 60.0 63.4
St. Lucia .... 29.4 32.4 39.7 68.4 90.0 118.0 126.2 134.2 144.6 154.0
St. Vincent .... 15.0 16.0 16.7 19.0 23.0 29.3 35.2 38.6 42.9 46.0
Suriname .... 40.6 32.8 17.9 13.3 9.0 7.8 10.5 7.9 7.9 10.7
Trin./Tobago.. 151.9 178.6 205.7 197.8 197.3 83.2 91.6 80.8 84.6 94.5
Aruba .... 156.4 163.1 114.5 118.4 120.8 158.1 203.6 279.3 309.8 353.4
Br Virgin Is .... 53.8 65.6 81.5 54.6 67.8 88.8 110.8 120.8 124.7 132.1
Montserrat .... 5.4 5.8 6.0 6.7 7.7 7.5 9.8 11.2 10.6 10.6
Neth. Ant .... 280.2 258.7 205.0 199.9 225.0 255.5 279.7 321.6 371.7 449.0
US Virgin Is ... 317.5 312.5 356.3 434.0 507.4 509.8 639.4 657.3 682.1 706.5
Guadeloupe .... 93.5 107.5 116.0 98.0 95.0 163.0 188.0 220.0 183.0 230.7
Martinique .... 75.2 81.6 82.6 87.0 92.8 107.8 210.0 230.0 272.3 240.0
Puerto Rico .... 649.7 699.2 690.7 681.2 722.7 792.6 955.4 1,112.4 1,234.5 1,376.9

Source: Caribbean Tourism Organization.

Despite a picture of overall success, warning signals are being
provided by loss of North American market share and the declin-
ing productivity and profitability of many regional hotels. The
specter of declining competitiveness and productivity is appearing
in some of the traditional destinations, and there is a further
danger of rigidity in adjusting to changing tourism leisure pat-
terns.

In summary, the fact is that all major merchandise-export earn-
ing activities are in decline. Sugar is inexorably being phased out
in some countries and is profitable only in protected markets. Ba-
nanas have staged a comeback in output but still depend on the
preferential market in the United Kingdom. Since this market will
not afford the same levels of protection in the 1990s, the industry
will need to develop the means to stand on its own internationally.
Minerals are of declining global importance, have unstable earning
capabilities, and in the long run cannot be relied upon to provide
the main development thrust. As a consequence of weak sectoral
performance, merchandise earnings have not been able to keep
pace with expenditures so that merchandise trade deficits are the
norm. (Table 7) Only tourism has shown steady growth over the
last five years and has served to reduce the deficit on current ac-
count.



27

Figure 5
TOURISM EARNINGS
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TABLE 7. Merchandise Trade Balance.

(US$ m.)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Antigua/Barb ......... - 90.1 -71.1 -116.7 - 140.5 - 174.8 -245.8 - 280.5
Bahamas I ......... -482.9 -381.3 -480.7 -523.7 -607.0 -881.6 -785.3
Barbados ......... - 295.1 - 301.5 - 268.6 - 256.0 - 311.9 -403.7 - 457.6
Belize ......... - 11.2 - 21.7 - 18.1 - 12.4 - 35.7 - 24.5 - 44.9
Cuba 2 ........... ,. -3,158.5 - 2,105.8 - 2,087.6 - 2,144.9 -2,274.6 - 2,211.0 -2,061.1
Dominica ......... -22.4 -19.3 - 30.2 - 26.9 - 11.1 - 17.4 - 30.5
Dominican Rep ......... -489.0 -494.0 -389.0 -556.0 -630.0 -881.0 -718.0
Grenada ......... - 59.1 - 55.4 -38.2 -47.0 -52.2 - 57.5 - 59.4
Guyana ......... - 28.9 - 55.0 3.3 - 8.2 - 49.6 -21.4 -1.0
Haiti ..........- 122.0 -138.0 -220.0 -226.0 -112.5 -101.1 -103.5
Jamaica ......-... 613.7 -595.4 -480.8 - 575.0 -383.6 -525.1 -566.3
St Kitts/Nevis ......... -23.3 -32.7 -32.4 -31.8 -37.7 -51.5 -65.3
St. Lucia ......... - 76.5 - 59.3 - 70.7 - 69.8 - 71.9 -100.8 - 101.9
St.Vincent ......... - 29.3 - 28.6 - 23.0 - 16.9 - 23.3 - 46.3 - 37.0
Suriname ......... -31.7 -34.8 -17.5 26.6 33.0 64.5 119.0
Trinidad/Tob ......... -625.3 -208.5 254.3 628.4 -115.9 254.2 283.9
Montserrat ......... - 17.7 - 15.5 - 15.3 - 17.1 - 18.3 - 21.7 - 24.3

-259.3 -245.5 -236.3
-865.2 -922.7 -642.1
-552.1 -573.5 -548.8
-67.8 -59.2 - 105.0

-2,732.0 - -
-61.0 -62.0 -60.4

-1,040.0 - 1,058.0 - 1,071.0
-72.5 -82.9 -97.7
-7.7 -45.7 - 13.6

-111.0 -85.8 -
-822.0 -784.9 -654.3 °
-73.9 -83.1 -76.5

- 161.8 -144.0 -185.4
-52.8 -53.3 -60.1

218.3 91.5 -
356.8 818.9 319.7

-29.4 -40.7 -

Source: ECLAC; World Bank.
, Excludes oil trade.
2 Pesos (m).
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Nevertheless, balance-of-payments deficits have been a chronic
feature in the decade and have been financed by incurring foreign
debt. For some countries, however, this is no longer a viable option,
since the cost of debt servicing now constitutes an impediment to
continued growth. (Table 8) On the domestic front, policy makers
have increasingly come to realize that in small, open economies do-
mestic economic space is defined by external performance. The as-
sumption that external and domestic accounts could be insulated
from each other, so that government action might be used to stimu-
late growth, has proven to be false. Accordingly, economic manage-
ment over the decade has been characterized by a continuing quest
to achieve balance in the fiscal and foreign accounts and to provide
the policy measures which will stimulate the expansion of foreign-
exchange generating activities. While some- success is being
achieved in attaining the fiscal and external balances, the search
for new sources of income has been less successful.

TABLE 8. External Debt.'

(US $m.)

1982 1983 1984. 1985 1986 1987 1988 1989 1990 1991

Antigua/
Barbuda 2 84 89 58 76 181 232 243 261 269 253

Bahamas ..... 228 234 213 193 216 193 171 220 268 322
Barbados ..... 144 174 183 222 291 465 479 470 467 439
Belize ..... 63 68 70 88 98 113 124 130 133 143
Cuba 3..... 2,669 2,790 2,989 3,621 4,985 5,657 6,606 6,165 - -
Dominica ..... 34 41 44 49 57 65 66 72 86 91
Dominican

Repub. 4.... 2,966 3,313 3,536 3,690 3,812 3,899 3,883 4,090 4,482 4,244
Grenada 2...... 32 47 48 49 54 67 69 70 87 90
Guyana 2 ...,,,. 807 963 1,114 1,308 1,542 1,736 1,778 1,801 1,802 -
Haiti ..... 410 569 665 717 710 844 818 802 874 -
Jamaica ..... 2,690 2,920 3,207 3,499 3,590 4,014 4,002 4,038 4,152 3,874
St. Kitts/

Nevis......... 11 12 17 19 19 21 27 32 36 37
St. Lucia ..... 28 30 28 29 32 28 41 52 68 70
St. Vincent ..... 21 23 23 24 30 38 45 51 55 60
Trinidad/

Tobago ..... 1,115 1,306 1,398 1,643 1,898 2,082 2,012 2,097 2,520 2,431
Montserrat ..... 2 3 4 4 3 3 4 3 3 3

Source: IMF; World Bank; LAC; OE; ECCB.
' Public sector incurred or guaranteed.
2 Includes arrears
3 Relates to convtible crency dt; in millions of pesos.
4Includes private debt.

THE EFFECTS ON PEOPLE

The analysis of economic indicators provides a useful picture of
economic trends but is incomplete, since it says little about the dis-
tribution of the costs and benefits of such economic performance.
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To the varying fortunes of the economies need to be added differing
rates-of-population increase from country to country and varying
impacts of economic contraction-especially of the reduction of gov-
ernment services-on varying groups within each country. While
Table 2 illustrates the changing fortunes of Caribbean economies,
it is not as easy to illustrate precisely how the poorest have been
affected by these changes.

It is possible to conclude, nevertheless, that people in six coun-
tries-the Dominican Republic, Guyana, Haiti, Jamaica, Suriname,
and Trinidad and Tobago-have become poorer in the past five
years. The decline in personal income, especially for the poorest, is
made more onerous by the reduction in government services in all
of these countries, given the high levels of public expenditures
which prevailed, and the need in some of them to earmark large
portions of public resources for the repayment of the debt.

The decline in economic activity has affected the lives of people
in these countries in a number of ways. Jobs have been lost and,
even for those fortunate enough to retain their employment, stand-
ards of living have fallen. The most readily observable symptom of
such decline has been the steady depreciation of the currency,
which in small, open economies has a much greater impact on all
sectors than in bigger countries having a large reservoir of domes-
tic production. 7 The rate of depreciation for those countries having
to devalue their currencies is illustrated in Figure 6. All the cur-
rencies shown are in relationship to the United States dollar, with
the greatest depreciation taking place in Guyana and leaving that
country's dollar valued at less than one U.S. cent.

While personal standards of living were falling in these coun-
tries, the capacity of governments to provide a social safety-net for
the poorest was also diminishing, due to a contracting revenue
base. In order to reduce growing fiscal deficits and the accumulat-
ing debt burden, public expenditures had to be reduced, since reve-
nues could not easily be raised. Caribbean people, for the most
part, are fairly highly taxed (Figure 7), so increased tax rates did
not automatically bring forth increased revenues. The reduction in
expenditures sometimes resulted in a reduction in the delivery of
social services, in areas such as health, education, housing and, in
some cases, nutrition.

Any attempt at evaluating the social impact of expenditure cuts
has to be treated with care. While the quantum of funds available
for social services has in some cases been reduced, the proportions
allocated for personnel emoluments and materials have also been
skewed in favor of the former, further reducing efficiency. At the
same time, new means might be used to deliver traditional services
in a more efficient manner or to a more precisely defined target
group so that a mere evaluation of expenditure might not signify
reduced delivery. Finally, the backlog of social services might not
be immediately quantifiable, as the deficiencies in health or educa-
tion might not become observable until after a large lag; by then
rectification, if still possible, might be protracted. Attempts had,

I In Jamaica, for instance, domestic food production meets only an estimated 10 per cent of
domestic food needs.
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therefore, to be made to discern social trends despite the lack of
precise data to measure them.

Bearing in mind the caveats noted above, it is possible, neverthe-
less, to arrive at a few tentative conclusions. In some countries, the
vulnerable target groups among the poorest are pregnant and lac-
tating mothers, children, and the aged. Where contraction has
taken place for a period longer than the decade, signs of social ero-
sion are discernible in health, education, and nutrition, so that rel-
ative standards have fallen as compared with countries having re-
corded more balanced growth over the decade. But absolute stand-
ards have also fallen in some instances, implying declining indica-
tors in the same country over time. The significance of this erosion
for future-development prospects should not be underestimated, es-
pecially as these will be predicated on human resourcefulness.

For some countries, the backlog in housing is quite considerable,
leading to urban slums and often illegal squatter settlements.
While high levels of unemployment have been endemic, the growth
of the informal sector is a manifestation of the effort of the unem-
ployed to devise and implement their own survival strategies. Yet
the concentration on low-productivity activities, such as itinerant
peddling and the provision of simple services, attests to the low
levels of skills possessed by the hard-core unemployed.

LESSONS FROM THE 1980S

In terms of policy management, the decade of global uncertainty
forced a new awareness on policy makers of the need to adopt more
effective measures for short-term economic management. However,
they realized, somewhat belatedly, the need to adjust to longer-
term trends, such as changing taste patterns and dynamic shifts in
comparative advantage. The ability to minimize the contradictions
between short-term and medium to long-term planning was, more-
over, uneven and especially difficult for those countries experienc-
ing debt-service problems.

Small size also increases the vulnerability of Caribbean countries
and complicates the adjustment process, since it ensures that pro-
duction is concentrated on few products. Accordingly, fluctuations
in the price of any one product have a magnified impact on short-
term economic performance, while adjustments to shifts in compar-
ative advantage are protracted and painful for the longer term.

Smaller countries are also discovering that they are denied some
of the macroeconomic options available to larger countries, and the
policy framework has had to be constrained accordingly. As a gen-
eral observation, it is noted that the most open economies-and
those least subject to restrictions on the movement of goods, skills,
and capital-had the fastest growth. Those pursuing the most mod-
erate fiscal and monetary policies, either through voluntary re-
straint or where central-bank statutes require it, also had the most
moderate rates of price increase, the most stable currencies, and
the lowest debt. The converse was also true.

In most countries, the social consequences of economic activities
have been treated as a residual. This is partly because Caribbean
countries have a tradition of extensive participation by government
in the delivery of social services and, perhaps as a consequence,
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their social indicators relate favorably to comparator countries
globally. Yet as some of these countries experience protracted eco-
nomic decline, the customary role of government in providing
social services has become less tenable, so that the deterioration in
social indicators is becoming evident.

Many years of effort are in danger of being eroded. Yet one of
the main lessons of the decade has been the importance of securing
that blend of human skills and information to provide a flexible re-
sponse to a rapidly changing environment. Any policies which
downgrade the improvement of human resources, therefore, will
render citizens less capable of facing the challenges of future dec-
ades.

Since the consequences of contraction are not evenly spread,
there is the danger that income disparities are widening, further
eroding social cohesiveness and public order. These concerns, no
doubt, had been partly responsible for the reluctance of policy
makers to initiate needed adjustment measures. As a result, their
efforts to disguise the underlying economic weaknesses through in-
creased government expenditures had complicated the adjustment
process by increasing the debt and by postponing adjustment until
it had to be especially severe.

The decade has seen an increased awareness of the finite nature
of the environment. Caribbean countries are also becoming painful-
ly aware of their own environmental degradation. It afflicts the
high growth economies through the unsatisfactory disposal of solid
and liquid waste, by urban sprawl, and by the profligate use of fer-
tilizers and pesticides which pollute ground water and endanger
marine life. Health standards are thus threatened, as is the very
growth which causes practices detrimental to the environment,
since growth for these economies is predicated on earnings from a
high quality ambience and leisure services.

Yet the low-growth economies are no less immune from environ-
mental degradation, which often takes the form of denuded and
eroded hillsides, consequent on unscientific cultivation practices on
scarce and marginal land and the need amongst the poorest to use
wood as a source of fuel. All countries were affected by population
pressures, inadequate land-use policies, the effects of oil spills, and
the potential dangers caused by the dumping of toxic wastes. Most
countries were inflicting damage to the environment at a faster
rate than it could sustain itself. Most countries were incurring an
environmental deficit which could not be sustained.

SUSTAINED DEVELOPMENT IN THE 1990S

For development to be sustained in the remaining years of this
decade, emphasis will have to be placed on enhancing economic ef-
ficiency with the accent on vastly improved human skills, building
social cohesion, and adherence to a development path that is envi-
ronmentally sustainable.

In the past, rigidities and the sluggish response of Caribbean
economies to change have caused many in the region to view rapid
global change with anxiety. The orientation has, accordingly, been
pessimistic and backward-looking: The major emphasis has been to
protect and preserve existing and sometimes declining industries
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through special preferential arrangements. Yet, this path has often
been followed at the expense of new.and possibly more remunera-
tive activities; and economic actors have seldom used the breathing
space provided by these special arrangements to bring onstream
new means of wealth.

As a consequence, many productive resources remain idle despite
efforts to utilize them. Scarce land remains unutilized, while some
of it which had been used for export crops has fallen into disuse as
these crops are no longer profitable. Land that was used for export
crops has fallen into disuse and remains unutilized, because it is no
longer profitable to produce the traditional crops. Domestic savings
are low, often not productively invested or sequestered abroad. But
the most intractable problem and the most obvious indicator of
unused potential remains the underutilization of manpower, since
in many cases over one quarter of the labor force is unemployed,
with a significant portion of the remainder underemployed or em-
ployed only in low-productivity occupations.

ENHANCED ECONOMIC EFFICIENCY

In order to reverse current trends and better fulfill development
potentials for the remainder of this decade, economic efficiency will
need to be increased so that the region can capture an increasing
share of global trade. To do so will require a consistent macroeco-
nomic framework that can maintain a stable, real-effective ex-
change rate, pursue conservative fiscal policies, and maintain trade
policies which do not encourage production for the domestic or re-
gional markets to the detriment of exports to third countries. Fur-
ther supporting measures should include a diligent search for non-
traditional industries or activities that are sufficiently specialized
so as to be remunerative in relatively small-scale trading oper-
ations appropriate to Caribbean capabilities. Better knowledge of
global-market trends will be needed as well as greater flexibility in
phasing in and phasing out of activities. Greater knowledge, skills,
and technologies will need to be incorporated into production.
Better marketing and distributive skills will also be needed in the
main export markets, whether they are obtained on contract,
through joint ventures with foreign firms having such advantages,
or indigenously developed. In sum, to penetrate the global market,
it will be necessary to increase the productivity of the economy as
a whole, since this is the only sustainable way of increasing living
standards.

The concept of enhanced productivity often conveys many pejora-
tive connotations to the workforce. Productivity increases often can
be obtained in the short run only by reducing the returns to labor.
As a consequence, it is often identified with the impoverishment of
workers through currency devaluation or with exhortations to
work harder and longer hours. In turn, this often raises the divi-
sive issue of the distribution of the gains from productivity. While
it is true that reduced remuneration is often the only way to buy
time for declining industries, such policies should be regarded, at
best, only as way-stations on the route to recovery.

An evaluation of the factors of production available in the Carib-
bean leads to the conclusion that most islands do not possess a sur-
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plus of highly arable land neither do they have an abundance of
cheap capital. Expectations of rapid growth predicated on the ex-
ploitation of raw materials have not been rewarded, partly because
most countries do not possess an abundance of raw materials, but
also partly because rapid growth areas are now in services or in
light manufactures which are sparing in the use of raw materials,
but intensive in the use of knowledge. This leaves the region with
the other two factors, labor and technology, which can usefully be
linked as the latter is operationalized by labor through the use of
tools.

Throughout history, productivity increases have been associated
with the mastery of tools. Rates of pay have been linked with the
worker's mastery, in the first instance of tools that had greater
strength than man and latterly those that had greater speed or
consistency or greater endurance. But as machines become more
intelligent and sensitive, so they encroach more on the domain re-
served for unskilled people. As a result, the skills needed to master
them have become more complex and so the educational qualifica-
tions of people need to increase.

It is possible, therefore, to take a more positive and optimistic ap-
proach to the question of productivity and change. High productivi-
ty in this context is understood to mean the re-arrangement of
those two components of work, the mental and the physical, to
place increasing emphasis on the former. Curiously, we have now
entered the stage beyond the mere acquisition of more efficient ma-
chines to the acquisition of tools developed to help the mind to
work more effectively. They take much of the routine out of cer-
tain types of mental work, thus liberating the mind to increasingly
more productive tasks. From this concept is derived the admonition
to "work smarter", where previously emphasis was merely on
working harder.

As we are in the throes of what is being referred to as the infor-
mation revolution, it is well to bear in mind one of the unique fea-
tures of information, which, unlike most material goods, increases
when it is shared. Information, or "mind workers", therefore, have
to be more cooperative than before. They also have to be more
alert to learning things on the job, to sharing newly acquired infor-
mation and to be more flexible in changing jobs within the team.

This shift will demand from us greater creativity, autonomy, and
skills but in the process will provide greater awareness of the work
process, enhanced job satisfaction, as well as better returns for en-
hanced productivity. It will also provide a better working environ-
ment for those skilled enough to hold their own in it.

A greater premium needs, therefore, to be placed on the develop-
ment of human skills and qualities. This is understood to mean the
continuing process of improving skills and knowledge throughout
one's productive life and should apply to all people. But it is some-
thing over which all persons have some measure of control, both as
individuals for personal skills development as well as for coming
generations. This has implications for educational processes and re-
quires a shift in attitudes of not only teachers and students, but
from the society at large, to place increased demands on the educa-
tional system.
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The available evidence seems to indicate that those countries
which have moved fastest to achieve productivity increases have
been able to do so with a good basic general education, which si-
multaneously provides the foundation for the necessary high level
of job training and for flexibility. It goes without saying that com-
puter skills should begin at the earliest level and be regarded
simply as an indispensable mind tool which is also one of the keys
to storing, sharing, and, therefore, to increasing information.

Links also need to be made early between the world of education
and the world of work. Emphasis needs to be placed on helping
young people to shoulder the responsibility for making themselves
viable adults and the educational process should be seen as prepa-
ration for viability. Good general education is also beneficial in
widening career prospects and providing operational flexibility.

Enterprises will need to be more alert to the types of skills and
structures which need to be put into place, just as they will need to
be aware of the technologies that are necessary and how to get
them. They will need to explore more effective forms of organiza-
tion and collaboration with research, financial and technical insti-
tutions, and with the trade unions.

But it is equally the responsibility of the worker to advise on the
best and most effective ways of doing things and to exert continu-
ing pressure for improved skills and responsibilities. This implies
ongoing investment by the firm in training and the acquisition of
technologies in order to enhance productivity.

The foregoing elements, when brought together, will contribute
to the development of a culture of entrepreneurship which should
pervade public and private-sector workers, technicians, and profes-
sionals, as well as institutions such as trade unions, chambers of
commerce, and manufacturers associations. This culture, optimis-
tic, outward-looking, and forward-looking, will be receptive to new
ideas and the incorporation of technological change, and it will in-
crease the likelihood that productivity increases become a self-gen-
erating process.

In the anxiety to address the pressing problems and find the
"key" to development, many models have been evaluated, some-
times in their purest and most theoretical forms; yet, common
sense will tell us that a judicious mix of elements will need to be
used, based on an empirical evaluation of what will work. Deregu-
lation is one such element that is currently in vogue. It is often
prescribed as the remedy for rigid and unresponsive economies.
And it is undeniable that a network of overlapping regulations
have rendered regional economies unresponsive to change and
have often created contradictions in policy. Moreover, the more im-
personal mechanism of price might be the only viable solution
where social disharmony, policy inertia, or vested interests oppose
the removal of policies which discriminate against trade and a ra-
tional approach to planning, or in those areas where knowledge
and foresight are limited and change is rapid and unpredictable.
But deregulation is not a panacea; it should, therefore, not be ap-
plied indiscriminately, and it is not to be seen as an excuse to abdi-
cate responsibility for development.

However, government/public sector intervention, where neces-
sary, will need to be applied with restraint and humility. It might
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prove to be necessary to preserve a measure of equity in the deliv-
ery of those social services needed to improve social harmony and
develop all the human resources to their fullest potentials. It will
be necessary to create and preserve a stable legal and economic cli-
mate to encourage enterprise and to strengthen the educational
system at all levels.

At the national level, the appropriate macroeconomic policies to
maintain competitiveness so as to increase the country's share of
international markets is a necessary, though not sufficient, condi-
tion for growth. The role of provider of infrastructure remains,
with renewed emphasis on the educational and communications in-
frastructure. But there is need for an appropriate industrial policy.
Selective interventions might need to be made to identify and sup-
port prospective sectors with a high, value-added potential realiz-
able at the national level, and to encourage their growth. The
public sector also has a role to play in encouraging an industrial
atmosphere, between the state itself, the trade unions, and the pri-
vate sector which is harmonious and cooperative, rather than con-
flict-oriented. Intervention is also necessary to discern and develop
long-term development paths, since these will need to integrate
and make coherent disparate elements such as macroeconomic poli-
cies, population policies, national physical plans, and environmen-
tally sustainable policies.

Investment is the process through which ideas are transformed
into productive output. It is the vehicle to increased growth and
structural transformation. Yet if investment is the vehicle to in-
creased growth, then savings provide the fuel for that vehicle. Nev-
ertheless, while savings are necessary they are not a sufficient con-
dition for achieving investment. A propitious investment climate
and adequate investment institutions are also necessary if the
stream of savings is to flow into productive investments.

It is also generally conceded that the rate of investment in the
region is low, and this is believed to be as a result of low rates of
saving. If individuals are to be persuaded to postpone spending in
the present and to save, and if the investor is to take the risk of
investing, the payoff will need to be sufficient to induce both sets of
actors to do so, and it will need to be reasonably assured. Optimism
about the future is a necessary element to induce a long-term per-
spective and, hence, a healthy investment climate. Macroeconomic
policies can be used to limit rates of inflation, ensure positive rates
of interest, and generally to preserve a measure of stability in the
economy as a whole.

Some honest introspection is needed by workers, entrepreneurs,
and the governments if the region is to determine why investment
is not taking place at the desired rate in some countries and why a
significant portion of savings are stored abroad, without much
chance of being returned for regional development. Some analysts
believe that if these funds were available to the region and used for
productive investments, development would be quickened. The pol-
icymaker will need to isolate those factors which are inhibiting
savings and investment, and take the necessary steps to eliminate
them.

It goes without saying that the process of globalization that has
accelerated so rapidly in the past two decades will continue. This
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region, which has historically had a global orientation, will need to
relearn how to interface effectively with the wider world communi-
ty. This knowledge is necessary in order to understand our mar-
kets, be sensitive to market shifts, and be responsive to new intel-
lectual and technological currents.

This does not imply a diminished role for regional cooperation,
although the last two decades have caused us to look skeptically at
the concept of regional integration in the light of its failure to de-
liver on, perhaps unrealistic, expectations. Regional cooperation re-
mains a viable option in the Caribbean despite a growing recogni-
tion that indigenous production is insufficiently broad-based to
supply a sufficient range of domestic needs.

Cooperation can be beneficial to small producers to assist them
to penetrate global markets. Regional competition can be used as a
mechanism for strengthening enterprises to enable them to com-
pete globally. Cooperation in joint marketing might also present a
viable option, especially in areas such as light manufactures and
tourism. A policy to encourage regional joint ventures and interre-
gional investment can also be useful in reducing the risk faced by
the Caribbean investor who has to locate all his assets in one small
territory. Since the perception of risk provides the strongest moti-
vation for capital flight, such a policy might serve to increase the
quantum of resources retained in the region as a whole.

Cooperation can also be beneficial among small states to assist
them to perform those tasks which they have difficulty in perform-
ing well on their own. For the smallest of them, some form of inte-
gration may be chosen to reduce the human and material costs
through the delivery of joint services. But even for the region as a
whole, there is much to be derived from cooperation at the level of
public policy. Functional cooperation within CARICOM has been
one of its successes, while in view of common producer interests,
the development of joint strategies at the multilateral level has
proven to be beneficial at the CARICOM level and is slowly being
extended to the whole region.

But regionalism should not be used to provide the illusion of a
safe haven or a permanently reserved secure market where enter-
prises can hide from the rapid developments in the wider global en-
vironment, for that is a prescription for continued stagnation.

CREATING SOCIAL COHESION

The discussion has focused so far on the capacity to strengthen
our economies, but that alone is not sufficient for sustained devel-
opment. This can only be achieved in the long run if a basic meas-
ure of social cohesiveness is created and preserved. Consistent poli-
cies become more viable in a political environment having a broad-
based social consensus, whereby widely polarized interest groups
have limited discontent on which to thrive. In this way, issues can
take precedence over interests so that policies may be judged on
their intrinsic merits.

At the level of ideas, the traditional dichotomy between growth
and equity is slowly being reconciled by an emerging consensus
that both growth and equity are essential and mutually supportive.
Here, the real issue is how to distribute available wealth in a way



39

that advances the goal of social cohesion. Questions of equity natu-
rally become more acute in times of economic contraction, yet re-
distribution becomes politically more difficult with a shrinking pie.
The resulting social antagonisms endanger the social cohesiveness
necessary for a properly functioning economic system. Explicit poli-
cies are therefore needed to use contracting resources more effi-
ciently, and to provide a safety net that would be precisely targeted
at the most marginalized segments of the population and would
focus on such areas as health, nutrition, retraining, and employ-
ment.

Many of the assumptions on which the social services in the
region were built, and-particularly that which emphasized-the
provision of free and comprehensive social services to all citizens,
are currently being called into question. These assumptions are re-
garded by some to be unrealistic, while others also regarded them
to be an inefficient way of delivering social services to the public at
large. At best, such delivery will need to be held in abeyance while
the economies are in a process of contraction and restructuring,
and priority given to meeting the needs of the poorest people while
those that have the capacity to do so will need to fend for them-
selves.

Primary and preventative health care is the most efficient form
of expenditure on health. It also has its greatest impact on the
neediest. Nevertheless, means will also need to be found to improve
the performance of such physical facilities that have suffered from
reduced maintenance as a result of economic contraction. This
might take the form of improved management, better administra-
tion, and improved referral systems or, in appropriate cases, divest-
ment. Where reduced funds have limited the procurement of phar-
maceuticals, more careful targeting and better cost-recovery pro-
grams seem to be the only viable ways to ensure that scarce re-
sources are directed to the neediest.

Nutritional deficiencies have been identified in clearly defined
groups, children and pregnant and lactating mothers. Across the
board food subsidies, which are expensive and have been demon-
strated to be of limited benefit to the poorest, might need to be sup-
planted by programs linked to schools, pre- and post-natal clinics,
or the outpatient departments of hospitals.

Employment has been a recurring concern in Caribbean coun-
tries, yet macroeconomic policies and institutional rigidities which
provide incentives to substitute capital for labor continue to per-
vade our economies. These policies will need to be relaxed if any
meaningful steps are to be taken to absorb the surplus manpower
which is often endowed with only limited skills. Well-focused train-
ing programs can retrain persons for shifting demands in the labor
market, while properly conceived public projects might have a lim-
ited applicability provided they are targeted to the hard-core unem-
ployed, meet acceptable standards of economic return, and fit into
existing sectoral priorities. But ultimately, the issue of remunera-
tive employment will be addressed only through effective training,
discussed above.

Essentially, the proposal is to treat the delivery of social services
in a systematic plan, especially where the economy is in contrac-
tion. In so doing, efficient ways can be found to deliver basic social

57-035 0 - 93 - 3



40

services to the neediest, and so minimize the negative social im-
pacts to which they would be exposed.

ENVIRONMENTALLY SUSTAINABLE POLICIES

The economist has no difficulty understanding that a society
cannot for long consume more than it produces. Deficits result in a
debt which has to be repaid by future generations, often at the cost
of their own development. This relationship is common knowledge,
although it is often ignored. Yet until recently, economists and
other policy makers have been curiously silent about the rapid con-
sumption of the natural environment. They have tended to regard
development as a process of conquering nature and growth to be
correlated with the rate of consumption of our natural physical
assets.

Fortunately, and perhaps just in time, we are becoming aware
that the rapid exploitation of natural resources is neither the sole
nor even the best way to produce growth. And as we destroy our
hillside cover, erode our best lands, pollute our rivers with chemi-
cals, and dump effluent onto our best beaches, we are slowly
coming to the realization that we are taking more from the natural
environment and faster, than it can heal itself. In fact, we have
been incurring an environmental debt which will have to be repaid
by our children. Indeed, even current generations are already
paying for it in decreased yields, and the increased incidence of
various diseases, not to mention the aesthetic damage done regu-
larly to our landscape.

As the pressure to relieve material constraints is lessened, we
will discover that factors other than material ones are necessary to
insure our survival and to improve the quality of our lives. A
healthy and pleasant environment ranks high on any list of such
factors and is indispensable for the development of the high value-
added recreational and leisure services which seem to hold good
prospects for our future growth.

Meeting legitimate development needs, but within a framework
that can be sustained, is the greatest policy challenge that must be
faced for the future. The exercise need not be perceived as a zero-
sum game, that is, a choice between the environment or develop-
ment. There are many areas where the two can co-exist, for it has
been amply demonstrated that many polluting practices in develop-
ing regions persist because of abject poverty and a paucity of op-
tions, and often impact most severely upon the poorest people. 8
Conversely, many policies necessary for development can also si-
multaneously benefit the environment, such as widespread educa-
tion and policies to increase efficiency. Yet, it must also be faced
that a continued rapid increase in population makes the equation
infinitely more difficult to solve. Accordingly, the need to integrate
population and environmental policies into the overall process of
development planning has become a priority.

A number of issues need, therefore, to be placed high on the
policy agenda for the remainder of this decade, so as to restore our

8 Such areas refer especially to sanitation and the proper disposal of solid and liquid waste,
the provision of clean water, air pollution, and land erosion.
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environment to health and to preserve it for future generations.
For the Caribbean these issues should include: 9 orderly land use
planning; measures to stop the degradation of the coastal and
marine environment; prevention and mitigation of the effects of oil
spills; solid and liquid waste management; dumping of extra re-
gional wastes; water quality and supply; forest and watershed man-
agement; preservation of genetic resources; the preservation of his-
toric and cultural resources.

CONCLUSION

Sustained development in the decade of the 1990s can be
achieved only if economic growth is sufficient to progressively im-
prove the quality of life of the broad majority of the region's
people. As if growth alone is not difficult enough to achieve, we
need further to qualify the nature of such growth in at least two
major ways. First, growth alone will not be enough to improve the
quality of life of the broad majority of the region's people, since the
benefits of growth will need to filter through to the most disadvan-
taged people in ways that will allow them to improve themselves
and break out of the cycle of poverty which tends also to entrap
their children. Second, this level of growth will have to be achieved
in a way that does not foreclose the options of future generations
by making demands on the environment that it cannot sustain
over time.

The coming years will continue to present us with enormous
challenges as well as with rich opportunities. The issue is whether
we will have sufficient vision to focus on our possibilities, or wheth-
er we will merely seek to cling to the fading options of the past. If
we are to do the former, I believe we need to develop all our people
to be aware of their potential and to have the determination to re-
alize it. For in its essence, this is what development is all about.
But development cannot be achieved by the government, it cannot
be achieved by entrepreneurs, and it cannot be achieved by work-
ers. It has to be achieved by all these working together, to achieve
commonly agreed goals that are sufficiently well thought out to be
sustainable over time.

D For a complete list of the issues defined as priorities, see: "The Port of Spain Accord on the
Management and Conservation of the Caribbean Environment."
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INTRODUCTION

The magnitude and content of U.S. foreign aid to the Caribbean
in the 1980s was shaped largely by political events in the region
and by the change in the focus of the U.S. Agency for International
Development (AID). Both of these factors led U.S. assistance to
focus on democratic, free-market societies as the primary aim of
U.S. foreign aid. In retrospect, it is striking the degree to which
Cold War conflicts (Cuba, Grenada, and Central America) shaped
the overall context of aid to the Caribbean. Equally as striking
were the rather drastic changes in AID's portfolio and how firmly
these changes were institutionalized a decade later.

The political events that shaped U.S. foreign assistance to the
Caribbean in the 1980s included, in part, the Cold War insurgen-
cies in Central America. U.S. foreign policy often sought to unite
the two regions despite their historical and contemporary differ-
ences. An example of that approach was the Caribbean Basin Initi-
ative (CBI). Announced in 1982, the CBI was a package of aid,

* Dr. Carole Henderson Tyson is Director, Office of Caribbean Affairs, U.S. Agency for Inter-
national Development. Daniel J. Seyler is a Senior Program Associate with Management Sys-
tems International. The ideas presented in this paper are solely the views of the authors, and do
not represent the official views of any government or organization.
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trade, and investment that largely dealt with these two subregions
as one.

Political events in the Caribbean receiving attention from Ameri-
can policymakers included Jamaica's transition from defiant inde-
pendent socialism to free markets, Guyana's non-aligned socialism
shift toward democratic capitalism, and the rise and fall of a Marx-
ist government in Grenada. A leftist military junta in Suriname,
the overthrow of the Duvalier dictatorship in Haiti, and relative
political calm in the Dominican Republic and the rest of the Eng-
lish-speaking Caribbean rounded out the region politically.

The most fundamental change that reconfigured AID's policies in
the Caribbean was the increased emphasis on private sector devel-
opment-trade, investment, and free-market economic policies. The
purpose of this shift was to stimulate increased in-country growth
and toward the end of the decade, to provide clear benefits to both
the United States and its trading partners. Although this was a
trend worldwide, the trend in the Caribbean was particularly pro-
nounced because of the announcement of a formal program, the
CBI in 1982, which marked the start of AID's private sector focus
in the region. AID's emphasis was part of the Reagan Administra-
tion's overall policy of promoting free markets and the private
sector both domestically and internationally. AID continued to
work in traditional areas of education, population, health, agricul-
ture, and infrastructural development, given the continued devel-
opment problems in those sectors, but the overarching goal of all
assistance was the development of efficient free-market economies
with a prominent role for the private sector, even in the social sec-
tors. This translated into: policy reform at the macroeconomic and
sectoral levels; support to the private sector; encouragement of en-
hanced democratic practices; private options in education and
health; agricultural diversification; and greater emphasis on sus-
tainability and development gains.

REGIONAL OVERVIEW

The major recipients of U.S. foreign aid to the Caribbean in the
1980s were Jamaica, the Dominican Republic, and Haiti-the three
most populous countries, containing a combined population of 16
million, (see Tables 1 and 2 and Figure 1). U.S. foreign aid to the
other Caribbean countries was only a fraction of the levels to these
three largest countries because of their generally small size, tiny
populations, and high per capita incomes. The islands of the East-
ern Caribbean (Antigua and Barbuda, Dominica, Grenada, St. Kitts
and Nevis, St. Lucia, and St. Vincent and the Grenadines) followed
in importance. I On a per capita basis, however, the inhabitants of
the small islands of the Eastern Caribbean and Belize, with a total
population of less than one million, received higher levels of assist-
ance than Jamaica, the Dominican Republic, and Haiti. Belize and
Grenada were the next major recipients.Guyana, Trinidad and
Tobago, Suriname, and Barbados were minor recipients of aid. Al-
though not insular territories of the Caribbean, Belize, Guyana,

I AID funded Grenada as both a bilateral mission and as part of its regional mission to the

Eastern Caribbean during the 1980s.



TABLE 1. U.S. Foreign Aid Levels to the Caribbean in the 1980s.
('000)

Country/Region 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1981-1989

Barbados
ESF ............. 0
DA ............. 0
PL-480 ............ 149
Military ............ 58

Total ............ 207
Belize

ESF ............. 0
DA ............. 0
PL-480 ............ 0
Military ............. 0
Total ............. 0

Dominican Republic
ESF ............. 0
DA.. 34,640
PL-480 ............ 19,661
Military ............ 3,450
Total ............ 57,751

Eastern Caribbean
ESF ............ 4,000
DA ............ 41,183
Pl-480 ............ 643
Military ............. 0
Total ............ 45,826

Grenada
ESF ............ . 0
DA ............. 0
PL-480 ............ 0
Military ............. 0
Total ............. 0

Guyana
ESF ............. 0
DA ............ 2,537
PL-480 ............ 2,392
Military .............. O 0
Total ............ 4,929

Haiti
ESF ............ 1,000

0
0

55
50

105

0
0

47
70

117

0
0
0
0
0

0 0
0 0
0 0

71 69
71 69

0
0
0
0
0

0
0
0
0
0

0 0
20 250
0 0
0 135

20 385

0
270
251
453
974

0 0 10,000 0 14,000 2,549 5,395 0 0 31,944
0 0 6,697 3,875 8,5003 6,950 1,595 7,500 7,600 48,720
0 0 0 0 0 0 0 0 0 0
0 26 66 549 600 552 600 320 600 3,313
0 26 16,763 4,424 23,103 10,051 13,590 7,820 8,200 83,977

0 41,000 8,000 34,000 95,000 40,000 165 13,835 0 232,000
17,393 19,047 26,526 30,346 30 568 27,188 19,882 18,612 20,126 244,328
18,556 19,270 25,278 31,305 42,401 31,748 14,865 23,339 58,283 284,712
3,430 5,465 6,597 6,335 8,721 4,519 3,372 1,250 700 43,839

39,379 84,782 66,401 101,986 176,696 103,455 38,284 57,036 79,109 804,879

0 20,000 35,000 30,820 20,000 27,575 23,800 3,000 10,225 174,420
27,044 30,055 23,178 25,403 27,639 24,900 31,200 32,000 19,329 281,931

0 16,597 0 17 22 15 1 9 906 18,210
0 100 3,273 7,188 5,216 7,539 5,420 1,400 1,525 31,661

27,044 66,752 61,451 63,428 52,877 60.029 60,421 36,409 31,985 506,222

0
0
0
0
0

0
1,207

27
24

1,258

0
0
0
0
0

0 46,966 11,129
0 1,409 200
0 0 0
0 63 63
0 48,438 11,392

0 0
1,688 126

145 47
40 25

1,873 198

0
0
0
0
0

0
0
0
0
0

0 0
0 0

80 3,240
0 0

80 3,240

0
0
0
0
0

0
0

6,522
0

6,522

0
0
0
0
0

0 58,095
0 1,609
0 0

80 206
80 59,910

0 0 0
0 0 5,558

7,007 7,000 26,460
0 50 139

7,007 7,050 32,157

0 0 10,000 5,096 5,000 21,321 35,960 342 12,200 90,919



DA......................... 10,127 9,160 12,015 17,323 20,642 25,653 25,590 38,944 30,812 28,096 218,362
PL-480 ............. 15,761 24,476 22,151 18,444 19,823 23,147 29,251 23.492 7,980 22,088 206,613
Military ........... 127 423 542 687 1,027 743 1,897 1,285 200 100 7,031
Total ........... 27,015 34,059 34,708 46,454 46,588 54,543 78,059 99,681 39,334 62,484 522,925

Jamaica
ESF ............ 0 41,000 90,460 59,350 55,000 81,000 58,570 25,925 500 12,900 424,705
DA ................. 2,684 12,924 28.949 22,181 32,639 34,262 26,073 18,094 39,238 51,821 268,865
PL-480.....................10,018 17,108 17,507 20,111 20,567 40,343 37,577 39,940 35,747 47,058 285,976
Military ............. 0 1,661 2,075 3,426 4,200 7,643 7,954 3,338 300 3,800 34,397
Total.12,702 72,693 138,991 105,068 112,406 163,248 130,174 87,297 75,785 115,579 1,013,943

Suriname
ESF .0 0 500 0 0 0 0 0 0 0 500
DA ............ 0 0 0 0 0 0 0 0 0 0 0
PL-480 ............. 0 0 0 0 0 0 0 0 0 0 0
Military.............. 26 33 23 0 0 42 39 0 25 25 213
Total ............ 26 33 523 0 0 42 39 0 25 25 713

Trinidad & Tobago
ESF................0 0 0 0 0 0 0 0 0 0 0
DA..0 0 0 0 0 0 0 0 0 0 0
PL-480 ........... 0 0 0 0 0 0 0 0 0 2,196
Military ........... 0 0 ,0 0 0 39 50 72 50 140 351
Total ........... 0 0 0 0 0 39 50 72 50 2,336 351

Source: U.S. Agency for International Development, Overseas Loans and Grants, Series of Yearly Data.

TABLE 2. U.S. Foreign Aid Total Levels to the Caribbean in the 1980s.
(t000)

Totals 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1981-1989 Average

ESF ............... 5,000 41,000 151,960 122,350 171,882 226,129 150,015 91,245 17,677 35,325 1,012,583 101,258
DA ....................... 91,171 67,728 91,754 96,031 114,314 126,825 110,701 115,715 128,182 127,222 1,069,643 106,964
PL-480....................... 48,624 60,222 75,717 63,880 71,712 105,999 101,831 84,820 74,082 137,531 822,222 82,222
Military.................... 3,661 5,621 8,341 14,074 19,433 23,136 22,550 14,087 3,545 7,155 121,603 12,160
Grand Total .................. 148,456 174,571 327,772 296,335 377,341 482,089 385,097 305,867 223,486 307,233 3.026,051 302,605
Economic Assist. Total 144,795 168,950 319,431 282,261 357,908 458,953 362,547 291,780 219,941 300,078 2,904,448 290,445

Source: U.S. Agency for International Development, Overseas Loans and Grants, Series of Yearly Data.
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and Suriname were considered "Caribbean" because of historical
and cultural factors.

Many Caribbean territories did not receive U.S. foreign aid for a
variety of reasons. Cuba did not qualify because it was a commu-
nist country. Other islands were not favored for U.S. foreign aid be-
cause they were not independent and received funds from their
own governments-the dependencies of the British West Indies,
overseas French territories, and the Netherlands Antilles. The
United States supported Puerto Rico and the U.S. Virgin Islands,
but not through it foreign aid program. The Bahamas did not re-
ceive U.S. foreign aid because of its high per capita income. Surin-
ame, Barbados, and Trinidad and Tobago were only minor recipi-
ents of U.S. aid because of their relatively high per capita incomes
as well.

The United States was the major bilateral donor to the region
during the 1980s. Other substantial bilateral donors, in order of im-
portance as of 1989, were Canada, Germany, Japan, Italy, Britain,
and France. 2 In many Caribbean countries the United States was
also the largest overall donor, even after considering the multilat-
eral donors, such as the International Monetary Fund (IMF), World
Bank, Inter-American Development Bank, and the Caribbean De-
velopment Bank. The funding levels of multilateral institutions
fluctuated more than bilateral assistance because they provided
specific loans rather than annual amounts.

The overall levels of aid to the region during the 1980s were
roughly average with the levels provided since the 1960s, although
within that 30-year time period there were many fluctuations of
the total level. Levels of aid were quite high in the 1960s given the
political turmoil of the Cuban Revolution. Subsequent aid flows to
the region, under the Alliance for Progress, greatly increased over
previous levels. Aid declined considerably in the 1970s and in-
creased anew in the 1980s, as the U.S. government once again em-
phasized the region, as symbolized by the CBI.

The type of U.S. foreign aid provided to the Caribbean in the
1980s was significantly different than that of the 1970s. Economic
Support Funds (ESF) to our closest allies predominated in the
1980s, particularly in the 1981-1987 time period (See Figure 1). ESF
provided monies for balance of payments support and policy re-
forms rather than being targeted for particular development
projects. ESF assistance fluctuated more than any other U.S. assist-
ance category in the 1980s, with the greatest shifts related to the
CBI and Grenadian reconstruction after the 1983 coup and inter-
vention. Project-related assistance, called Development Assistance
(DA), averaged about $100 million per year during the decade. Food
aid, often referred to as "PL-480" after its legislative authoriza-
tion, was relatively consistent, like DA, averaging slightly under
$100 million a year.

Prominent changes in the type of U.S. foreign aid to the Caribbe-
an in the 1980s largely determined the content of the aid. AID
often targeted large amounts of ESF for specific policy reforms.

2 U.S. Agency for International Development. Latin America and the Caribbean. Selected Eco-
nomic and Social Data. By Nassif, Joseph E., J. Peter McLain, and James W. Fox. Washington,
April 1992.
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FIGURE 1.

The objective of the leveraged policy reform was to encourage more
market-oriented, export-led, and democratic societies: sustainable,
growth-oriented democracies. ESF served as AID's major leverage
in policy dialogue with host-country governments, which typically
went beyond economics to include democratic elections, narcotics
control, and other socioeconomic issues.

The most notable change in DA was the increased focus on the
private sector. This private sector focus came on the heels of two
decades of strengthening public sector institutions throughout the
hemisphere. Other changes in the content of DA reflected growing
Congressional use of earmarks for specific programs. Programs in
child survival, micro-enterprise, and rural electrification were tar-
gets of such Congressional involvement.

U.S. foreign aid efforts to the Caribbean in the 1980s were great-
er than the total of AID's activities. For example, the Inter-Ameri-
can Foundation (IAF) and the Peace Corps also provided modest
amounts of U.S. "development" assistance to the region. 3 The IAF,
an autonomous agency, funded grassroots, self-help organizations.
The Peace Corps played a similar role of local assistance but its

3 These amounts are not included in our assistance tables in this report because they are only
a very small percentage of overall aid.

U.S. Economic Assistance
to the Caribbean in the 19808

U.S. $ Millions (Thousands)
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mandate was broader than the IAF. Peace Corps volunteers partici-
pated in both AID and IAF projects in the region, but also ran
many of their own small projects. The Peace Corps in the 1980s
also expanded its focus on private sector development, typically in
micro and small businesses.

Other U.S. government agencies actively supported the emphasis
on markets and the private sector in the Caribbean, mainly in the
context of the CBI. Although AID administered most assistance,
the Overseas Private Investment Corporation, the Department of
Transportation, the Export-Import Bank, and the Customs Service
of the Department of Treasury all enhanced and expanded trade
and investment efforts in the region. The Department of Com-
merce, through its Caribbean Basin Information Center and its
normal regional offices, provided information packages, investment
climate statements, economic trends, special product advice, invest-
ment missions, an active investor match program, and a monthly
networking newsletter on the CBI. The Department of Agriculture
similarly promoted the CBI through frequent agribusiness market-
ing workshops, technical assistance missions, and important regula-
tory information on U.S. import standards. The Office of the U.S.
Trade Representative oversaw bilateral investment and textile
agreements and, beginning in 1987, hired an ombudsman to direct
an inter-agency task force on the CBI.

The U.S. private sector also helped create a strong private busi-
ness and advocacy network to further the aims of trade and invest-
ment in the Caribbean. The result was an economic development
program much greater than the sum of its parts. The close coopera-
tion of the U.S. government and private sector boosted the opti-
mism of local leaders, prompting important attitudinal changes in
favor of the private sector as an engine of growth.

The United States provided military aid to the Caribbean
throughout the decade. This article does not describe military aid
in any detail, but does include those figures in Tables 1 and 2. 4

COUNTRY PROFILES-MAJOR RECIPIENTS

JAMAICA

Jamaica was by far the greatest recipient of U.S. foreign aid in
the Caribbean in the 1980s. In 1981 and 1982 alone, Jamaica re-
ceived more assistance from the United States than it did during
the entire previous postwar period. From 1981 to 1985, Jamaica
ranked as the second or third per capita recipient of AID funding
worldwide, or around the tenth in absolute terms. 5 Needless to
say, the United States was by far the largest bilateral donor in Ja-
maica in this time period. Throughout the decade, the United
States provided Jamaica with nearly US$1 billion, or more than
one-third of total U.S. assistance to the Caribbean in the decade.
Most funding consisted of ESF grants for economic policy reforms,
many of which were in support of IMF and World Bank reforms.

4The direct aid of U.S. government agencies other than AID is not included. The point of
emphasis here is that the increased focus of these other agencies on the Caribbean had a signifi-
cant impact, one that is not readily reflected in normal foreign aid statistics.

5 Hudson, Rex A. and Daniel J. Seyler. Jamaica. Islands of the Commonwealth Caribbean: A
Regional Study. Meditz, Sandra W. and Dennis M. Hanratty, eds. Washington, GPO, 1991.
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American largess toward Jamaica in the 1980s was intended to
show strong support for Edward Seaga, who headed Jamaica's
Labor Party. Seaga, who placed strong emphasis on a market-ori-
ented economy, replaced the People's National Party's Michael
Manley, who presided over a socialist government in the 1970s.
Seaga's electoral victory coincided closely with that of President
Reagan in the United States. Seaga was the first head of state to
visit the Reagan White House, and the two chief executives soon
developed a close affinity in economic and foreign policy that lasted
during each's two consecutive terms in office. 6

Prime Minister Seaga engaged President Reagan in a dialogue
concerning a "Marshall Plan for the Caribbean," which eventually
took the form of the CBI. In his speech launching the CBI in Feb-
ruary 1982, President Reagan singled out the island, stating that
"Jamaica is making freedom work." 7 AID's Country Development
Strategy Statement, its major long-term planning document, de-
clared two years later that "ample opportunities exist for the Ja-
maican economy to become a private sector led growth example to
the region." 8 In addition to encouraging macroeconomic policy re-
forms, the AID Mission to Jamaica also continued previous pro-
grams in health, population, and agriculture and started new ones
in acquired immune deficiency syndrome (AIDS) and drug aware-
ness, democracy and justice, private sector development, and natu-
ral resource management during the decade. AID continued its
strong support of Jamaica after the 1989 re-election of Michael
Manley who had subsequently embraced the principles of market
economics.

DOMINICAN REPUBLIC

Trends in U.S. assistance to the Dominican Republic were not as
dramatic as Jamaica, but the levels were significant. The United
States was the major bilateral donor to the Dominican Republic,
furnishing somewhere between one-quarter and one-half of its bi-
lateral assistance. The Dominican Republic became one of the top
recipients of U.S. aid in 1966, when US$100 million in economic as-
sistance flowed in the aftermath of the U.S. occupation in 1965. As-
sistance slowed during the 1970s, averaging only $21 million a
year. AID strengthened its presence in the 1980s, peaking with the
CBI flows during 1984 to 1986, when U.S. assistance totaled $120
million per year. During this same period, however, severe cut-
backs in the U.S. sugar quota with the Dominican Republic offset
much of the foreign exchange gained through economic assistance.

The composition of U.S. assistance to the Dominican Republic
changed distinctly during the 1980s. The overall portion of DA de-
clined from 56 percent in 1979 to only 10 percent in 1985 and in-
creased again to 26 percent in 1989. These changes in DA levels
were the direct result of increased use of ESF, which jumped from
0 percent in 1979 to 29 percent in 1987, with a high of 57 percent in

6 For more on this theme, see: Tollefson, Scott D. Jamaica: The Limits of a Showcase Policy.

SAIS Review, v. 5, no. 2, Summer-Fall 1985. p. 189-204.
Weekly Compilation of Presidential Documents. v. 8, no. 8.
U.S. Agency for International Development. Country Development Strategy Statement FY

1986. USAID/Jamaica. January 1984.
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1985. By 1989, the Dominican Republic ceased to receive ESF be-
cause of the reluctance of the government to engage in meaningful
economic reform. Food aid remained constant at about 45 percent.

The focus of AID's program in the Dominican Republic shifted
considerably as well, from an emphasis on basic human needs in
favor of economic policy reform and private sector development.
The Dominican Republic became a showcase for private sector de-
velopment and the CBI largely because of its activist free-zone
policy rather than for its economic policy reform, which was lack-
ing. From 1985 to 1989, the number of free zones more than dou-
bled from 6 to 15; employment in the zones jumped from 36,000 to
nearly 100,000; and the number of companies in the zones in-
creased from 146 to in excess of 220. 9

HAITI

Haiti's bilateral aid relationship with the United States was di-
rectly tied to its chronic problems with governance and its stark
poverty. The United States was the most important source of bilat-
eral economic assistance to Haiti in the 1980s and was the only
donor country that maintained a resident AID mission. The U.S.
foreign aid program in Haiti was a foreign aid bellwether, often de-
termining the role of other bilateral donors. Although AID had a
permanent presence in Haiti, AID briefly closed its operations on
several occasions because of political disruptions.

Haiti did not participate in the Alliance for Progress and did not
receive U.S. foreign aid until the United States resumed it in 1973
under Jean-Claude Duvalier. This aid continued in various forms
until January 1986, a month before the end of the Duvalier era.
The United States provided unprecedented amounts of aid to Haiti
three weeks after Duvalier's exile, but severed non-humanitarian
aid after the electoral violence of November 1987. AID funding
averaged $43 million per year from 1981 to 1985 and doubled in
1986 and 1987, before returning to the early levels for the rest of
the decade. Development assistance in the late 1980s remained tied
to progress toward solving the chronic problem of democratic rule.

The implementation of U.S. assistance in Haiti was distinct from
most countries. The most striking characteristic of most U.S. aid
during the 1980s was that it circumvented the Haitian government.
After limited success in the 1970s, AID in 1982 began to channel an
increasing percentage of its assistance via nongovernmental organi-
zations rather than Haitian ministries, a policy shift that the U.S.
Congress legislated into the 1981 Foreign Assistance Act. 10 This
approach provided the best means to bypass government corruption
and military regimes that enriched a small elite rather than im-
proved the lives of Haiti's poor, the poorest in the Hemisphere and
among the most destitute in the world. Thus, private voluntary and
relief organizations administered most American aid. The nongov-
ernmental organization approach proved so much more efficient
and effective that by the late 1980s AID distributed all of its hu-

9Daniel J. Seyler. Dominican Republic: The Economy. Dominican Republic and Haiti Country
Studies. Haggarty, Richard A., ed. Washington, GPO, 1991.

10 Daniel J. Seyler. Haiti: The Economy. Dominican Republic and Haiti: Country Studies.
Haggarty, Richard A., ed. Washington, GPO, 1991.
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manitarian aid through a network of nongovernmental organiza-
tions. II

AID's major goals in Haiti were to augment the country's human
resources by way of increased health and nutrition, family plan-
ning, and education opportunities; foster policy reform aimed at
economic growth, private-sector development, and export promo-
tion; and to ameliorate rural conditions through soil conservation,
agro-forestry, and watershed management.

BELIZE

Formerly British Honduras, Belize gained its independence in
1981 and by 1983 became a recipient of U.S. foreign aid. Although
located in Central America, Belize shares the British democratic
and cultural tradition of the rest of the English-speaking Caribbe-
an. Belize is also a member of the Caribbean Community (CARI-
COM), the regional organization of primarily English-speaking Car-
ibbean countries. U.S. assistance to Belize from 1983 to 1989 aver-
aged nearly $12 million, with more than half of that coming from
DA funds. AID provided ESF in 1983 and from 1985 to 1987, but
since then DA was the sole source of aid. Belize did not receive any
American food aid in the 1980s. Given the country's small popula-
tion of 200,000, it was a large recipient of aid in per capita terms.

U.S. aid to Belize favored private sector development. This came
in the form of projects aimed at small business development, tax
reform, investment promotion, and export growth. The AID portfo-
lio in Belize also emphasized preservation of the country's rather
pristine tropical natural resource base. By the late 1980s, environ-
mental concerns were a high priority of U.S. assistance.

EASTERN CARIBBEAN

The Eastern Caribbean, as referred to by AID, included the Eng-
lish-speaking nations of the Leeward Islands (Antigua and Barbu-
da, St. Kitts and Nevis) and the Windward Islands (Dominica, Gre-
nada, St. Lucia, and St. Vincent and the Grenadines), all of which
were members of the Organization of Eastern Caribbean States
(OECS). Barbados was the headquarters for AID's assistance to this
subregion. British dependencies, particularly Montserrat and the
British Virgin Islands, occasionally benefited from some regional
programs.

The AID Mission to the Eastern Caribbean (Regional Develop-
ment Office for the Caribbean) based in Barbados, operated pro-
grams and projects through regional organizations to the six East-
ern Caribbean countries. Most projects functioned on a region-wide
basis. Assistance to this subregion peaked in 1982 at $66 million.
Assistance levels averaged $56 million per year from 1982 to 1987.
U.S. aid declined to $30 million by 1989, and was expected to con-
tinue to decrease in the 1990s as these countries attained higher
per capita incomes.

The Eastern Caribbean islands in the 1980s represented a micro-
cosm of the challenges that the Caribbean at large faced. As a

II For a much more critical description, see: Dewind, Josh and David H. Kinley III. Aiding

Migration: The Impact of International Development Assistance on Haiti. Boulder, Westview

Press, 1988.
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result of their small size, they were the most economically depend-
ent nations of the Caribbean-dependent on trade, tourism, and
usually either bananas or sugar for their economic survival. Their
small size and dependence also made these islands vulnerable to
international economic and natural forces, such as oil crises and
devastating hurricanes. Independent since the 1970s and 1980s, the
nations of the Eastern Caribbean had strong democratic traditions,
with the exception of Grenada.

Grenada was a separate case in other ways as well. Grenada
became a significant recipient of U.S. foreign aid after the events
of October 1983. U.S. assistance after 1983 sought to stabilize the
economy, reform economic policies, offset the departure of Cubans
supporting the Grenadian social sector, and complete the building
of their controversial airport at point Salinas. As such, in 1983 Gre-
nada briefly became AID's only resident bilateral mission in the
Eastern Caribbean.

AID's strategy in the Eastern Caribbean during the 1980s sought
to consolidate the subregion's already solid gains in education and
health, build on the results of British aid (since the 1940s), and
begin the arduous task of economic diversification out of sugar and
bananas as well as other traditional crops such as cocoa, arrowroot,
and nutmeg. AID promoted economic diversification through mac-
roeconomic reform to support these economies' greater responsive-
ness to market signals and to position the private sector to be the
engine of economic growth. Economic diversification focused on the
development of tourism, expansion of export manufacturing, infor-
mation processing services, and increased export of nontraditional
agricultural products, such as tropical fruits, "winter" vegetables,
cut flowers, etc.

AID's assistance was not limited, however, to economic reform
and growth. AID invested heavily to maintain and improve the su-
bregion's excellent social indicators and democratic institutions. A
major focus of the program was "child survival" activities, such as
immunization and childhood disease control, especially diarrhea.
Social sector support included primary education and AIDS aware-
ness. AID also strengthened the justice systems in several countries
and supported the first comprehensive research on the environ-
mental status of these islands.

COUNTRY PROFILES-MINOR RECIPIENTS

BARBADOS

Barbados was a minor recipient of U.S. assistance because of its
relatively prosperous economy, receiving about $250,000 in food aid
between 1980 and 1982 and about $270,000 total in DA for 1988 and
1989. In the 1980s Barbados remained an important regional
center-the home of the U.S. Embassy for several Eastern Caribbe-
an islands, AID's Regional Development Office for the Caribbean,
the Caribbean Development Bank, the Caribbean Association for
Industry and Commerce, the Caribbean Tourism Organization, and
the University of the West Indies (UWI), all of which affected its
role in U.S. foreign aid.
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GUYANA

U.S. foreign aid played a very minor role in Guyana in the 1980s.
The United States provided slightly over $5.5 million in DA be-
tween 1980 and 1983. Other U.S. aid came in the form of food aid,
which peaked in 1988 and 1989 when the U.S. government loaned
the Guyanese government $7 million in food aid per year. A large
country with considerable agricultural and mineral potential,
Guyana suffered from economic mismanagement since the late
1960s. In the late 1980s, Guyana embarked on a strict program of
economic reform with promises of political reforms as well. AID
sought to increase its support for these economic and political re-
forms based on tangible progress in Guyana, particularly in elec-
tions.

SURINAME

Formerly Dutch Guiana, Suriname was a relatively harmonious
multi-ethnic society until it stumbled in 1980 with the rise of a
military-dominated government. As the political situation intensi-
fied in 1982, AID provided $500,000 in ESF in an attempt to moder-
ate the military government of Desi Bouterse. Suriname anticipat-
ed one of the highest per capita levels of foreign aid in the world,
coming from the Dutch, upon the resolution of its internal electoral
problems which were not resolved during the 1980s.

TRINIDAD AND TOBAGO

As one of the few oil producing nations of the Caribbean, Trini-
dad and Tobago boasted one the region's highest standards of
living. Trinidad's relative prosperity waned considerably in the
1980s with the plummeting of international oil prices and the real-
izations of subsequently needed structural economic reforms. Help-
ing to cushion the effects of these reforms, AID provided a $2 mil-
lion grant of food aid in 1989, which represented the only direct
U.S. assistance. Trinidad also benefited indirectly from certain re-
gional programs at UWI and the Caribbean Agricultural Research
and Development Institute.

IMPACT OF U.S. FOREIGN AID TO THE CARIBBEAN IN THE 1980s

The limited space of this paper does not allow for a comprehen-
sive inventory of all AID's project successes and failures in the Car-
ibbean -during the 1980s. We provide a synthesis of some of the
evaluation results along with a presentation of selected indicators
to examine the overall impact of AID's assistance at the macro
level. The indicators chosen are those that are meaningful and
readily available for both AID-assisted countries and non-AID as-
sisted countries. The quantity and quality of data on both sets of
countries in the Caribbean is often poor. 12 In this section we also

12 Data on Eastern Caribbean countries do not even appear in the comprehensive statistical
appendices of the World Banks annual World Development Report or several United Nations
publications because of their small populations.

comparing AID-assisted and non-AID-assisted countries allows one to examine the overall
trends in social and economic performance of these countries. We do this conscious of the many
caveats of the data of small island economies and a limited sample of countries.
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introduce some of the criticisms of the AID program in the Carib-
bean for this period.

ECONOMIC POLICY REFORM

A major accomplishment of the AID program in the Caribbean in
the 1980s was significant changes in macroeconomic and regulatory
policies to open these economies to market forces and greater pri-
vate sector involvement. The Caribbean countries achieved these
reforms in the region wide push for increased foreign investment
and non-traditional exports under the rubric of the CBI, often with
direct AID support. Compared with the policy frameworks of Carib-
bean countries during the 1970s, progress in economic policy
reform in the 1980s was significant, but inconsistent.

Using economic growth as a chief indicator of successful reform,
several trends emerged. (See Table 3.) These trends appeared in the
form of four basic outcomes. First, in the case where AID provided
its most substantial absolute level of funds for reform, significant
reforms were enacted, but growth was moderate at best-the case
of Jamaica. Second, where AID provided its highest per capita
levels for reform, reforms were enacted, and growth performance
was excellent-the case of Belize and much of the Eastern Caribbe-
an. Third, where AID provided substantial absolute levels of funds
for reform, few reforms were enacted, but some growth occurred-
the case of the Dominican Republic. Fourth, where AID provided
substantial funds but little of the advice for reform was followed,
and the growth that resulted was poor-the case of Haiti.

TABLE 3. Real GDP Growth Rate for Caribbean Countries in the 1980's.
(% Change)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1981-1989

Major AID-Assisted Countries
Antigua ........ .. na 3.9 -1.3 6.4 6.5 6.7 16.9 8.8 7.7 3.7 6.6%
Belize .......... 3.6 1.4 -1.7 -0.6 4.8 2.2 4.8 14.3 9.7 13.3 5.2%
Dominica .......... na 6.3 2.7 2.1 5.5 1.7 6.8 6.8 8.0 -1.5 4.3%
Dominican Rep .......... 6.1 4.1 1.8 5.2 0.5 -2.6 3.2 6.6 0.7 4.1 3.0%
Grenada .......... 0.2 0.2 5.3 1.0 5.6 4.9 5.5 6.0 5.3 5.7 4.0%
Haiti .......... 7.6 -2.8 -3.4 0.8 0.3 0.2 0.6 0.6 1.5 -1.5 0.1%
Jamaica .......... -6.2 2.5 0.8 2.2 0.9 -3.7 3.9 5.5 2.7 4.9 1.2%
St. Kitts-Nevis .......... na 6.5 2.2 -2.4 3.0 14.8 6.7 6.9 8.4 5.6 5.8%
St. Lucia .......... na 0.2 3.0 4.1 5.0 6.0 5.8 2.1 6.8 4.0 4.1%
St. Vincent-Gren .......... na 9.2 2.5 5.1 9.6 4.6 7.2 6.3 8.6 5.9 6.5%

Minor AID-Assisted Countries
Barbados .......... na 1.9 -5.0 0.4 3.6 1.0 4.7 2.6 3.5 3.6 1.4%
Guyana .......... 1.6 0.3 -10.4 -9.3 2.1 1.0 -0.9 0.9 -2.6 -3.3 -2.1%
Latin America and

Caribbean Region 2.3 0.9 -0.8 -3.3 3.4 3.6 4.0 3.3 0.8 1.7 1.6%

Source: "Latin America and the Caribbean. Selected Economic and Social Data." (AID), April, 1992.

AID learned specific lessons about the economic policy reform
process. One important and specific lesson that AID learned con-
cerned the pace of reform. Economic reforms attempted in Grenada
after 1983 were under an accelerated timetable. The pace of these
reforms, Grenadian government policies, and other factors caused
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many of these reforms to falter. 13 By contrast, AID-sponsored
reform in Dominica occurred in phases, with strong government
support, which resulted in much more sustainable policies. 14

Those opposed to AID's policy reform program usually criticized
the Reagan and Bush Administrations' propensity toward orthodox
economics and export-led growth models. 15 Critics pointed to AID's
often close relationship with the austerity policies prescribed by
the IMF and the World Bank, which they argued placed a dispro-
portionate share of the austerity on the poor. AID and other donors
complemented subsequent reform packages with special funds to
protect the poor during adjustment. The most notable case in the
Caribbean was the food stamps program in Jamaica recognized by
the World Bank's World Development Report 1990 as a pioneering
program. The issue of orthodox economics remained largely unre-
solved, but many critics of export-led growth, including certain Car-
ibbean leaders, retreated from their once passionate criticism of
such models. Many of these leaders changed their views on export-
driven growth given the strong empirical evidence of the perform-
ance of export-oriented economies in East Asia.

PRIVATE SECTOR DEVELOPMENT

AID's impact in the Caribbean during the 1980s was most pro-
nounced in the area of private sector development. As the agency's
increasing priority, the private sector programs of AID functioned
closely with many U.S. agencies. Data in Tables 4 and 5 demon-
strate the superior performance of AID-assisted countries in' the
region in terms of investment, job creation, sales, and exports.

AID activities often served as a core of activities supporting the
CBI-economic policy reform, privatization, firm-level assistance,
dialogue on regulatory bottlenecks, and overall intensive invest-
ment and export promotion. 16 This was also true in non-CBI areas,
such as tourism. The region's tourism industry benefited from the
overall zealous promotion of the region in general and investment
in particular. Although the strong growth of the U.S. economy was
a strong factor in the increase in tourist arrivals, promotion of
many of the AID-assisted countries contributed in a significant way
to their internal development.

The more sobering impact of the activities of AID and the U.S.
government's push toward private sector development was that
this concerted and unprecedented effort was unlikely to ever be re-
peated with such high-level support and intensive implementation.
However, the impact of this effort was significant, such that non-
traditional exports (manufactured goods and agricultural products)

13 U.S. Agency for International Development., Bureau for Latin America and the Caribbean.
Regional Development Office. Project Assistance Completion Report: Grenada Economic Structur-
al Adjustment Program. Grenada, September 30, 1990.

14 Lieberson, Joseph, Donald W. Bowles, and E. LeRoy Roach. Impact Evaluation of A.I.D.
Policy Reform Programs in Dominica and Grenada (A.I.D. Impact Evaluation Report, no. 72).
U.S. Agency for International Development, Bureau for Program and Policy Coordination,
Center for Development, Information, and Evaluation. Washington, January 1990.

'5 See, for example: Barry, Tom, Beth Wood, and Deb Preusch. The Other Side of Paradise
Foreign Control in the Caribbean. New York, Grove Press, 1984.

6 For more on this topic, see Daniel J. Seyler, "The CBI and Caribbean Industrialization: An
Assessment of the First Five Years and the Outlook under CBI II", Latin American Studies As-
sociation, December 1989, Miami, Fl.
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TABLE 4. Caribbean Investment Performance.

(1984-1987)

# of New Sales from All New
Investments Investments

AID-Assisted Countries
Antigua and Barbuda .................. 17 6,473,838
Belize .................. 34 3,910,016
Dominica ................... 7 11,535,184
Dominican Republic .................. 134 142,714,457
Grenada .................. 12 7,881,851
Haiti .................. 21 1,500,000
Jamaica .................. 100 140,018,499
St. Kitt/Nevis .................. 13 10,150,000
St. Lucia .................. 25 11,488,000
St. Vincent .................. .4 14,592,592

AID-Assisted Total .................. 367 350,264,437
Average ............................................ 37 35,026,444

Non-AID-Assisted Countries
Aruba .................. 14 N/A
Bahamas ................... 9 80,797,888
Barbados .................. 14 24,330,313
British Virgin Islands .................. 4 4,700,000
Montserrat ................... 1 43,000
Netherland Antilles .................. 1 N/A
Trinidad and Tobago ................... 5 21,930,000

Non-AID Assisted Total ................... 48 131,801,201
Average ............................................ 7 26,360,240

Source: U.S. Department of Commerce, "Caribbean Basin Investment
Survey", 1988.

to the United States increased by an average of 17 percent between
1983 and 1991 (see Table 6). Manufactured exports accounted for
close to 18 percent with Grenada, Jamaica, Dominica, and the Do-
minican Republic showing the greatest increases. Where there
were limitations, many of these could be seen as structural limita-
tions of these unique island economies rather than a criticism of
U.S. foreign aid policy.17

The most frequent criticisms of U.S. foreign aid to the Caribbean
in the 1980s occurred with regard to the CBI and the private sector
approach. The basis of this criticism was that AID transferred an
inordinate amount of its resources from its "basic human needs"
programs to its private sector programs. Some Members of the U.S.
Congress and others adopted this criticism toward AID in general,
not only toward the Caribbean. AID did in fact keep most of its
social sector work of the 1970s. In many instances, AID in the
1980s also experimented with private delivery mechanisms for
social services, such as health and education. These approaches
often proved successful and sustainable. Increased funding allowed
for much of the private sector program, but AID did curtail some
social programs.

11 For a different interpretation, see: Martin, Atherton, Steve Hellinger, and Daniel Soloman.

Prospects and Realities: The CBI Revisited. Washington, The Development Group for Alterna-

tive Policies, 1985.
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TABLE 5. CBI Job Creation.
(1984-1987)

Total CBI
Export Jobs Country- Share

Jobs

AID-Assisted Countries
Antigua and Barbuda .................. 1,462 24,000 6.1%
Belize .................. 1,036 45,000 2.3%
Dominica .................. 700 20,000 3.5%
Dominican Republic .................. 35,333 1,800,000 2.0%
Grenada .................. 1,244 29,000 4.3%
Haiti .................. 3,605 1,200,000 0.3%
Jamaica .................. 21,237 570,000 3.7%
St. Kitt/Nevis .................. 1,234 15,000 8.2%
St. Lucia .................. 3,872 31,000 12.5%
St. Vincent .................. 1,650 44,000 3.8%

AID-Assisted Total .................. 71,373 3,778,000
AID-Assisted Average .................. 7,137 377,800 4.7%
Non-AID-Assisted Countries

Aruba .................. 871 18,000 4.8%
Bahamas .................. 1,568 92,000 1.7%
Barbados.; .................. 1,149 92,000 1.2%
British Virgin Islands .................. 93 5,000 1.9%
Montserrat ................... 36 5,000 0.7%
Netherland Antilles .................. 21 62,000 0.0%
Trinidad and Tobago .................. 235 400,000 0.1%

Non-AID Assisted Total .................. 3,973 674,000
Non-AID Assisted Average ................ 568 96,286 1.5%

Source: U.S. Department of Commerce, "Caribbean Basin Investment
Survey", 1988 and James W. Fox, "Is the Caribbean Basin Initiative
Working?", AID, March 7, 1989.

The overall impact of these changes is still unknown, but virtual-
ly all AID-assisted countries were enjoying higher growth rates at
the end of the decade than at the beginning. All child vaccination
rates were up substantially, and per capita daily calorie supply re-
mained level or increased. Haiti is the one exception to these im-
provements. Clearly, economic growth is necessary for social devel-
opment, but not sufficient in itself. According to the World Bank, it
is a mix of social expenditures with market and export-led growth
that best maximizes the reduction of poverty. 18

As detailed below, the social indicators for most AID-assisted
Caribbean countries improved substantially during the 1980s (See
Table 7). Some analysts say this improvement in social indicators is
because of the private sector growth, and others say it occurred in
spite of such policies. One of the more fascinating AID evaluations
in the 1980s demonstrated that in the Dominican Republic the
switch from basic human needs to private sector development pro-
grams resulted in greatly increased female employment, which in

la World Bank. World Development Report 1990.
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TABLE 6. Nontraditional Exports of AID-Assisted Caribbean Countries to the United States,
1983-91

(millions of current U.S $)

Annual

Country 1983 1984 1985 1986 1987 1988 1989 1990 1991 Rate
83-91

Dominican Republic
Nontraditional..........290.3 370.8 462.8 558.4 728.5 974.8 1,197.8 1,303.9 1,622.5 24.0

Manuactured . 256.6 332.0 420.9 513.1 687.6 931.1 1,150.9 1,256.0 1,569.3 25.4
Fruit/vegetable/plant .. 33.7 38.9 42.0 45.3 40.9 43.7 46.9 47.8 53.2 5.9

Haiti
Nontraditional..........292.9 335.9 354.2 345.2 370.4 363.1 354.0 325.4 265.2 -1.2

Manufactured . 288.1 330.4 348.7 339.6 364.5 358.0 347.5 318.9 257.4 -1.4
Fruit/vegetable/plant 4.8 4.9 5.5 5.4 5.9 5.1 6.4 6.5 7.8 6.3

Jamaica
Nontraditional..........24.6 42.7 88.5 142.1 229.6 252.3 275.2 293.9 304.5 37.0

Manufactured . 18.9 33.5 75.4 129.5 219.2 242.1 266.2 281.3 293.4 40.9
Fruit/vegetable/plant 5.7 9.2 13.1 12.7 10.4 10.2 9.0 12.6 11.1 8.7

Antigua
Nontraditional . 6.2 6.9 10.2 9.3 7.0 4.2 2.8 1.4 1.0 -19.9

Manufactured.........6.2 6.9 10.1 8.7 6.7 4.0 2.7 1.3 0.8 -22.9
Fruit/vegetable/plant .001 .000 .066 .560 .351 .142 .118 .038 .269 101.2

Dominica
Nontraditional ..... 2 .1 9.2 9.5 6.7 5.8 6.4 7.3 3.7 42.4

Manufactured..... . 2 .1 8.9 8.8 6.1 5.6 6.3 6.4 3.5 41.1
Fruit/vegetable/plant .001 .014 .250 .692 .570 .186 .050 .873 .280 102.3

Grenada
Nontraditional ...... 9. . 0 .2 .9 2.1 2.1 4.4 6.0 6.2 5.9 112.7

Manufactured ......... 0 .2 .9 2.1 2.1 4.4 5.9 6.1 5.7 115.9
Fruit/vegetable/plant .002 .000 .007 .002 .011 .011 .017 .127 .190 76.7

Monserrat
Nontraditional. 9 .9 2.2 2.6 1.9 2.0 2.2 .5 2.1 11.6

Manufactured 588...729.8.8. 9 .9 2.0 2.6 1.9 2.0 2.2 .5 2.0 11.6
Fruit/vegetable/plant. 000 .002 .154 .037 .024 .001 .015 .017 .013 N/A

St. Kitts-Nevis
Nontraditional.......... 9.5 16.4 13.6 17.4 20.1 16.7 16.9 15.0 11.5 2.5

Manufactured ............... 9.5 16.4 13.5 17.4 20.1 16.7 16.9 15.0 11.5 2.4
Fruita/vegetable/plant. 005 2016 .059 .001 .000 .000 .000 .022 .026 22.9

St. Lucia
Nontraditional.......... 4.5 6.6 10.8 10.7 16.8 24.2 23.4 26.1 21.2 21.5

Manufactured . the.i4.4 6.5 10.7 10.7 16.8 24.1 23.4 26.1 20.2 20.9
Fruit/vegetable/plant .025 .021 .023 .003 .051 .012 .031 .003 .907 56.7

St. Vincent-Grenadines
Nontraditional . Systems 4.2 3.0 7.6 7.6 8.3 13.2 8.9 6.7 4.5 1.0

Manufactured ................ 4.2 3.0 7.5 7.4 8.3 13.2 8.9 6.6 4.3 .5
Fruit/vegetable/plant. 004 .002 .017 .161 .025 .043 .042 .085 .166 59.3

TOTAL
Nontraditional..........633.1 782.8 959.8 1,104.9 1,391.4 1,660.6 1,893.5 1,986.6 2,242.1 17.1
Manufactured.........588.9 729.8 898.7 1,040.0 1,333.1 1,601.2 1,830.9 1,918.3 2,168.2 17.7
Fruit/vegetable/plant.. 44.2 53.0 61.1 64.8 68.3 58.4 62.6 68.1 73.9 6.8

Note: Nontraditional exports consists of manufactured exports plus fruit/vegetable/plant exports to tbe United Stales defined
as follows: manufacutured exports include SITC 50 tbrougb 89, less Nonferous Metals, SIXC 68: fruit vegetables, and plant
exports include SIXC 05 (fruit and vegetable) plus SITC 29 (crude vegetable) less SIXC 057.3 (bananas, including plantains).

Source: U.S..Deportment of Commerce, Imports fur Consumption, Customs Value.

turn caused the social indicators of their children to improve no-
ticeably. 19

'9 Management Systems International, Inc. and Arthur Young and Co. Impact on the Poor of

VSA ID's Private Sector Programxs in the Dominican Republic. Agency for International Develop-
ment, April 1989.
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TABLE 7. Selected Social Indicators.

Population Growth Rate % OPT Vaccination Daily Calorie Supply Per
(%) Coverage Capita

1981 1985 1989 1980 1985 1989 1980 1985 1988

AID-Assisted Countries
Antigua and Barbuda... -0.4 -0.4 0.1 54 100 100 2,116 2,143 2,222
Belize ............ 2.8 2.7 2.6 54 59 80 2,687 2,557 2,649
Dominica ............ . 0 1.4 1.6 63 91 94 2,493 2,810 2,877
Dominican Republic 2.4 2.4 2.3 35 18 47 2,288 2,341 2,357
Grenada .............- 1.4 -0.6 -0.4 25 61 87 2,623 2,893 2,979
Haiti .. 1.8 1.8 1.8 3 19 50 2,026 2,119 1,911
Jamaica ............ 1.4 1.5 0.6 34 60 85 2,587 2,544 2,572
St. Kitt/Nevis ............ -0.6 -1.6 -0.1 56 92 100 2,321 2,608 2,801
St. Lucia ............ 1.6 2.1 1.6 56 87 92 2,329 2,635 2,821
St. Vincent ............ 1.6 1.3 1.3 26 90 98 2,480 2,694 2,818

Non-AID-Assisted Countries
Barbados ............ -0.1 0.2 0 60 83 91 3,112 3,189 3,228
Bahamas ............ 1.9 1.8 1.5 - - - 2,456 2,680 2,678
Bermuda ............ 0.2 0.2 0.2 - - - - - -
Cuba ............ 0.6 1 1.1 - - - - - -
French Guiana ............ 4.6 3.6 3.5 - - - - - -
Guyana ............ 0.3 -0.1 -0.4 35 75 83 2,436 2,402 2,373
Montserrat ............ 1.7 0.5 0.3 - - - - - -
Netherland Antilles . 0.7 0.8 0.2 - - - - - -
Suriname ............ -0.5 1.3 1.4 - - - 2,541 2,718 2,809
Trinidad and Tobago 1.6 1.8 1.1 24 75 77 2,927 3,000 2,960
Latin America and

Caribbean ............ 2.3 2.1 2.1 37 53 60 N/A N/A N/A

Source: "Latin America and the Caribbean. Selected Economic and Social Data." (AID), April, 1992.

SOCIAL SECTORS AND THE ENVIRONMENT

AID reduced its emphasis on "basic human needs" in the 1980s
in favor of "broadly based, sustainable, economic growth." The ef-
fectiveness of many of these previous activities is measurable at
the macro level, however, data reliability and attribution become
difficult. The policy change was initiated in order to bring about
systemic change and policy sustainability for growth, reaching as
many people as possible.

AID's assistance in the area of health often focused on health
care delivery systems, and financial sustainability on a country-
specific basis. for example, in Jamaica, AID successfully imple-
mented a program of decentralization in health care administra-
tion. AID experienced some limited success in providing a wide
array of health care services to Grenada after 1983. AID also
worked in restructuring the Ministries of Health in the Eastern
Caribbean countries. Numerous interventions in Caribbean coun-
tries in the area of child and maternal health, "child survival,"
such as the provision of inoculations and rehydration therapy,
helped improve infant mortality.

The major regional projects undertaken in the social sector in-
cluded AIDS awareness, drug awareness, and family planning. Al-
though AIDS and drug abuse worsened throughout the decade, as
they did worldwide, it is largely believed that AID's projects helped
stem the increase and accelerated the recognition of these prob-
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lems in the Caribbean. 20 The acknowledgment of these public
health concerns was critical because the Caribbean suffered from
much higher incidence rates of both AIDS and drug abuse than
many sub-regions. Various polls throughout the region indicated
that recognition of these health threats was increasing significant-
ly. 2 1

A regional population program also succeeded in lowering fertili-
ty rates and in raising awareness of the need for family planning
and lowered fertility rates. 22 This progress translated into tangible
improvements in the social indicators for the regions' citizens.

AID's assistance to education was much smaller than health.
AID developed a primary school curriculum, which also helped pro-
vide low-cost, quality educational materials to students. 23 Apart
from the primary school project, many of AID's education or
human resource development projects sought to remove the bottle-
neck of a shortage of private and public sector managers through
various regional programs. Although largely successful, many of
these activities were characterized by the Caribbean wide problem
of not being able to retain trained personnel who traditionally
move to better opportunities outside the region.

AID increasingly integrated environmental concerns into its
portfolio in the Caribbean during the 1980s. This came in two
major forms. First, AID integrated a strong environmental compo-
nent into many large agricultural projects, most typically in forest-
ry and improved watershed management projects. This was par-
ticularly the case in Jamaica, the Dominican Republic, Haiti, and
Belize. Haiti, of course, was the most dramatic case given that
country's advanced stage of deforestation, which AID helped retard
marginally through innovative agro-forestry projects. AID's disas-
ter preparedness program also played a similar role in defining the
threats to the unique environments of the Caribbean.

The second major component of AID's environmental program
for the Caribbean in the 1980s was expanded knowledge of the en-
vironmental equation as it relates to economic and social develop-
ment. AID accomplished this through in-depth environmental pro-
files for each Caribbean country, including those of the Eastern
Caribbean. These profiles were the first serious stocktaking of the
environmental status of these islands, or benchmarks against
which later studies would be judged. The impact of these two com-
ponents was still unclear in the early 1990s because of an inad-
equate time series of data.

AID's involvement in the social sectors and the environment was
less controversial than in economic policy reform and the private
sector. A limited number of critics of these latter programs felt

20 See, for example: Roseberry, Wendy, and Dennis Foote, et al. AIDS Communications and
Technical Services (ACTS) Project: Evaluation of Phase One and Plan of Activities for Phase
Two. University Research Corporation, February 16, 1991.

21 Increases in awareness alone may sound trivial to some. However, considerable research on
"social marketing", such as campaigns to use seat belts or stop smoking, demonstrate strong
successes in these types of programs.

22 Guengant, Jean-Pierre, Faith Wiltshire, et al. Final Evaluation Report: Caribbean Regional
Population and Development Project (538-0039)-CARICOM Component. U.S. Agency for Inter-
national Development, December 1987.

23 Massanari, Karl, and Errol Miller. Report of the External Terminal Evaluation of the UWI!
USAID Primary Education Project. U.S. Agency for International Development, 1985.
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that AID paid insufficient attention to the social needs in a rush to
reform economies toward greater productivity of the private sector.
Other critics alleged that the nontraditional agricultural and man-
ufacturing products, promoted by AID also caused undue harm to
the environment. On the whole, however, AID's program had a
positive impact in both the social and environmental areas and
also set the stage for greater systemic socioeconomic improvement.

THE DEMOCRACY PROGRAM

Increased democracy was a principal goal of AID's program in
the Caribbean, but AID's portfolio in this area, with the exception
of Haiti, was relatively small when compared to other Latin Ameri-
can countries. This was largely explained by the strong democratic
tradition in the English-speaking Caribbean. AID helped Grenada
in its return to democracy after 1983 and Guyana's move toward
democracy in the late 1980s. Otherwise, with the exception of
Haiti, AID's major activity in this area was the improvement of the
region's judicial system through improved training, policy reforms,
and renovated facilities. During the 1980s, AID projects trained
more than 450 judicial personnel in the Eastern Caribbean alone.
Legal reforms were not seen in isolation, however, as many re-
forms, such as improved court registries, sought an improved legal
and regulatory climate for investment and commerce.

AID's major focus on democracy in the region was Haiti. Fund-
ing for democracy in Haiti concentrated on mass media publicity of
elections, increased civic participation in elections, and the
strengthening of certain local institutions dedicated to human
rights and democracy. AID also collaborated with other institutions
of the Inter-American system, mainly through the Organization of
American States to promote democracy in Haiti.

There was less consensus on the development impact of AID's de-
mocracy program than the other programs, mainly because of the
novelty of these activities, particularly those in the justice sector.
Evaluations of AID's justice projects in the Caribbean and through-
out Latin America often criticized these activities as being too am-
bitious and dispersed among different institutions. This was gener-
ally the case in the Caribbean as well. 24 As for the electoral com-
ponent of the democracy programs, AID-assisted Caribbean coun-
tries that either remained democratic or became more democratic
during the 1980s, especially Grenada. The Haitian electorate final-
ly escaped the grip of the Duvalier dictatorship, but faced a long
and difficult transition to true democracy.

REGIONAL COOPERATION

AID worked with scores of regional institutions through the im-
plementation of its projects, especially through the Regional Devel-
opment Office for the Caribbean. AID's explicit emphasis on insti-
tution building per se, however, was notably reduced compared
with earlier years. AID began to stress more the use of institutions
to reach other ends rather than an end in itself. An example of

24 Mudge, Arthur, Joseph Archibald, and Duke E. Pollard. Caribbean Improvement of Justice
Project. (Eastern Caribbean and Belize): Mid-term Evaluation. Washington, TVT Associates, July
1989.
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this approach appeared in a successful AID project in helping East-
ern Caribbean nations import pharmaceutical products at a re-
duced rate through volume purchases. The project succeeded in re-
ducing unit costs by nearly half without strict dependence or the
close political cooperation of regional institutions, yet the region
and cooperation benefited.

Other examples of generally successful integration efforts includ-
ed projects with the following institutions: UWI (law, agriculture,
and education); Caribbean Epidemiology Center (health); Caribbean
Agricultural Trading Company (agriculture and trade); Caribbean
Agriculture Research and Development Institute (agriculture); Car-
ibbean Family Planning Affiliates, Ltd. (population); Caribbean Fi-
nancial Services Corporation (banking and commerce); and the Car-
ibbean Development Bank (various sectors).

Other integration efforts were implemented by the OECS (invest-
ment promotion and export promotion and agriculture); CARICOM
(trade, health, and population); the Eastern Caribbean Central
Bank (infrastructure); and the Caribbean Association of Industry
and Commerce. Many of these institutions faced formidable tasks,
and performance varied. The performance of several institutions
improved by the late 1980s.

Critics of U.S. foreign aid to the Caribbean in the 1980s often
pointed to the lack of emphasis on regional integration as a major
drawback of the program and the CBI in particular. 25 In the trade
arena, for example, U.S.-Caribbean trade often benefited in the
1980s vis-a-vis intra-CARICOM trade. This, however, was often the
conscious choice of Caribbean trading partners who realized the ad-
vantage of hard currency, a much more tangible goal than regional
cooperation. Within the region, discussions of regional integration
have focused on growth-oriented objectives, but often without con-
crete plans of action. Nevertheless, cooperation in specific areas im-
proved during the decade.

OUTLOOK FOR U.S. FOREIGN AID TO THE CARIBBEAN IN THE 1990s

The objective of the U.S. economic assistance program in the
1990s will be to continue to stimulate broadly based economic
growth, with greater emphasis on a more productive private sector
and improved democratic practices.

U.S. foreign aid to the Caribbean in the 1990s will probably be
less political in nature resulting from the winding down of the Cold
War. Fewer Cold War conflicts in the Caribbean Basin, emerging
foreign policy opportunities for the United States outside the Carib-
bean sub-region, and limited foreign aid resources will cause fund-
ing for the Caribbean in general to decline. Furthermore, contin-
ued substantial economic development in the Eastern Caribbean
and Belize puts those countries on a path to greater and more sus-
tained development. The most probable scenario for major new

25 See, for example: Hellinger, Steve, and Doug Hellinger. Supporting Central America and
Caribbean Development: A Critique of the Caribbean Basin Initiative and an Alternative Region-
al Assistance Plan. Washington, The Development Group for Alternative Policies, 1982. Also,
see: The Caribbean Basin Initiative: Caribbean Views. Report of a Congressional Study, Mission
and Symposium on the Caribbean Basin Initiative. September 18-19, 1987. Washington, U.S.
Congress, House Committee on Foreign Affairs, December 1987.
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funding to the Caribbean in the 1990s would be in the case of a
democratic Cuba.

As the result of declining funds and staff, and a concomitant
desire to greater impact and results, AID will most likely focus in-
creasingly on the program and policy level impact rather than the
project level approach. This broader-scope approach is considered
less management intensive and more likely to increase return on
investment. In education, for example, a likely scenario would be a
greater emphasis on assuring that national primary education
needs are met rather than providing funding for a specific voca-
tional educational project.

The key strategic objective of AID's planned Caribbean Strategy
for the 1990s will probably be the heightened emphasis on in-
creased private sector development and overall economic growth.2 6

This strategy for the early 1990s focuses on the framework of the
Enterprise for the Americas Initiative (EAI), announced in June
1990. The EAI (as opposed to the CBI) will be reciprocal in nature,
with the ultimate goal of hemispheric two-way free trade. Within
the framework of the EAI, U.S. economic assistance for the Carib-
bean in the 1990s will be based on the achievement of broad-based,
sustainable economic growth and the strengthening of stable, parti-
cipatory democracies. AID plans to pursue these objectives through
its own bilateral and regional programs, and through heightened
collaboration with other U.S. government agencies, multilateral de-
velopment institutions, and other bilateral donors. AID programs
will increasingly support regional approaches, working with both
government and private organizations in the Caribbean.

To stimulate economic growth, AID's planned strategy will: (a)
help Caribbean nations liberalize their economies in order to in-
crease and diversity trade and investment, and expand opportuni-
ties; (b) support efforts to improve management of natural re-
sources; and (c) assist in human resource development.

To strengthen democracy, AID plans to help Caribbean nations
promote and solidify democratic values and institutions through
the strengthening of: (a) the competence, accountability, and re-
sponsiveness of key government institutions; and (b) public partici-
pation in democratic processes and institutions. 27

This competition is already occurring in trade, investment, tour-
ism, and other areas. Few Caribbean countries, if any, will be able
to avoid this eventuality and the sweeping global movement toward
trading blocs.

Certain traditional AID programs are likely to remain for some
time, but the overwhelming challenge for U.S. foreign aid to the
Caribbean in the 1990s will be to consolidate the progress toward
market-oriented, export-led, democratic societies that transpired in
the 1980s. AID, other donors, and Caribbean nations together will
need to closely examine the special needs of these mostly island na-
tions as they steer toward consolidating and expanding growth.
This will be especially true in terms of preserving the beautiful
natural resource base of these countries, their most precious re-

26 U.S. Agency for International Development. Bureau for Latin America and the Caribbean.
"Economic Assistance Strategy for the Caribbean Region. 1992-2000." (Draft). July 7, 1992.

27 Ibid.
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source. The Caribbean countries, as well as the donors, will need to
closely monitor the economic, social, and environmental impact of
hemispheric integration to ensure that broad-based, sustainable,
economic growth and just societies are in fact the results.
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SUMMARY

Increased regional integration, both economic and political, ap-
pears very much in the interest of Caribbean regional actors and
the United States government. Since the late 1980s, integration ac-
tivity apparently has reached near tidal intensity in the southeast-
ern Caribbean. But whether this latest high will lead to substantial
integration or will be disparate activity, like many other move-
ments, depends on whether both Caribbean and U.S. leaders seize
the moment and diplomatically push the process forward. The
timing appears propitious since the necessary combination of na-
tionalism-compromising economic crisis, the inducement of emerg-
ing megablocs, and the coincidence of pragmatic leadership appears
to be present both in the region and in Washington. The very eco-
nomic crisis that has made new subnational linkages possible, how-
ever, has also weakened, or led to the political removal of several
potential strong Caribbean leaders. This makes the degree and in-
tensity of diligent, innovative, and multilateral effort the probable
determinant of success. The crucial United States effort will prob-
ably be enhanced if it includes both strong and subtle pressure and
carrot-like debt, aid, and trade inducements.

* The author is an Associate Professor at the University of Tulsa, Department of Political Sci-
ence. Portions of this paper are adapted from "A Nation Divided: The Quest for Caribbean Inte-
gration." Latin American Research Review, v. 26, no. 2, 1991. p. 3-37.
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INTRODUCTION

"Upon regarding the West Indies' position in the ... ocean [and]
glancing at the map which shows them almost to be in touch with
each other, one cannot help but think that they may well come to-
gether some day to form a distinct social body in the modern world.
... They might well unite in a confederation, joined by a common
interest, and possess a merchant fleet, an industry, arts and a liter-
ature all their own. That will not come about in a year, nor in two,
nor perhaps in three centuries, but come about it some day shall,
for it is natural that it be so." A speech by the Prime Minister of
St. Vincent, James Mitchell, in 1992 to the final constituent assem-
bly of what he hopes will become the Windward Islands Federa-
tion? Part of the address by Trinidad and Tobago's Prime Minister,
Patrick Manning, as he presented his vision to deepen economic
and political ties among Barbados, Guyana, and his state in a
southern confederated bloc of "more developed countries" (MDCs)
within a deepening and widening Caribbean Community (CARI-
COM)? No, these were the prescient projections of a European
scholar nearly a century and one-half ago. 2

And so it is even today. When non-West Indians fly over the Car-
ibbean, whether in outerspace or much closer to Earth on an
island-hopping British West Indies Airlines flight, the proximity of
the separate territories is what is usually perceived-especially in
the Eastern Caribbean-rather than the provincial distances that
divide. Further, if metropolitan academics or employers have occa-
sion to interact closely with Caribbean students or workers, they
may marvel at the similarity of cultures and values projected. This
is particularly evident when the interactions are with individuals
from the former British West Indies (BWI), but it is true also of
those from the multicultural circum-Caribbean which reflects the
multitude of languages and political systems imposed by the many
European colonizers. This cultural sharing has been emphasized by
outstanding regional scholars such as Jamaican historian Franklin
Knight, who finds fewer differences across the breadth of the Car-
ibbean than across the United States; by Trinidadian sociologist
Anthony Maingot, who finds many shared cross-cultural values
among islanders, from the Lesser Antilles to the littoral of Central
America; to some extent by St. Lucia's nobel laureate in economics,
the late Dr. W. Arthur Lewis; and there is a reflection of the per-
ceptions of both Knight and Maingot in the recently published
magnum opus of the late Gordon K. Lewis of the University of
Puerto Rico, a political scientist, philosopher and consummate Car-
ibbeanist.

Each of this multidisciplined quartet also has been a promoter of
Caribbean integration, but none more than Dr. Arthur Lewis. His
brief but poignant Agony of the Eight should be required reading
for all contemporary West Indians-both those who perceive the in-
tegration glass to be half full, and those who view it as half

'CARICOM membership includes 13 English-speaking Caribbean nations: Antigua and Barbu-
da, the Bahamas, Barbados, Belize, Dominica, Grenada, Guyana, Jamaica, Montserrat, St. Kitts
and Nevis, St. Lucia, St. Vincent and the Grenadines, and Trinidad and Tobago.

2 Quote from Victor Schoelcher (1852) in preface to Morgan, Peter. A High Tide in the Carib-
bean. St. Michael, Barbados, Caribbean Communications, 1991. p. iii.
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empty. 3 The failed effort to integrate in the three decades follow-
ing World War II so exacted individual energies and poisoned the
once-amicable relations of those West Indian leaders that Lewis
predicted that a prerequisite for the region to again seriously push
forward the integration process would be a new cast of far-think-
ing, pragmatic, and perhaps Sisyphus-like leaders. 4

PRAGMATIC LEADERSHIP: A BOON FOR INTEGRATION

Today much of the pragmatism Dr. Lewis sought is in place (see
Table 1), albeit with many leaders in a weakened position due to
the faltering economies of their nations. Among current leaders,
none appear more representative of what Lewis had in mind than
Prime Minister James Mitchell of St. Vincent and the Grenadines.
Mitchell has lent his mature vision of "real" realism 5 to the inte-
gration movement of the region. St. Lucia's Vaughan Lewis, Direc-
tor-General for the seven-member Organization of Eastern Caribbe-
an States (OECS), 6 has also been a tireless laborer in both the in-
tellectual and practical vineyards of OECS consolidation, almost as
a tribute to the memory of his late uncle, Arthur Lewis. And there
are others who have come forward in recent months to advance the
integration effort by promoting CARICOM's single tariff, assisting
in the West Indian Commission's preparation of an integration
package, or providing assistance as the four Windward Islands
(Dominica, Grenada, St. Lucia, and St. Vincent and the Grena-
dines) of the OECS southern flank move through many sessions of
planning to lay the groundwork for a federation plebiscite to be
held by early 1993. 7

3 This was brought home to me in extensive interviews in the Caribbean in the first half of
1992. All of those I questioned supported the concept of West Indies integration. Their nearly
equally divided difference was between those who advocate continued advancement of the func-
tional approach (i.e., deepening the economic community by embracing the common external
tariff-the sentiment of Ambassador Patrick A. Lewis of Antigua-Barbuda-or by first achieving
a common currency-a view noted by Erstein Edwards, a representative of the St. Kitts-Nevis
Prime Minister) and those who feel there is no longer time for continuance of functional half
measures, that CARICOM states must now advance directly to federation. The latter is the offi-
cial position in St. Vincent, Grenada, St. Lucia, and is sometimes heard in Dominica, Trinidad,
Barbados, and Guyana as well. For an excellent discussion of integration theory including eco-
nomic functionalism and possible spill-over into politics, see: Axline, Andrew W. (Political Sci-
ence Chair, University of Ottawa). The Comparative Analysis of Regional Cooperation Among
Developing Countries. XV World Congress of the International Political Science Association,
Buenos Aires, July 21-25, 1991; and Will, A Nation Divided.

4 See Table 1 for evidence of the recent growth of pragmatic leadership in the region. Al-
though not an analogy used by Lewis, his meaning was similar to the story of Sisyphus, a
mythic figure, who, according to Homer, was condemned by the gods to roll a large stone up an
almost impossible incline. Although failing repeatedly, Sisyphus continued to try, thus coming
to symbolize futility. To French existentialist, Camus, however, the story has a manifestly differ-
ent meaning. The fact that Sisyphus returns to try and try yet again is representative of man-
kind's tireless and courageous struggles. And thus it is with another of the valiant and still un-
ended struggles for freedom and dignity in the Caribbean. Somewhat cynically, Peter Morgan, a
former member of the Barbados House of Assembly, reflects on this ongoing process in his
recent novel, A High Tide in the Caribbean (St. Michael, Barbados, Caribbean Communications,
1991). Having recorded earlier in the book another failure to "seize the moment" and decisively
move toward integration, the novel concludes with new actors again "pushing the stone" in year
2004 (p. 282-83).

5 Real realism for the post cold war era may be defined as the art of the historically possible
with some predictive insight or anticipation of what is or could be likely. This latter element
was anathema to cold-war and hot-war "realists" such as the late Hans Morganthau. See: Rose-
crance. Richard. The Rise of the Trading State. New York, Basic Books, 1985; and Pearson, Fred-
eric and J. Martin Rochester. International Relations: The Global Condition in the Late Twenti-
eth Century. New York, Random House, 1988.

6 The seven OECS members are Antigua and Barbuda, Dominica, Grenada, Montserrat, St.
Lucia, St. Christopher (Kitts) and Nevis, and St. Vincent and the Grenadines.

7 This will be the first plebiscite on West Indies federation since the ill-fated 1961 tally in
Jamaica, which produced the Williams equation, "ten minus one equals nought."



68

TABLE 1. The Rise of Pragmatic Political Leadership in the Independent Anglophone
Caribbean. '

Personalized-
Country Leader 2 Term Mestmcera Rational- Pragmatic

tc Legal

Antigua & Barbuda Vere C. Bird 1960-71, 76- X X 3
George Walter 1971-76 X

Bahamas Lynden 0. Pindling 1967-92 X X
Hubert Ingraham 1992- X3

Barbados Sir Grantley Adams 1954-58 X
Errol W. Barrow 1961-76, 86-87 X X
J.M.G.M. "Tom" Adams 1976-85 X
Bernard St. John 1985-86 X
Erskine Sandiford 1987- XK

Belize George Price 1965-84, 89- X X'
Manuel Esquivel 1984-89 X

Dominica Edward Le Blanc 1961-74 X
Patrick John 1974-79 X
Oliver Seraphin 1979-80 X
Eugenia Charles 1980- X X

Grenada Sir Eric Gairy 1961-62, 67-79 X X
Maurice Bishop 1979-83 X X
Herbert Blaize 1958-61, 62-67, X

84-89
Benjamin Jones 1989-90 X
Nicholas Brathwaite 1983-84, 90- XK

Guyana Cheddi Jagan 1957-64 X X
Forbes Bumham 1964-85 X X
Hugh Desmond Hoyte 1985- XK

Jamaica Norman Manley 1955-62 X X
Sir Alexander Bustamante 1962-67 X
Hugh L. Shearer 1967-72 X
Michael Manley 1972-80, 89-92 X X
Edward Seaga 1980-89 X
P.J. Patterson 1992- XK

St. Kitts-Nevis Robert Bradshaw 1966-78 X
Paul Southwell 1978-79 X
Lee Moore 1979-80 X
Kennedy Simmonds 1980- XK

St. Lucia Allan Louisy 1979-82 X
John Compton 1964-79, 82- X XK

St. Vincent & Milton Cato 1967-72, 74-84 X
the Grenadines James Mitchell 1972-74, 84- X3

Trinidad & Eric Williams 1956-81 X X
Tobago George Chambers 1981-86 X

A.N.R. Robinson 1986-91 X X
Patrick Manning 1991- X3

Sources: George Danos, "The Origins and Development of Political Leadership in the Caribbean," paper
presented at XII Conuress of the Caribbean Studies Association, Belize City, Belize, 27-29 May 1987; Percy Hintzen
and W. Marvin Wilt essays in Siographical Dictiboaly of Latin American e Ciubbean Leaders, ed. Robert J.

Alexander (New York: Greenwood Press, 1988). The leadership type categories are derived from the Danns essay.
2Prior to independence, Anglophone Caribbean leaders were designated Chief Minister or Premier; after

independence the designation changed to Prime Minister, except in Guyana where the term President is utilized.
3Indicates incumbent leaders as of September 1992.

As if to stimulate this pending plebiscite, Prime Minister Patrick
Manning of Trinidad and Tobago has recently proposed a new eco-
nomic and political closeness with Barbados and Guyana that
would simultaneously carve out a southern MDC bloc within CARI-
COM to better interface with a potentially tighter Windward bloc
as well as with the somewhat different set of interests promoted by
Jamaica, distant Belize, the Bahamas, and possibly the Leewards



69

(Antigua and Barbuda, Montserrat, and St. Kitts and Nevis)-not
to mention a future non-English-speaking bloc of some or all CARI-
COM applicants (Suriname, Haiti, the Dominican Republic, and
Venezuela). While there are the usual questioning of motives,
many consider the Manning proposal a serious attempt to seize the
integration moment when all of the three potentially strong econo-
mies of the region are faltering. Both Erskine Sandiford and Des-
mond Hoyte, the political leaders of Barbados and Guyana, respec-
tively, have reacted positively to Manning. 8 This positions Man-
ning as a leader of integration on the eve of the 1992 CARICOM
Heads of Government summit in Trinidad, at the very time he be-
comes head of the organization.

Enthusiastic popular leadership is extremely important to break
down suspicion and provincial orientations-in these small insular
communities. This is especially true if political leadership is to
relate effectively to the increasingly important economic entrepre-
neurs and the bridging government-to-private-sector bureaucrats,
both of whom are of increasing importance in the push for en-
hanced regional linkages. 9

ADDITIONAL FACTORS INFLUENCING INTEGRATION

Of even greater importance to the outcome of the integration
process in these small dependent states are the decline in national-
ism in the Caribbean and external conditions such as the global re-
cession and the policies of Washington and other regional powers.

In a recent article in the Latin American Research Review, for
example, I drew on theory from the 1960s to test against the inte-
gration rhetoric and activities that emerged during the late 1980s
and early 1990s, allowing the prediction that this would be a propi-
tious period in Caribbean regional integration. 10 Especially rele-
vant seemed Amitai Etzioni's generalization that if the economic,
political, and social foundations of regional integration could not be
established prior to the fervor of separate nationalism that accom-
panies the rise of state sovereignty and power, then the next most
favorable time for it to occur would be when these factors have
weakened. I I In other words, when the separate passions of "us-vs-

8 While Prime Ministers Mitchell (St. Vincent) and Brathwaite (Grenada), and even Compton
(St. Lucia), are more sure of their respective power bases by virtue of the support for integration
(or lack of opposition to it), the major opposition in Barbados and potentially also in Guyana
appear to favor strengthening regional ties. With regard to Guyana, there can be no serious talk
of integration with Guyana-or of restructuring CARICOM-until there is absolutely no ques-
tion that the 1992 general election in that country is generally perceived to have been both open
and fair. Data from interviews by author in 1990-92.

9 The leadership being assumed by the new, often multinational business entrepreneurs is one
of the truly important breakthroughs in the present period. See: Giacalone, Rita. Challenges of
Globalization and Integration for Jamaican and Trinidadian Entrepreneurs. Paper presented at
XVII Annual Conference, Caribbean Studies Association, St. George's, Grenada, May 26-29,
1992; Stanley Lalta, who recently served as an economist in the Research Section, CARICOM
Secretariat, Georgetown, Guyana, interview by W. Marvin Will, June 18, 1992, UWI-Mona [Ja-
maica].

'° Will, A Nation Divided.
" See: Etzioni, Amitai. Political Unification . New York, Holt, Rinehart & Winston, Inc.,

1965; Hurrell, Andrew. Latin America in the New World Order; A Regional Bloc of the Ameri-
cas? International Affairs, v. 68, no. 1, 1992. p. 121-39; and Frambes-Buxeda, Aline. Dependent
Integration and Globalization: Challenges and Perspectives of the Hispanic Caribbean in Terms
of the North American Free Trade Zone. Paper presented at XVII Annual Conference, Caribbe-
an Studies Association, St. George's Grenada, May 26-29,1992. p. 7-8. Economic downturns also
appear to hasten the impulse toward integration, or at least the formation (or reformation) of

Continued
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them" nationalism have cooled, opportunities for integration
appear enhanced.

The passions of local nationalism have indeed been dampened
throughout the region since the balmy days of nationalistic fervor
that accompanied independence movements in Trinidad, Guyana,
Barbados, and Jamaica in the 1960s. The nationalist excitement
generated a decade later in the Bahamas by Pindling's leadership
of the quiet revolution that politically toppled the Bay Street Boys
has been somewhat muted in the face of the sober realities of eco-
nomic downturns and drug smuggling allegations. The smaller
states also had their charismatic nationalists and their new flags,
but for many the instant euphoria generated at the time of inde-
pendence during the 1970s and early 1980s has cooled dramatically
under the pressure of lagging economies (Grenada, Dominica, and
St. Vincent), fluctuating economies (Belize), or scandals (Antigua).

Thus the high tide of West Indian national passions was signifi-
cantly diffused by the late 1980s. By 1987, CARICOM trade had col-
lapsed to just half of its decade-opening level and crime had begun
to soar in this region that once took great pride in its orderliness.
Despite a declining population, homicides in Guyana have climbed
7-10 percent annually since the 1970s, almost in tandem with de-
clining per capita gross domestic product (GDP), and from Trinidad
to Jamaica insurance companies and personal safety have dictated
more and more locks and security bars. Further, the International
Monetary Fund (IMF), already a familiar face in Jamaica, had
come knocking throughout the region by the early 1990s, bringing
with it imposed and often politically destabilizing conditionalities
and plummeting "J Curves" in living standards 12 -from approxi-
mately $800 to just over $300 per capita GDP in Guyana and
nearly the same percentage decline in Trinidad-although the
latter drop was from a much loftier, almost region-leading position.

In Jamaica, where the People's National Party (PNP) and Jamai-
can Labour Party (JLP) regimes have regularly alternated and
have tried both socialism and market capitalism without signifi-
cant developmental change, little progress has been achieved in the
struggle to shed its dollar-and option-debilitating, debt-driven econ-
omy, or the influence of IMF, which is now midway in its second
decade of imposing structural adjustments. The Jamaican economy
that once led the Third World (in growth, albeit not classically-de-
fined development) is hardly an object of nationalistic adoration
today, while the Jamaican public from the impoverished and un-
deremployed of Trench Town to the well-established business elite,
no longer perceives that change in governments matter. i3 Even

blocs, in Central and South America. But, while economic downturns and privation may induce
change, it is hardly a recipe for enduring positive change. Rather, the chances for sustaining
regional integration appear improved when there has been positive reinforcement from metro-
politan powers for innovative policies by local leaders, policies that optimally encourage sustain-
able economic development-i.e., alleviation of human suffering while offering hope for long-
term broadening of the economic base.

12 This is a theoretical construct advanced by James Davies to indicate sharp economic de-
cline.

13 Carl Stone (in Politics versus Economics: The 1989 Elections in Jamaica. Kingston, Heine-
mann, 1989) reports a pre-election poll of business executives in Jamaica indicated nearly half
(41 percent) felt there would be no significant policy change regardless which party (Peoples Na-
tional Party or the Jamaica Labour Party) won, while 49 percent felt there would be some slow-

Continued
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the once robust, region-leading economy of the Bahamas has fal-
tered, and the IMF has come calling in once fiscally-solid Barbados,
leading to calls in 1991 for ouster of its just-elected government.
This action propelled sweeping shock waves across the adjacent
Windwards. 14 The present economic crisis also has been most dis-
ruptive in the Dominican Republic and Venezuela, two of the His-
panic Caribbean's democratic success stories. Both are currently
seeking CARICOM membership, and both have recently faced food
riots. Venezuela also experienced a recent economy-related coup
threat. 15

When the lurking fear of being left further behind by the rise of
new, more powerful and potentially less penetrable megablocs in
Europe and North America (and probably the Asian rim) 16 is

added to these shocks, another explanation for the new stirrings on
the integration front becomes evident. These new stirrings include:
a push to deepen and possibly widen CARICOM, including giving
de facto status to the once-fading ideal of a common market; enact-
ment of a common external tariff (CET), although there is still con-
siderable disagreement as to whether the tariff should be 45 per
cent or 25 percent or even lower; the goal of convertibility for re-
gional currencies; 17 plus the aforementioned efforts to give work-
ing and living reality to integrative theory, especially that emanat-
ing from the tiny Windward Islands in the region's southeast
corner which lead the region in accomplishments and integration
efforts.

Leadership from the OECS
There is a further logic that leadership for political and other

forms of integration will come from the OECS. This group of states,
even without union, has made major strides in implementing
shared functions such as banking and currency; defense (the Re-
gional Security System [RSS], which links the OECS with Barba-
dos) and the related regional coast guard patrols of the complete
archipelago; shared diplomatic posts; and, most recently, multina-
tional purchase of medicines and medical equipment to secure cost-
effective lots. Moreover, if peaceful, non-warring relationships

ing of investment until the new government made the "right" signals. The lowered expectation
of change results partially because neither party has much room to maneuver outside IMF con-
ditions. Much the same can be said of the December 1991 election in Trinidad and Tobago (as
observed by author) between the victorious People's National Movement and the losing National
Alliance for Reconstruction.

14 Grenada, despite heavy U.S. attention since 1983, has also come under IMF scrutiny and
the economy has perceptibly worsened since the 1990 elections.

1l Although down economically, Venezuela remains a regionally important middle power that
recently offered CARICOM members a one-way free trade arrangement-possibly to ease their
own acceptance into CARICOM. Earlier, Venezuela (and Mexico) offered the region petroleum at
discounted rates.

16 Bloc restructuring (Central American Common Market), relaunching (Andean Pact-with
hopes for a free trade area by 1995), and formation (a proposed Argentina-Brazil common
market and another involving these two giants plus Uruguay and Paraguay) are also under-
way-partly in an attempt to recapture lost U.S. trade (the Latin share of U.S. exports) which is
down from 17.5 percent in 1980 to 13.5 percent in 1989. See Hurrell, 1992, who suggests the me-
gabloc story is certainly not all negative.

"7 Currency convertibility is probably five years or more down the road due to differences be-
tween the currencies now "floating" (Jamaica and Guyana) vs. those more closely tied to the
U.S. dollar (Eastern Caribbean dollar in the Leewards and Windwards, Barbadian dollar, etc.)
For the most comprehensive work on this issue, see: Worrell, Delisle. A Common Currency for
the Caribbean, West Indian Commission Secretariat, Occasional Paper Series, No. 4 (St. Michael,
Barbados: Cole's Printery, Ltd. The West Indian Commission Secretariat, 1992).

57-035 0 - 93 - 4
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serve as an indicator or benchmark for significant integration, as
argued by Karl Deutsch, 18 then could it not be said that integra-
tion chances are all the more positive among states that not only
have avoided militaristic actions, but also have shared a common
history and a common government? When, in an earlier essay, I
titled the West Indian experience at integration "a nation divided,"
it was the Eastern Caribbean toward which my thoughts were di-
rected.

FROM COLONIAL DISINTEGRATION TO FEDERATION:
THE INTEGRATION PROCESS

CARICOM as a whole also has known success. Since the begin-
ning of the Caribbean Community by treaty in 1973, probably no
other region outside of the European Community (EC) has pro-
gressed as far. Still, many reversals have taken place-especially
during the period of high ideologic division during the late 1970s
and the early 1980s, which has contributed to failures to fully im-
plement the four goals of the founders: a de facto free trade area; a
CET; coordination of external policies; and a common policy to at-
tract external investment. Real integrative movements have ap-
peared, however, beginning with the Nassau accord of 1984, but es-
pecially since 1987.

Before further evaluating this process, some effort should be
made toward defining integration and delineating its typologies. In-
tegration is more than sharing a common sovereign, of course, and
when that sovereign was a colonial overlord and the majority of
the colonials were slaves or indentured servants, as was the case in
the BWI, the odds would seem particularly rare for producing the
desired attitudinal congruences. Integration is a difficult and com-
plex process, even in economic theory, as reflected by Bella Balas-
sa's five-step typology. The Balassa ideal type integration model
suggests a range from free trade (with no internal tariffs), to de
facto common markets (with CETs), to policy and institutional uni-
fication. Political integration is thought to be the most difficult to
realize or to measure although CARICOM has constructed at least
the ideal of policy coordination and has yet to achieve a de facto
common market in the larger community. 19

INDEPENDENCE THROUGH FEDERATION

Britain's demolished infrastructure and economic collapse as a
result of World War II modified the British agenda for independ-
ence of the West Indian colonies, radically altering what had ap-
peared prior to the 1930s to be a far-off policy of decolonization.
The pre-World War II riots and rebellions in the West Indies and
the 1948 loss of India accelerated the countdown of the demise of
the second era of European colonialism. This pressure on Britain
was reinforced by independence pressures from the Caribbean that
had been forming since the rebellion-filled 1930s. Although there
were intermittent British efforts for "closer union," as a 1932 con-

Is Deutsch, Karl W. The Analysis of International Relations. Englewood Cliffs, N.J., Prentice-
Hall, Inc., 1988.

19 Nye, J.S. Peace in Parts: Integration and Conflict in Regional Organization. Boston, Little,
Brown and Co., 1971. p. 29.
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ference was prosaically titled, Whitehall actions, from the days of
initial settlement in the 1620s to discussions of federation in the
post-war period (the 1945 Montego Bay conference), were commit-
ted much more to its economic interests than to the goal of nation-
al viability for an independent integrated British Caribbean. 20

Britain's use of a weak federation as a primary means of advanc-
ing metropolitan colonial goals rather than assisting their West
Indies colonies to achieve communication linkages and economical-
ly viable nationhood was instrumental in dooming the process.
There were startling errors, even in the negotiation stage, that
could be laid directly at the feet of Whitehall. These included:
delay of the second federation conference until 1953, three years
after the reports were submitted and after the individual islands
learned they could gain separate independence; failure to follow
the precedent in earlier colonial situations and inform the Jamai-
can premier that secession was unthinkable; and failure to use the
Colonial Office's considerable weight in the resolution of pertinent
issues ranging from retention of the Leeward and Windward sub-
groups, to site selection of the federal capital 21 to the all-impor-
tant transferral of adequate power and funding to the central gov-
ernment of the federation.

For generations many Caribbean leaders have acknowledged
what Gordon Lewis termed "the seminal truth," 22 that only an
economically and politically integrated Caribbean can maximize
the subregion's economic and political power and provide insula-
tion against its provincial divisions. Thus, when formation of the
West Indies Federation was under negotiation, there was no short-
age of leaders who appeared to give federation their full support, at
least in the abstract, with the more closely linked (physically and
culturally) Eastern Caribbean especially well-represented. These ef-
forts should have been more strongly supported by Britain and its
North American allies.

British West Indian leaders who pushed the 1958-62 federation
were, according to W. Arthur Lewis, "men of the highest quality,
on any definition of that word" 23 (especially leaders of the three
largest states in the federation-Norman Manley of Jamaica, Dr.
Eric Williams of Trinidad-Tobago, and Sir Grantley Adams of Bar-
bados-who were highly supportive throughout most of the negotia-
tion period). Yet the personality politics and short-sightedness of
these same leaders were largely responsible for the failure of that
first serious integration effort. Like many Caribbean leaders since,
they were first and foremost provincial nationalists, great heroic
men in their home countries, but hesitant to accept compromise. 24

20 See: Lewis, Gordon K. The Growth of the Modern West Indies. New York, Monthly Review
Press, 1968. p. 345; Mordecai, John. Federation of the West Indies, with Epilogue by w. Arthur
Lewis. Evanston, Northwestern University Press, 1968. p. 18-74; and Levy Claude. Emancipa-
tion, Sugar, and Federalism: Barbados and the West Indies, 1833-1876. Gainesville, University
Press of Florida, 1980. p. 138-159.

21 The eventual selection of Trinidad as the federal capital certainly did not reassure Jamai-
ca. The selection process itself was an example of the parochial and personality conflicts, eco-
nomic concerns, and metropolitan mistakes hypothesized at the outset of this research.

22 G. Lewis. p. 343.
22 Lewis, W. Arthur. The Agony of the Eight. Bridgetown, Barbados, Advocate Press, 1965. p.

457.
24 Ibid. p. 454-62. Manley's cousin, Alexander Bustamante, the Jamacian Premier, was a

major force against federation.
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Singular independence came quickly on the heels of the rejection
of the West Indies Federation by Jamaica in a referendum on Sep-
tember 19, 1961. Alexander Bustamante and his JLP had mounted
a year-long, door-to-door campaign against federation and, as
survey data indicate, suspicion had evolved that the federation
might impede eventual full self-government in Jamaica. 25 The ref-
erendum results in Jamaica and the negative reaction in Trinidad
were fatal for the 1958-1962 federation.

By 1962, times had changed since Eric Williams had offered to
fund small-island development. He was now evincing the bitterness
of the past four years in an increasingly nationalistic tone. He ab-
horred the frequent battles with Grantley Adams of Barbados, as
well as those with the even more provincial leaders of the Leeward
and Windward islands, battles that severed lines of communication
in some instances. Williams deplored the lack of true West Indian
nationalism and the lack of coherence in the so-called Federal
Labour Party. The best opportunity for positive change, he now
felt, rested in his two-island state and his own newly formed party,
the Peoples' National Movement (PNM). On January 14, 1962,
therefore, Williams proposed formation of a unitary state centered
in Trinidad. 26

With Jamaica and Trinidad gone, only Barbados and the seven
smaller islands remained of the ten original federation partici-
pants. If Jamaica, a leading bauxite producer, then with a popula-
tion of nearly two million, and Trinidad, then with nearly one mil-
lion inhabitants and the only substantial oil production in the
West Indian territory, could not assume the reins and "carry" the
smaller and poorer islands, how could Barbados with but a quarter
million population, a scant 166 square miles of relatively unen-
dowed land, and the lowest per capita income of the "Big Three"
take the lead? The economic burden required to bring the remain-
ing "Little Seven" up to Barbadian standards would be massive for
the Bajan economy.

Errol Barrow, the newly elected premier of Barbados, was one of
those most angered by the Williams-PNM announcement, since he
felt the Trinidadian leader had given him assurance that further
federation negotiations would ensue. Despite this setback, Barrow
remained committed to federation if federation with his smaller
neighbors could offer more positives than negatives to the economic
and political well-being of his own island. What he most feared was
that union with the "Little Seven" would engender economic disas-
ter for Barbados and contribute to political defeat for him and his
party. However, with apparent backing from Britain's Colonial Sec-
retary Maudling and from Vere Bird, leader of Antigua and Barbu-
da, it was decided to initiate immediate action toward forming a
Federation of the Little Eight.

On the day following the PNM announcement, Colonial Secre-
tary Mauldling was informed of this preliminary intent and also of
Barrow's two conditions: that there could be no waiting period for
independence such as Britain had imposed on the 1958-1962 effort;

25 Bell, Wendell. Attitude of Jamaican Elites Towards Federation. Annals of the New York
Academy of Sciences, v. 83, January 1960. p. 862-79.

26 The [PNM] Nation . Trinidad and Tobago, 1962.
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and that Britain would supply generous financial support to ad-
vance development of the poorer countries in the proposed federa-
tion. Unusually swift progress, just three days, in drafting a pre-
liminary constitution and budget, was indicative of the substantial
degree of interest elicited in the new federation. The constitution,
which featured much stronger central authority than the previous
ten-state effort, was on its way through the ratification process in
the insular legislatures by June 1962. It included a national income
tax, customs duties, excise taxing powers, and also provided for the
formation of a national police, a federal judiciary, and sweeping
regulatory powers.

In terms of constitutional quality and speed, the contrast with
the 1958-1962 effort boded well, and ratification within two years
seemed assured. Then came the increasingly insurmountable obsta-
cles. An election in St. Lucia produced new faces and new prob-
lems; in Grenada the scandal-ridden, but pro-federation govern-
ment of Eric Gairy was replaced with an administration, headed by
Herbert Blaize, that was oriented to the unitary linkage offered by
Trinidad; and by 1965 opposition movements had emerged in Anti-
gua as well as in Montserrat, the smallest territory in the federa-
tion. "Economic factors were linked to much of this unrest, factors
that could have been eased had Britain shouldered the financial
burden for this subregion's development at the level determined
necessary by a 1963 British-commissioned study. ... As the most
viable member of the new coalition, Barbados began to feel singled
out to bear the responsibilities its larger neighbors had but recent-
ly rejected, responsibilities the Barrow government did not wish to
assume." 2 7

As if these hindrances were not enough to the faltering status of
the Federation of the Little Eight, Britain once again did not dis-
suade the possibility of singular independence for these Eastern
Caribbean states. Serious errors by provincial local leaders also
became formidable stumbling blocks and again, as occurred with
the West Indies Federation process, personal survival goals seemed
to take precedence over those of the integration process. The bick-
ering over minor items that once had seemed settled, including a
Grenadian demand to issue its own postage stamps, suggested a re-
fractory pattern. One governmental minister worried about the
treatment they would receive after federation, expressing concern
that after independence we would resign ourselves to a future of
dictation by Barbados.

By December 1963, Barrow had reached his limit both with what
he perceived as the "footdragging" of Britain and local "pettifog-
ging politicians" and announced his government had moved to
secure singular independence by 1966. And "if it is not granted, it
will be declared," he defiantly concluded, "because I do not feel
that we should have to ask for it!" 28 Thus, on November 30, 1966,

27 Government of Barbados. The Federal Negotiations 1962-65 and Constitutional Proposals
for Barbados. Barbados, Government Printing Office, 1965. p. 2-9; O'Loughlin, Carleen. A Survey
of Economic Potential and Capital Needs of the Leeward Islands. Windward Islands. and Barba-
dos. [U.K.] Department of Technical Co-operative Overseas Research, No. 5. London, HMSO,
1963. p. 120-36; also O'Loughlin's Economic and Political Change in the Leeward and Windward
Islands. New Haven, Yale University Press, 1968. p. 222-30.

28 Errol Barrow, interview by W. Marvin Will, July 14, 1970. St. Michael, [Barbados] Advo-
cate, 26 December 1963.
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Barbados became the fourth Commonwealth Caribbean state to
achieve independence, joining Jamaica, Trinidad and Tobago, and,
just six months earlier in 1966, Guyana.

By this time Barrow appeared to place greater emphasis on func-
tional economic linkages than on West Indies political integration.
The formation of economic linkages would become the next focal
point in the integration saga of the English-speaking Caribbean. 29

FROM CARIFTA TO CARICOM

In 1965, one year prior to Barbadian and Guyanese independ-
ence, secret negotiations between their respective premiers built on
existing and potential economic ties to produce an announcement
of intention to form a free trade area by 1966. This decision was no
doubt influenced by potentially successful integration movements
forged in Europe and in Hispanic America, but the 1965 publica-
tion of a slender but prescient book, The Economics of Development
of Small Countries, by the respected West Indian scholar William
Demas, also had an impact.

Demas argued that although there had been substantial post-war
GNP growth experienced by several territories in the British Carib-
bean, the results were far short of real economic development
which has classically required a-substantial economic redistribu-
tion, a reduction in severe unemployment and underemployment
levels, and an attack on socioeconomic maladies that provoke the
so-called "misery index." Promoting light industrial development
and agricultural diversification could positively address these prob-
lems by better utilizing the well-developed infrastructure and
highly-educated work force of the region while simultaneously
broadening the market base, Demas found.

The proposed functional structure for achieving this goal was to
be called the Caribbean Free Trade Association (CARIFTA). It in-
vited the participation of other BWI territories. Although initially
only proposing a free trade area, it also envisioned "creation of a
Customs Union and a viable Economic Community for all the Car-
ibbean territories who so desire." Cynical observers speculated the
movement was part of a "get back at Williams" game, but if there
was an understandable element of this, the open membership posi-
tion soon outdistanced this personal dimension. The agreement es-
tablishing CARIFTA was signed on December 15, 1965, in Antigua.
Designed to eliminate internal tariffs and import quotas, the treaty
was to take effect in three years. 30

The cause of regional economic integration was further advanced
by several studies in the late 1960s, the most significant authored
by academics attached to the now three-campus, multi-program
University of the West Indies (UWI), as well as from the University
of Guyana which has significant links to UWI including, at
present, a common chancellor. Although Jamaica and Trinidad, the
two largest BWI states, initially demonstrated little open support

29 Much of Errol Barrow's integration theory was based on economic functionalism as a requi-
site step toward political integration. He had been schooled in economics at the London School
of Economics.

30 Payne, Anthony J. The Politics of the Caribbean: Regional Intervention Among New States.
New York, St. Martin's Press, 1980. p. 56-66.
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for integration, Trinidad did communicate its interest in ultimate
Caribbean unity (and Prime Minister Williams earlier had gone on
record in favor of West Indian economic linkages). It appeared posi-
tive support for CARIFTA and further integration of the West
Indies was being forged. 31

Thus, within three months of the May 1, 1968, inaugural of the
CARIFTA treaty, membership had expanded to include the original
ten states of the 1958-1962 federation, plus Guyana. This new
inter-governmental organization (IGO) experienced relative success,
as evidenced by an expansion of exports from U.S. $85 million in
1970 to U.S. $233 million in 1974, and a comparable expansion of
imports during the same period.

Another incentive for affiliating with CARIFTA was expanded le-
verage opportunities in international negotiations. Britain's antici-
pated membership in the EC, for example, placed in jeopardy the
region's preferred market status in the United Kingdom and a
major success of Caribbean integration would be the negotiation of
associate status in the EC for CARIFTA states (along with the ex-
European colonies in Africa and the Pacific). 32

Beyond the initial benefits member states garnered from CAR-
IFTA, the reality remained that CARIFTA's economic potential
was restricted because it was neither a customs union nor a
common market. Caribbean integration could not maximize the re-
gion's potential or advance significantly without major acceleration
in the relatively small functional steps CARIFTA had been able to
implement. Steps toward corrective changes were anticipated with
the Treaty of Chaguaramas (Trinidad) on July 4, 1973. The stage
was now set for CARIFTA to evolve into CARICOM.

This newly restructured Caribbean IGO, projected and billed as a
major functional advance over its predecessor, incorporated two
distinct divisions, the Caribbean Community and the anticipated
Caribbean Common Market, both controlled by the Heads of Gov-
ernment Conference-the supreme decision-making organ-and the
Council of Ministers. The CARICOM organizational structure also
included a Secretariat, based in Guyana, and several ancillary in-
stitutions, committees, and agencies, including the closely associat-
ed Caribbean Development Bank (CDB) based in Barbados.

A major goal of the Caribbean Community was-and remains-
the harmonization among member states of seven Standing Minis-
terial Committees: Health, Education, Labor, Finance, Mines, Agri-
culture, and Foreign Affairs. Of these, the foreign policy harmoni-
zation goal, underscored in Article 17 of the Chaguaramas Treaty,
holds the greatest integrative potential and has been a precedent-

"' Brewster, Havelock and Clive Y. Thomas. The Dynamics of West Indian Economic Integra-
tion. Kingston, Jamaica: UWI, 1967; Beckford, George L., ed., Caribbean Economy: Dependence
and Backwardness. Kingston, Jamaica: UWI, 1975; Best, Lloyd and Kari Levitt. Eternally Pro-
pelled Industrialization and Growth in the Caribbean Since the War,(mimeograph). Montreal,
1969; and Payne, The Politics of the Caribbean, p. 67-85. The 1967 study by Brewster and
Thomas of the pros and cons of West Indies integration was the best and last significant study
conducted. At the present important juncture, unfortunately, a lack of hard data exists regard-
ing the consequences of deeper integration and an updating of the Brewster and Thomas study
should be a priority. Metropolitan states could assist this process by encouraging and financing
such a study.

12 The EC's trade and aid relationship with African, Caribbean, and Pacific (ACP) countries,
all former European colonies, was largely the result of coordinated diplomacy by Common-
wealth Caribbean diplomats.
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setting aspect, since not even the EC has structured this level of
coordination. To quote from the treaty: "Member states aim at the
fullest possible co-ordination of their foreign policies ... and seek
to adopt, as far as possible, common positions in major internation-
al issues. ... The Committee shall have the power to make recom-
mendations to the Governments of Member States represented on
the Committee."The Treaty further states that decisions will be
made by the "affirmative vote of all Member States ... participat-
ing."

As provided by an Annex to the Treaty, the Common Market is
envisioned to encompass the overall economic dimensions of Carib-
bean integration including internal trade liberalization, a CET, and
general coordination of economic policies and planning for develop-
ment among the member states (e.g., fiscal policy, industrial pro-
motion, and agricultural marketing). A special program is set forth
for the Little Seven less developed countries (LDCs) of the Eastern
Caribbean and there is delineation of a commitment to progressive-
ly remove non-tariff trade barriers, to harmonize fiscal incentives,
and to free capital movements. If fully implemented, these are
indeed prescient developments. 33

THE UPS AND DOWNS OF CARICOM POLICY COORDINATION

The renewed and expanded integration attempt promoted opti-
mism. Yet, problems are inevitable. The problems in CARICOM
stemmed from flaws in the structure itself, from differing levels of
development among the participating states, and from dissonance
created by ideologically divergent policy goals and disparate per-
ceptions among elites.

First, a look should be taken at instances of structural problems.
When Belize joined CARICOM in 1974, it insisted on retaining its
tariff policy and, in the process, created an anomaly within the
agreement. As the result of a similar variance, a comparable dilem-
ma was sparked by tiny Montserrat, the lone dependency within
the CARICOM system. A second type of anomaly resulted from the
co-existing Eastern Caribbean Common Market (ECCM), a subsys-
tem formed on June 11, 1968 by the then seven Associated States-
a domestic home-rule status bestowed by the metropole in the wake
of federation. By 1981, the Little Seven had furthered their own su-
bregional integration within the Caribbean Community by forming
the OECS, which subsumed both the ECCM and the Secretariat of
the Associated States and incorporated political, economic, and se-
curity functions. Thus, although CARICOM offered member states
benefits as a result of enlarged membership and geographic scope,
such expanded scope also brought potential problems in the form of
specific variances that the smaller or weaker states negotiated as
part of their association agreement to compensate for their LDC
status. This, of course, is not unique to CARICOM.

A second obstacle presented by the expanded membership base of
CARICOM was the increase in the potential among member states

33 Manigat, Mirlande. Caricom at Ten. The Caribbean and World Politics. Heine, Jorge andLeslie Manigat, eds. New York, Holmes & Meier, 1988. p. 95-97; Thomas, Clive. The Poor andthe Powerless: Economic Policy and Change in the Caribbean. New York, Monthly Review Press,1988. p. 308-09.
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for a weakened sense of community and for divergent policy goals
resulting from disparate elite perceptions and even ideological clea-
vages among member states. When CARICOM's membership
number jumped to 13 with the admission of the Bahamas in 1983,
for example, it signaled a major change since the Bahamas then
had the highest per capita income in geopolitical Latin America.
The Community also was faced with a potential dilution of regional
consensus since the Bahamas is a sprawling 550-mile archipelago,
situated as close as 50 miles to the U.S. mainland, which leads
many Bahamians to perceive closer historic and cultural links with
South Florida than with CARICOM member states. 34 But the Ba-
hamian archipelago, which has not posed major problems within
CARICOM aside, from the earlier noted embarrassment stemming
from alleged ties of the Pindling government to drug trafficking,
does share centuries of British colonialism and Africanness with its
CARICOM neighbors.

A perceived lack of shared norms has raised barriers to the ad-
mission of applicants from the Hispanic, Dutch-speaking, and Fran-
cophone Caribbean, specifically the Dominican Republic, Venezu-
ela, Suriname, and Haiti. All are serious applicants who, along
with Colombia, have been accorded observer status. Despite the ex-
panded trade and prestige potential that could be realized from ad-
mission of these states, incongruous communication linkages could
be problematic and serious difficulties could occur in attempts to
coordinate policy. The fact that all but Haiti are now under civil-
ian rule will hasten eventual membership, but problems with al-
leged banana dumping in Europe by the Dominican Republic
(under the Lom6 IV accords), is just one example of existing policy
problems.

ECONOMIC AND IDEOLOGICAL OBSTACLES

There can be incongruity in policy coordination even when
member states are not from differing linguistic blocs or from the
geographic periphery of the region. During the late 1970s and the
1980s, the English-speaking member states of CARICOM came face-
to-face with two additional variables, both extremely divisive, that
severely affected the Community: 1) the sharp downturn-and re-
sultant unevenness-of the regional economies; and 2) the injection
of ideological cleavages, particularly as a byproduct of the 1979
Grenadian Revolution. Personality and insular politics-and also
metropolitan inputs-compounded these variables that, in combina-
tion, were to severely test CARICOM's internal and external unity
and threaten its very survivability. 35

Since the 1970s, serious intra-CARICOM divisions have emerged
as a result of differing trade and debt servicing policies and ideolo-
gies implemented in response to the massive economic crisis that

34 In the early 1980s, when I was invited to lecture at the College of the Bahamas, I found
myself struggling to convince the students that they possessed a common destiny with the south-
ern Caribbean. Unfortunately, this lack of "closeness" with the "south" and "east" is still a
problem among all of the north and northwestern nations of CARICOM.

35 Due to the constraints of this paper, many details of the divisions in CARICOM will be
omitted, especially those related to ideology. I will note only that the Reagan Administration
played a significant role with attacks on the CDB, and reduced funding largely because the CDB
refused to discriminate against the then revolutionary government in Grenada. See: Will, "A
Nation Divided," for details.
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has engulfed the region. Massive economic and political problems
were compounded during the 1980s as the four largest CARICOM
economies-Jamaica, Guyana, Trinidad and Tobago, and Barba-
dos-began to find themselves encountering breakdown. Petroleum-
deprived, debt-burdened Guyana and Jamaica were the first to face
economic crisis, driven in large part by attempts to transform their
dependent economies and also by the perceived need, especially in
Jamaica, to respond to clientelist electoral pressures. In both coun-
tries, the consequence was depletion of international reserves and
the further imposition of severe IMF conditionalities in the form of
mandatory program cutbacks. These actions produced domestic and
political unrest during the 1980s that, in turn, exacerbated exter-
nal problems with metropolitan countries that control the IMF, es-
pecially the United States. The IMF also made its presence felt in
Barbados and Trinidad-Tobago, during the 1980s, although only
temporarily in the case of Barbados.

In the 1990s, Caribbean community spirit has been rekindled
somewhat although there is a continued economic downturn that
especially affects the so-called MDCs, forcing many to enter deeply
into the "valley of debt" and IMF conditionalities. These actions
have severely affected regional trade and integration. By 1991-
1992, the IMF had returned to Barbados as a "long-stay tourist";
had become a fourteen-year, multi-administration fixture in Jamai-
ca; and had deeply attached its structural adjustment conditions to
Trinidad and Guyana. The 1990s also brought the IMF to Grenada,
although the government recently noted it "invited the IMF to
make structural adjustments." There is fear that other small Car-
ibbean countries will fall. A St. Lucian radio commentator noted in
October 1991 that the subregion has looked to Barbados as a
symbol of conservative economic management for a long time and
now that it too has gone under IMF conditionalities, all the small
Eastern Caribbean countries feel threatened.

CARICOM RESUSCITATION

If a significant resurgence of CARICOM is at all possible, a note-
worthy contribution may have been made in July 1987 at the
eighth Heads of Government Summit in Castries, St. Lucia. Stimu-
lated by partial though significant measures taken in previous
Heads of Government summits, especially Nassau in 1984, and reel-
ing from the 1986 trade debacle that, as noted, reduced trade to
just half what it had been six years earlier, an agreement was
hammered out calling for removal of "all measures restricting
intra-regional trade" by September 1988-a date that has since
been extended to 1992, and most probably will be extended further.
The participants in the St. Lucia summit also formulated a plan
for development of a Caribbean Export Bank (CEB) to replace the
now-defunct Caribbean Multilateral Clearing Facility. 36

In other actions at the Castries Summit, plans were initiated for
much-needed cooperation in resolving territorial claims, for secur-
ing access to and policing national oceanic economic and fishing

36 The CEB was to be structured on a sound business footing as a separate entity of the CDB
in Barbados. Its formation has also been stalled.



81

zones, and for the promotion of a "Caribbean citizenship" status for
CARICOM nationals. Much discussion also was directed to the
issue of the drug trade; upgrading of inter-CARICOM communica-
tion; promotion of "Carifesta," an important but economically
short-changed regional cultural event; and resolving soaring debt
problems in the three largest CARICOM states, although few con-
crete solutions were submitted, other than hope for expanded
trade.

Of greater importance, Barbados and Guyana initiated a call for
work to proceed on regional integration of customs services and for
cooperation among senior police, judicial, health, and legal services.
With a view toward reducing costs, they proposed a system of shar-
ing diplomats at international stations and conferences and also to
share representation in IGO memberships, particularly those relat-
ing to the United Nations functional activities and agencies. The
sharing of diplomats has historical precedence since the neighbor-
ing states of Barbados and Guyana once shared the services of a
High Commissioner at the Court of St. James and the OECS states
also have partially implemented this practice.

Selected integration, or at least cooperation, among regional
police, court, and customs facilities is long overdue given the in-
creasing flow of drugs and contraband through the region, not to
mention the ongoing potential for terrorist acts, such as the at-
tempted 1981 Ku Klux Klan intervention in Dominica and the 1977
sabotage and destruction of a Cubana plane as it exited Barbadian
air space. Questions relating to maritime delimitation in connec-
tion with the new Law of the Sea Treaty must be addressed, and
there remain serious problems relating to reform of the region's
monetary system. Experts agree the latter is a key issue in poten-
tial expansion of integration within CARICOM during the 1990s.
According to the Report of the Group of Caribbean Experts, efforts
toward monetary reform must focus "on matters such as the CARI-
COM Multi-Lateral Clearing Facility, which should be progressive-
ly enlarged so as to finance a higher proportion of inter-regional
trade ... ; prior consultation before changes are made in exchange
rates; a greater degree of coordination of exchange control policies
and practices; and the maintenance of a common intervention cur-
rency." 37

No action at the 1987 Summit in St. Lucia was more important
to regional economic integration, or required greater compromise
from the CARICOM national governments, than revitalization of
the goal of free trade within the Community. If CARICOM is to
reach its full potential, it must perform as it was constituted in
1972-1973, yet free trade, a principal goal upon which CARICOM
initially embarked and a policy it reiterated in 1987, has remained
most illusive. As the region faces massive internal trade problems,
it has been beset with possible trade restrictions from Europe re-
sulting from the post-1992 change in market status, post-Cold War
trade expansion strategies in North America, and new market tac-
tics by the Pacific rim countries-in part to stave off threats to
their own markets by Europe and North America. CARICOM has

'7 Lewis, Vaughan A. Some Perspectives on Caribbean Community Integration. Caribbean Af-
fairs, January-March, 1988. p. 90-91.
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heightened its integration rhetoric but in 1992 there was still no
firm agreement. In late 1991, in fact, St. Lucia announced it would
not participate since the major regional economies were not buying
its agriculture products. St. Kitts-Nevis and Antigua-Barbuda also
have pulled back from previous pledges to legislate a uniform
tariff. It is not unlike the recent novel, High Tide in the Caribbean,
written by Barbados' former Minister of Tourism, Peter Morgan, in
which the regional leaders are once again meeting to further re-
gional integration, but, alas, several have a reason why the time is
not right just then.

All is not negative. There were agreements at the July 1989
CARICOM summit in Grenada, including an agreement to proceed
with the plan to revise local constitutions to move closer toward es-
tablishing a common Caribbean citizenship. In addition, Barbadian
Prime Minister Sandiford and Guyanese President Hoyte agreed to
support a plan to establish a long-needed Caribbean Court of Ap-
peals-a plan that has received considerable support as demon-
strated in a 1992 report by the West Indian Commission that fea-
tures establishment of an appeals court as its centerpiece. The
region, at least in principle, is also pledged to pursue discussions
toward establishment of a Caribbean parliament, although this
may be a non-starter in view of considerable opposition, due partly
to anticipated economic costs.

Prime Minister Sandiford repeatedly reminds the press that he is
"unapologetically a firm advocate of maximum Caribbean integra-
tion," a position that is certainly backed by his foreign minister,
Maurice King, who in a May 1989 interview noted that "regional
integration is the best way [Barbados] can achieve its primary na-
tional interests." King concluded with a very strong statement for
a Barbadian: "We must be willing to sacrifice some sovereignty to
bring it off." Guyanese President Hoyte, in much the same vein,
has exhorted regional businessmen to "avoid the temptation of be-
lieving that we can act individually even to protect our individual
national interests. Huge economic groupings are going to dominate
the world economy and [we] cannot face these powerful groupings
individually." 38

And on the eve of the 1992 Port of Spain summit, Sir Shridath
Ramphal, Chair of the West Indian Commission urged further inte-
gration, not only as protection against new blocs, but also to put
the soul back into the movement. As a most important step, Ram-
phal urged adopting the West Indian Commission report, which in-
cludes a kind of integration package calling for the immediate es-
tablishment of a Caribbean Supreme Court. 39 .

Thus, the region is pushing harder in many ways to realize eco-
nomic and even political linkages. There is also no lack of appropri-
ate theory to guide such new beginnings, notes UWI academician
and a resident theorist for the Windward integration movement,
Patrick Emmanuel, but, as noted, there is a lack of strong, widely-
known leadership, especially from the larger territories. As the

38 Braveboy-Wagner, Jacqueline. Tracking a Political Sea Change. Hemisfile, v. 1, no. 1, Janu-
ary, 1990. p. 9.

s1 The Commission's findings are to be reviewed in a special Heads of Government meeting in
Trinidad in late 1992. A common CET is still possible, although there is presently a large range
of desired tariffs.



83

Caribbean faces the uncertain 1990s, the essential stimuli and lead-
ership is most often provided by the Eastern Caribbean states.

DEVELOPMENTS IN THE EASTERN CARIBBEAN

On June 18, 1991, the OECS 40 celebrated its first decade of exist-
ence. A major raison d 'etre for its founding, to strengthen the
common market of the one-time Leeward and Windward Island
colonies in order to place this seven-state subregion "in a position
to penetrate the CARICOM countries in terms of finding them as
viable markets," 41 has not been a solid success. However, a second
rational for founding the OECS, "to give our countries a greater
international personality [and] to organize as a bloc for better deal-
ing with the [European] Community" 42 has been much more suc-
cessful.

Activity toward intra-CARICOM integration and the develop-
ment of regional IGOs has been concentrated in the Eastern Carib-
bean since the late 1970s where, in addition to implementation of
the earlier noted ECCM, there is a common central bank and a su-
bregional court. Since 1981, the OECS has included both political
and economic sectors in its permanent secretariat. In 1983, its East-
ern Caribbean Currency Authority evolved into a central banking
facility. Plans have been initiated to truly harmonize foreign and
economic policies and to expand diplomatic cooperation to include
shared missions such as the all-important post to the EC in Brus-
sels, a matter of prime importance to these small states in view of
the soaring expense of overseas postings.

Another important linkage now in place among the Eastern Car-
ibbean states-although not without controversy-that harks back
to the Grenada crisis is the previously noted RSS based in and
largely financed by Barbados, but with significant OECS participa-
tion and a most welcome initial $15 million contribution from the
United States for weaponry and training. This force, which in-
cludes a multinational coast guard, has its roots in a five-nation
"Memorandum of Understanding" issued in 1982. It was formed os-
tensibly to protect fisheries, interdict drugs and smuggled goods,
and provide rescue support, although Antigua's aging and increas-
ingly opposed Prime Minister Vere Bird has provided fuel for new
suspicions in suggesting the force should also be utilized to protect
governments from domestic disorder. Nonetheless, this cooperative
venture in the military sphere currently appears to be a positive
force for the Eastern Caribbean both in rescue operations and in
stymieing mercenary threats. 43

40 The OECS was formed with the signing of the Treaty of Basseterre (St. Kitts-Nevis). The

Central Secretariat is located in St. Lucia, and the Economic Affairs Secretariat is in Antigua

and Barbuda. The OECS is a subunit within the Caribbean Community. It differs from CARL-

COM by holding two Heads of Government conferences each year, thereby affording closer mon-

itoring of its decisions-decisions which thus far have not suffered the postponements that have

become almost endemic to the larger unit.
41 Lewis, Vaughan A. The Eastern Caribbean States: Fledgling Sovereignties in the Global

Environment. Paper prepared for World Peace Foundation, tmimeograph) June 1991. p.
4
.

42 Ibid.
43 Brana-Shute, Rosemary and Gary Brana-Shute. St. Lucia. Latin America and Caribbean

Contemporary Record. Hopkins, Jack W., ed. New York, Holmes & Meier, 1985. p. 890-91;

Thomas, p. 317-18.
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Probably the most ambitious development has been the discus-
sion since 1987 of a possible intra-OECS political union of from
three to seven states-an idea promoted initially by Prime Minis-
ters James Mitchell of St. Vincent and John Compton of St. Lucia.
Noting a "strong sense of worry about the twentieth century clos-
ing and leaving us all stranded," 44 and feeling that such integra-
tion would probably facilitate increased U.S. assistance (a point
that should be assured), Mitchell made the case for a unitary
nation-state at a May 1987 conference in Tortola, British Virgin Is-
lands.

Unity discussions continued in St. Lucia both during and after
the July 1987 meeting of the CARICOM summit. At one point, six
of the seven Eastern Caribbean leaders were endorsing political
union by 1989. 45 Momentum cooled, however, as opposition sur-
faced from: Vere Bird, of Antigua (an original negotiator from the
1950s who was a firm supporter of federation); two other Leeward
actors who often follow the Antigua lead, St. Kitts-Nevis and Mont-
serrat; some opposition party leaders in the Windwards, especially
in Dominica; and aspects of the always vocal, but often equally pro-
vincial local press. Uneven economic growth, debt, and excessive
overlap of agricultural exports among the OECS states presented
the most telling problems.

The possibility of uneven growth continues, presenting problems
for integration which are already evident as Antigua and Barbuda
has experienced a per capita GDP growth three to four times that
of St. Vincent, Dominica, and Grenada. Both of the remaining Lee-
wards also experienced substantial growth in the early 1990s as
well-a probable factor in their coolness toward OECS federation.
Thus, as has been the case previously, first with Jamaica in 1961,
then Trinidad in 1962, and Barbados in 1966, there is always reluc-
tance from the more solvent states who perceive that they may
have to "carry" those who are weaker. 46

The 1980s brought a sharp downturn in the economies of the
CARICOM "Big Four"-Jamaica, Trinidad and Tobago, Guyana,
and Barbados. As a result, instead of the "Big Four" producing a
significantly expanding market for the OECS states to penetrate
during the 1980s, the Eastern Caribbean was induced to expand
trade within its own market. Ironically, by the end of the 1980s,
the OECS had become the single largest market for CARICOM
goods.

44 Mitchell's remark about "leaving us all stranded" no doubt anticipates a weakening CARI-
COM position within the expanding European system. With the addition of Iberian and eastern
Mediterranean countries to EC, many traditional Caribbean products will no longer have suffi-
cient access to these markets. Further, there is strong pressure to discontinue subsidizing specif-
ic crops and, instead, to buy from less expensive markets. Such a move will be detrimental to
Eastern Caribbean banana sales.

45 Taylor, Jeremy. Mini-states Plan to Merge as a Nation. Times [London], July 24, 1987; Rich-
ards, Mike. A Successful Summit. Caribbean Contact, August, 1987. p. 1,4, and 14.

4 According to Patrick Lewis, Antigua and Barbuda's Ambassador to the United States and
the Organization of American States (OAS), a foremost reason why the region should promote
economic integration is that the region needs its twelve votes in the OAS and the UN. This is no
doubt a good point, but each goes to the IMF and the World Bank alone. The region's motto, S.
S. Ramphal notes, should be "We do it better when we do it together." "It is imperative," he
told the Caribbean News Agency (Guyana Chronicle, January 9, 1992, p. 2), "that governments
of the Caribbean Community foster the economic arrangements that would [induce] internation-
al multilateral financial institutions and aid donors or countries to deal with us as one."
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According to Dr. Vaughan Lewis, the past decade has seen sub-
stantial progress in health, education, fisheries, legal areas, agri-
cultural diversification, and, increasingly of late, the environment.
In the area of health, the OECS has overcome one handicap related
to the very small populations of the individual states through the
Eastern Caribbean Drug Service, which is able to make bulk pur-
chases of pharmaceuticals for the insular public sectors with the
Eastern Caribbean Central Bank utilized as a source of payment,
Further, through increased unity, the eight countries of the Lee-
ward and Windward chains are now exploring the possibility of
supplying common services in specialized medical areas. In educa-
tion, enrichment and expansion has followed UNESCO, World
Bank and European projects developed via the Lom6 Convention-
all programs which the subregion was able to negotiate and suc-
cessfully utilize. Curricular, education-related infrastructural devel-
opments, and post-secondary programs were produced by these
multilateral projects. Centers of Excellence, "where tertiary insti-
tutions can specialize in different areas" are now being developed,
Dr. Lewis reported in 1991.

The OECS has given increased attention to the environment in
the 1990s through the efforts of organizations such as the Natural
Resources Management Unit and the Agricultural Diversification
Unit. Concern over this ecological issue, which is shared not only
with CARICOM, but with the small states in the South Pacific as
well, is driven by the real possibility that rising sea levels or coral
destruction may threaten their very survival. This should be an
area of shared concern and support by the metropolitan countries.

Regulation of Eastern Caribbean fisheries has also become a re-
ality as a result of the harmonization of appropriate laws within
the subregion. This permits these very weak states to jointly patrol
and monitor/regulate their common 200 mile Exclusive Economic
Zone-with the crucial assistance of their joint regional defense
force. This multilateral monitoring also provides security from
massive inundation of the region by drug runners as well as from
occasional saboteurs, and provides for the very real needs of region-
al and extra-regional shippers and passenger carriers. Intra-territo-
rial legal correlation has contributed to other aspects of Eastern
Caribbean integration, both political and economic. These are due
to increase massively, of course, should the early 1993 Windward
Island political-unity plebiscite among Grenada, St. Vincent, Domi-
nica, and St. Lucia be supported by at least three states. 47 At
present, it appears highly possible there will be a Federation of the
Windward Islands. This goal is in the national interest of the
United States.

CONCLUSION

There are several explanations for the surge of rhetoric and
planning for regional integration in the Caribbean in the late 1980s

47 St. Vincent has announced it will join with any two. Dominica appears the least likely to
support merger. St. Lucia has also experienced a mild economic boom due to tourism, but due to
increased pollution, this boom may soon fade. Multilateral and U.S. aid, loan forgiveness (al-
ready granted in Guyana and Jamaica) and, most of all, multilateral negotiations would all ben-
efit the integration process in the Windwards.



86

and early 1990s. First, there is the generalization offered by Amitai
Etzioni, that if integration could not be fostered prior to the rise of
state sovereignty and power-and accompanying nationalism-,
then the next most propitious time for it to occur would be when
these factors have weakened. As discussed in this essay, the region
has experienced its worst economic downturn since the great de-
pression and its worst intra-regional trade ever. This, along with
the accompanying maladies of human misery and crime, would
seem to induce a loosening of state pride and power and, indeed,
the weakening of many of the subregion's political economies has
been followed by a period of pronounced rhetoric for expanded po-
litical and economic integration. Second, as observed in Table 1,
contemporary CARICOM and OECS political leaders tend to be
more and more pragmatic in outlook than their frequently person-
alist and mesmeratic predecessors. As Dr. Arthur Lewis sadly
noted in the 1960s: "The current political leaders are so scarred by
the mutual hatred and contempt which they acquired for each
other on the last round [of federation battles] that they are not
likely to make [further] effort. However they will ... yield to a new
generation. Then West Indians will once more face their destiny,
which is to come together as a nation." 48

A new generation of increasingly younger, more pragmatic,
better educated individuals is assuming leadership in the West.
Indies. What they lack is stature, especially with some of the most
prominent and popular leaders lost due largely to the economy,
while others have succumbed to untimely deaths (Tom Adams and
Errol Barrow of Barbados). But with serious multilateral "carrot
and stick" assistance, and support from their metropolitan friends
(especially from Washington), the not-always-supportive press, and
their usually practical West Indian constituents, there is still time
and enough leadership potential to attain the new national destiny
promoted by Arthur Lewis. This fact, no doubt, has contributed to
the recent intensification of integrative activity in the English-
speaking Caribbean. Also in the area of leadership, an increasingly
important role by economic entrepreneurs and some parts of the
bureaucracy has been noted. The development of a West Indies
stock market, new advances in electronic communication, and initi-
ation of a new shipping line in early 1992 falls into this category
and bodes well for the future of the region. An essential element is
for the political leadership to mesh with these new actors for
change.

But the international environment is probably the most impor-
tant factor affecting Caribbean integration in the early 1990s in
view of the pressure being mounted from Europe, North America,
and possibly in the Asian-Pacific rim. Europe is rapidly becoming a
common market on a level with or larger than the United States.
Not to be left behind by the emerging European market and the
group led by Japan that is forming on the Pacific rim, the United
States negotiated a Free Trade Agreement (FTA) with Canada that
became effective January 1, 1989. In 1990, the United States an-
nounced it intention to enter into a FTA with Mexico. This was ex-

48 Mordecai, p. 462.
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panded in February 1991 to include Canada in negotiations for a
North American Free Trade Agreement (NAFTA). If approved by
Congress, such an agreement would produce a significant potential
market since Canada is the number one trading partner of the
United States, and Mexico number three, with U.S. trade in 1990
amounting to $175.3 billion and $58.6 billion, respectively. These
three powers also have 370 million potential buyers and produce $6
trillion annually. Moreover, on June 27, 1991, President Bush an-
nounced his Enterprise of the Americas Initiative (EAI) which has
the potential of leading to a Western Hemisphere Free Trade
Area. 49 Against such giants, even a united CARICOM would still
be a small population bloc (six million). Without its own common
market and a CET, many feel CARICOM's fledgling industries, and
its hope for a less dependent existence, could be lost. Thus, while
there is no complete accord regarding the level of tariff or, certain-
ly, what the future holds for the EAI-or even for intermediate
power Venezuela's counteroffer of one-way free trade with the Car-
ibbean states-the rapidly changing environment is a factor that
should surely lead to intra-CARICOM restructuring.

Finally, it appears that much of the leadership for further Carib-
bean integration will be by the smallest Eastern Caribbean states,
because their less developed economies have not experienced some
of the recent shocks that have destabilized the larger states and,
also, these are the states that experienced the highest level of pre-
independence integration. They were grouped as two colonial blocs,
the Leeward Islands and the Windward Islands, a measure that
aided communication; thus, not too surprisingly, it is among this
small-state group that integration during the last decade has pro-
gressed the most, especially in the southern Windwards.

This momentum to merge three or four insular states should not
go unnoticed by the United States. It should be encouraged, much
as Canada bestowed major "no strings" financial aid and opportu-
nities for trade, including the gift of two ships, to the first West
Indies federation attempt. The United States should not merely
draw on past examples established by its neighbor to the north
however, but should seek to work with Canada and to draw on
their superb contacts in the Caribbean region. The spirit of integra-
tion continues to be nourished by the Caribbean people, an indus-
trious people who are neighbors and friends, who have many, many
connections to North America, both the United States and Canada.
Should further integration occur, this West Indian citizen input, in
the final analysis, will probably be a crucial variable. But again,
encouragement from the metropole is essential.

As hypothesized, metropolitan powers and local leadership have
played and will continue to play crucial roles in the ultimate suc-
cess or failure of integration in the Caribbean. In this area, the
multilateral diplomatic role cannot help but be important, especial-
ly with the small Windward subset where aid and trade induce-
ments could be a very worthwhile investment for the United States
and its allies. For surely it is in the U.S. interest to help avoid fur-
ther cases of regional fragmentation and to help set in motion the

49 Lewis, David E. The North American Free Trade Agreement: Its Impact on Caribbean
Basin Economies. Caribbean Affairs, v. 4, no. 4, October-December, 1991. p. 56-72.
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most optimal opportunities for viable development in these small
democratic neighbors on its doorstep. A relatively small level of as-
sistance at this crucial juncture could contribute significantly to
long-term democratization and to regional order. But for this to
happen this current crucial moment must be seized and must be
addressed positively and sensitively. It is in the interest of the
United States to do so. 50

so Also, direct savings accrue to the United States when its number of embassies, staff, and
associated expenses for a region can be reduced-a region that, while generally democratic, is
presently on a per capita basis one of the world's most over-governed areas. But, as J. William
Fulbright, late chairman of the Senate Foreign Relations Committee, has written: for aid to be
effective, knowledge of and sensitivity toward local cultures must be demonstrated. See: The Ar-
rogance of Power. New York, Random House, 1966.



THE FUTURE OF REGIONAL SECURITY IN THE CARIBBEAN

by Neville Linton *

CONTENTS

Page

Summary............................................................................................................................ 89
The Record of Regional Security ........................ 90
The Range of Threats .............................................................. 95

External Threats ............................................................... 95
Domestic Threats ............................................................... 96

External Assistance .............................................................. 97
Bilateral..................................................................................................................... 97
Multilateral............................................................................................................... 98

Conclusion and Recommendations ............................................................... 100

SUMMARY

The Commonwealth Caribbean is a region of largely island states
too small to be able to defend themselves against any significant
political threat, domestic or international. Over the last 20 years,
the region has become more conscious of the need for special ef-
forts to ensure the security and stability of member states, as the
incidence of such threats has escalated in that period, including the
notable crises in Trinidad and Tobago in 1970 and 1990, and in
Grenada in 1979 and 1983. While there has been a reluctance to
take collective action at the level of the Caribbean Community
(CARICOM), the umbrella regional association, the association of
small island states-the Organization of Eastern Caribbean States
(OECS)-moved in 1982 to set up a Regional Security System (RSS)
and a regional security force. That system played a crucial role in
the dramatic events in Grenada in 1983 when the OECS states in-
vited the United States to lead a combined military intervention
into that territory.

However, since then there has not been much progress in institu-
tionalizing an effective security system for these vulnerable small
states, and appeals to the wider international community through
the councils of the Commonwealth, the Organization of American
States (OAS) and the United Nations (UN) for the establishment of
a safety net for small states in general have not met with any sat-
isfactory response. The paper analyzes some of the specific security
problems in the CARICOM region, and suggests a framework for

* The author recently served as Assistant Director for International Affairs, Commonwealth
Secretariat. This paper will be included in a forthcoming book to be published in 1993, entitled
Democracy in the Caribbean: Political, Economic, and Social Perspectives. Dominquez, Jorge I.,
Robert A. Pastor, and R. Delisle Worrell, eds. The Johns Hopkins University Press.
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taking this matter appreciably forward, as the problems did not
depend upon the Cold War environment for succor and remain per-
tinent today.

Security concerns in this paper are political rather than econom-
ic and limited to the Commonwealth Caribbean as these territories
have a common history, are linked by CARICOM and traditionally,
in respect of security issues, have been associated together both of
their own will and in the eyes of outside powers. In these territo-
ries, security has always been limited to passive defense since none
was large enough to project its will beyond its shores, and defense
has either been against an extraregional foe or in terms of main-
taining domestic order.

THE RECORD OF REGIONAL SECURITY

In colonial days, the responsibility for security was clearly that
of the colonial power; and in the century before independence,
peace was the rule at the international level, save for the period
when the imperial power was at war. In World War II, the alliance
of the imperial powers with the United States meant that Wash-
ington established a network of military and communications bases
in the region, some of which remain today. In the same century,
social and political discontent often raised its head at the domestic
level and could usually be contained by the local police, and occa-
sionally, by the local military. Rarely was there need for a show of
direct force from the metropole, as happened, for example, in the
case of Guyana in 1953 when the Cheddi Jagan government was
ousted and the constitution suspended.

Having inherited an external peaceful environment, most Carib-
bean states after independence decided on a low profile in respect
of military establishments. Most were content to keep the colonial
pattern of a police force and a volunteer militia. Initially, only the
three largest territories decided to have armies-Jamaica, Trinidad
and Tobago, and Guyana. Only the latter, with its long borders
with Venezuela, Suriname, and Brazil, and facing territorial claims
from the first two, could be said to have needed a military estab-
lishment for conventional external security purposes. Later, when
the other land-based CARICOM country, Belize, became independ-
ent, its unresolved boundary problem led to the British govern-
ment's keeping a military presence there up to the present. Initial-
ly the emphasis in all cases was on a security force related to do-
mestic order and to controlling smuggling across borders, sea, and
land. The fundamental reality is that, save for Guyana and Belize,
CARICOM states started their independence phase with no sense of
threat to their national security and territorial integrity. There-
fore, each state felt it could deal adequately with national security,
and there was no thought of treating security as a priority in the
regional integration movement. When some sense of threat did de-
velop, as at the domestic level in terms of dissident political move-
ments and secessionist attempts, and at the international level in
terms of fear of ideological subversion from, for example, Cuba, or
challenges from drug or arms smugglers and associated mercenar-
ies, it was still felt, especially at the "more developed countries"
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(MDC) level, 1 that individual states could cope through the police,
customs, and intelligence services, and through a certain amount
intraregional cooperation.

Even Guyana and Belize, which had major territorial challenges
to deal with, handled these problems independently, although they
did rely heavily on, and did benefit from, coordinated regional dip-
lomatic support. It should be noted that Guyana reached out
widely in the international community for support using both the
channels of the UN and the Non-Aligned Movement very effective
ly, apart from leaning on neighboring Brazil, while Belize depended
upon British military assistance apart from the diplomatic support
it gained from neighboring Mexico. It is instructive that in both
these cases, a neighboring state was ready to appreciably assist a
small state threatened by another neighbor-experiences indicative
of elements which could be used for a regime of collective security
cooperation in the Caribbean Basin.

The region's casual approach to security issues changed signifi-
cantly in the 1970s under both domestic and international pres-
sures. At the domestic level, the desire for regional cooperation sur-
faced in the late 1970s when the small Eastern Caribbean states
faced a series of political challenges. There were insurrection at-
tempts in Dominica and St. Vincent and a claim of a coup plot in
Antigua. 2 After a coup threat in Dominica early in 1979, and an
aborted mercenary "invasion" plot against Barbados, the govern-
ment of Prime Minister Tom Adams in Barbados took the forefront
in advocating regional cooperation by calling for joint coast guard
patrols with Antigua, St. Lucia, and St. Vincent, and later by send-
ing troops to assist St. Vincent during an uprising-a first in re-
gional military initiatives; in 1981, Barbados sent military advisers
to a parallel situation in Dominica. It is noteworthy that Barbados,
having made a new assessment of its security needs, abandoned its
policy of not having a military establishment and developed a De-
fense Force in 1979, while Dominica terminated its Defense Force
in 1981 in view of the frequency with which soldiers had been in-
volved in political initiatives over the preceding decade.

The year 1979 was important in the development of regional atti-
tudes toward security. The Grenada Revolution of Maurice Bishop's
New Jewel Movement occurred in March, and in October the U.S.
government both announced a new policy towards the Caribbean
and assumed a new militancy towards Cuba, involving the estab-
lishment of a new Caribbean Joint Task Force. The U.S. govern-
ment also initiated action for a program of security assistance to
selected Eastern Caribbean countries. Within the region itself, Tom
Adams, on his first official visit to neighboring Port-of-Spain,
signed a Memorandum of Understanding (MOU) with Prime Minis-
ter Eric Williams of Trinidad and Tobago in which they noted the
growing complexity of the security problems of the Caribbean; it
was significant that the problems highlighted did not include any
ideological reference, but focussed instead on terrorism, piracy, and

' MDC and "less developed country" (LDC) are terms used within CARICOM to distinguish
member states.

2 See Young, Alma H. and Dion E. Phillips, eds. Militarization in the Non-Hispanic Caribbean.
Boulder, Colorado, Lynne Rienner, 1986.
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the use of mercenaries. As yet, there was no major concern about
drugs.

Following its agreement with other regional governments on
joint coast guards patrols, Barbados sought to upgrade its military
establishment and Britain agreed to provide coast guard training
and assistance. The trend toward a properly institutionalized re-
gional security system came to a head in October 1982 when the
Eastern Caribbean RSS was established in Roseau on October 30;
the member states were Antigua and Barbuda, Barbados, Domini-
ca, St. Lucia, and St. Vincent and the Grenadines. The agreement
was for cooperation to provide for "mutual assistance on request"
in "national emergencies, prevention of smuggling, search and
rescue, immigration control, maritime policing policies, protection
of off-shore installations, pollution control, natural and other disas-
ters, and threats to national security. 3 After independence in Sep-
tember 1983, St. Kitts and Nevis joined, and finally Grenada joined
on January 1, 1985. Thus, at present the RSS consists of seven
island states.

The RSS came one year after the establishment by the smaller
Eastern Caribbean states of the OECS in June 1981. In Article 8 of
the OECS charter, provision had been made for a Defense and Se-
curity Committee whose responsibilities suggest the awakening se-
curity concerns of these newly independent small states, and per-
haps their heightened awareness of vulnerability in a region where
both the United States and Cuba had recently become more vigor-
ous politically, and where the People's Revolutionary Government
of Grenada was asserting novel foreign policy positions which
aligned it more with the Soviet bloc than with traditional CARL-
COM postures. Thus, the Defense and Security Committee had re-
sponsibility "to advise the Authority on matters relating to exter-
nal defence and on arrangements for collective security against ex-
ternal aggression, including mercenary aggression, with or without
the support of internal elements and for coordinating the efforts of
Member States for collective defence and the preservation of peace
and security against external aggression and for the development
of close ties among the Member States of the Organisation in mat-
ters of external defence and security, including measures to combat
the activities of mercenaries, operating with or without the support
of the internal or national elements, in the exercise of the inherent
right of individual or collective self-defence recognized by Article
51 of the Charter of the United Nations."

It does not appear that initially there was a clear idea as to the
type of mechanism that would be set in train to operationalize Ar-
ticle 8, and it would seem that it was at the impetus of Barbados,
and specifically of Prime Minister Tom Adams, that led to the
emergence of the RSS as a practical instrument in this respect.
Barbados was outside of the OECS, but had similar security con-
cerns and imperatives as the OECS states. It was the only MDC
which had been the subject of a couple of quite ineffectual attempts
at mercenary invasion and also the MDC most openly concerned
about political developments in Grenada. By contrast, it would

D Regional Security System Headquarters Staff. The Roles of the RSS in the East Caribbean.
Bulletin of Eastern Caribbean Affairs, v. 11, no. 6, January 1986.
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seem that at the time, Jamaica, Trinidad and Tobago, Guyana,
Belize, and the Bahamas made little headway in the wider group-
ing of CARICOM in terms of collective security arrangements, and
felt that their defense needs could be handled by national mecha-
nisms and by ad hoc regional diplomatic cooperation. 4

With the shattering events of Grenada in October 1983, 5 the ar-
rangements provided for under the OECS treaty and the MOU
were brought into play in crisis circumstances that could not have
been predicted and that probably were more demanding than the
framers of these two instruments might have anticipated. The RSS
members acted decisively and commissioned an intervention, with
U.S. government forces playing a leading role. This was the first
such collective security exercise in the region's history and the
intervention, especially the U.S. factor, led to serious divisions in
the Caribbean Community. 6

It might be logical to expect that this traumatic experience
would have stimulated serious, systematic, and urgent attention
both to the question of mechanisms for regional collective security
and to the conditions, sources, and nature of external bilateral or
multilateral assistance. However, once the dust had settled, the
wider CARICOM region relaxed and settled back into its regular
pattern with the concomitant focus on regional economic issues.
This would seem to suggest that the Grenada case was seen as an
aberration, and that the fundamentals of the region's security situ-
ation had not changed. For the RSS states, however, the Grenada
intervention was an eye-opener. Thereafter the RSS, which in 1983
had only been in existence for a year, became a more established
institution with well-equipped units under continuous training for
cooperative action. 7 The RSS forces did not participate in the
actual fighting in Grenada, but were part of the subsequent occu-
pying force. A senior officer commented, "without the RSS it would
have been difficult, if not impossible, for police, Special Service
Units (SSUs), and soldiers from six member states to be landing on
the island on D-Day, 25 October 1983. In this case, as in all likely
scenarios speed of action was critical. This quick reaction would
have been impossible without the mutual co-operation and under-
standing between governments and commanders that the MOU
had generated." 8

In the aftermath of Grenada, Prime Minister Tom Adams sought
energetically to strengthen the regional defense system by upgrad-
ing the RSS into a standing regional force. The various estimates
about size and cost mentioned at the time ranged from about 1,000
to 1,800 strong with establishment costs from U.S.$10 million to
U.S.$100 million. The proposal was actually discussed with Secre-

4 Trinidad and Tobago joined the 1974 Inter-American Treaty on Reciprocal.Assistance (Rio
Treaty); the Bahamas signed it but did not ratify.

6 See: Davidson, J. Scott. Grenada: A Study in Politics and International Law. Aldershot, Ave-
bury, 1987.

s See: Lewis, Vaughn A. International, National and Regional Security Arrangements in the
Caribbean. Peace, Development and Security in the Caribbean. Bryant, Anthony T., J.Edward
Greene and Timothy M. Shaw, eds. New York, Macmillan, 1990.

' Training has been provided by both the United States and the United Kingdom. At RSS
Headquarters in Barbados, U.K. personnel are a part of the command structure; there is a grad-
ual training of regional officers to replace these. The United States sends ad hoc teams to par-
ticipate as trainers in RSS-run training courses.

8 See: The Roles of the RSS in the East Caribbean, p.7.
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tary of State George Schultz in his visit to the Eastern Caribbean
in February 1984, but nothing developed; the United Kingdom was
also lukewarm to it. More importantly, there were doubts even
within the RSS states, especially from St. Vincent and St. Kitts
and Nevis, about the need for such a force and the cost of main-
taining it. 9 In addition, there were important political sensitivities
underlying the reluctance to deepen the relationship, principally a
fear in some quarters that the RSS might be deliberately used in
the case of questionable claims of coup attempts to crush left-lean-
ing political movements.

The RSS remained in its original form, but in the years immedi-
ately after 1983 its military equipment was improved significantly
and regular training from U.S., British, and Canadian sources was
institutionalized. The equipment and training of the regular forces
of the member states were also upgraded, especially those of the
Barbados Defense Force. When Caribbean leaders met with Canada
in Jamaica in March 1985, Prime Minister Adams had anticipated
that the post-conference communique would reflect an agreement
that members had negotiated with one voice on issues of security
assistance from external powers. This did not materialize, and se-
curity has not been a priority issue on the CARICOM summit
agenda since then.

While the Grenada events led to the firming up of the RSS, the
exercise underlined the inadequacy of the RSS and the limited role
which it could play. It is particularly clear that in any major oper-
ation there would be need for logistical and communications sup-
port from outside powers. Indeed, quite apart from crisis situations,
the basic routine surveillance work of the region-of seas, territori-
al waters, and air-space-cannot be adequately done by the present
coast guard and air arm services. The fact is that no single Carib-
bean country has the assets by itself to deal with major pollution
control problems, fisheries protection, search and rescue oper-
ations, and natural disasters. In such a situation, collective security
does seem to be a minimum option, and has the advantage of pro-
viding a basis around which outside assistance could be organized.

In the post-Grenada crisis period, Jamaica continued the pattern
of cooperation that had started with its participation in the inter-
vention by joining the annual war games exercises of the RSS.
Trinidad and Tobago, which initially was only an observer at the
war games, joined in 1991.

But what the Grenada crisis pointed out even more was the gulf
in getting agreement on collective security action, whether or not
such action involved assistance from outside powers. The specific
arguments of the Grenada intervention case which arose at the
CARICOM Heads of Government Meeting have been discussed 10
elsewhere and need not detain us here. However, the case does
demonstrate what are perceived to be the problems in establishing
a collective security system. A positive aspect was the universal as-
sumption that a government established by violent and unconstitu-
tional means was unacceptable, but disagreement was really over

o See: McIntyre, Alister. Whither CARICOM? CARICOM Perspective, no. 25, May-June 1984. p.
11.

' 0See: Lewis, Vaughn A.
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whether there should be a negotiated solution or a military one,
particularly given a frank recognition that a military solution re-
quired extraregional military assistance.

It was quite traumatic for regional elites that such assistance
was from the United States, as the region had always looked some-
what askance at the historic role of power in U.S. relations with its
Latin American and Caribbean neighbors. There was an acute
awareness of the implications of getting further into the U.S. zone
of influence and of developing armies trained to American ways of
thinking and acting, armies that might begin in the Latin-Ameri-
can pattern to see themselves politically as guardians of the socie-
ty. In fact, in the ensuing years it would seem that the command of
the RSS has deliberately sought to balance the U.S. influence by
keeping up the traditional reliance on British linkages.

Grenada was seen as an aberration in a region that has always
prided itself on its democratic tradition and stable societies and
thus, after that crisis, there was no serious impetus to follow
through toward instituting adequate machinery for political crisis
management. Yet in July 1990, there was an attempted coup
against the Trinidad and Tobago government; another aberrant
case undoubtedly, but it did happen and demonstrated again the
inherent vulnerability of these small states. l l

Over the last two years, the CARICOM region has been involved
in a comprehensive review of regionalism and an examination of
proposals for enhancing regional welfare and development that
were put forward by the West Indian Commission established in
1989. It is to be hoped that the implementation of the program to
this end, which was agreed on by governments in mid-1992, will
significantly contribute to improving regional security.

THE RANGE OF THREATS

The threat scenario in which collective security could be helpful
is much the same in the Caribbean as with other small states, and
includes both external and domestic threats.

EXTERNAL THREATS

Save during periods of Great Power conflict, the small Caribbean
states have not in practice been vulnerable to external threat. A
fundamental contemporary reason is that the United States has
been a natural "guardian" of the whole region as a by-product of
Washington guarding its own Atlantic sea lanes. There is also the
increasing possibility that both Mexico and Venezuela might also
see themselves in guardian roles vis-a-vis small Caribbean states. 12

Certainly the fact that arms transshipped in Antigua eventually
made their way to the drug network in Columbia must be a matter
of concern.to Latin neighbors.

See: Vulnerability: Small States in the Global Society, Commonwealth Secretariat, London,
1985. In that study, a small state was defined as essentially being a state of up to I million
population; exceptions of over one million were included in the definition when such were mem-
bers of a regional group where small states were the majority.

12 In both recent cases of domestic political crises in Trinidad and Tobago, Venezuela offered
military help that was not accepted.
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The Caribbean situation is such that intraregional conflict is un-
likely (save for the only land-border case between the Dominican
Republic and Haiti) as long as the Belize and Guyana cases contin-
ue on their patient, sedate trend to settlement. At the hemispheric
level, so far only the United States has been seen as a likely invad-
er. Given the decline of the Cold War, situations for direct U.S. in-
vasion are not easily conceivable; but the substantial military pres-
ence of the United States in the Caribbean remains, including mili-
tary installations in the Commonwealth Caribbean. However, situa-
tions of extreme civil war, or of takeover controlled by drug- and
arms-related mercenaries, could possibly lead to interventions by
Venezuela or Mexico, the regional powers whose surrogate security
role in the region could increase in a non-Cold War environment.

In other island regions, piracy has re-emerged as a major prob-
lem and arms and drug smugglers are a serious threat to govern-
ments whose territories often consist of a number of small islands
over which their physical control is slight. A heightened Caribbean
consciousness about the drug problem as a security threat was re-
flected in recent initiatives, especially by Jamaica and Trinidad
and Tobago in international fora, including the UN, to get a multi-
lateral force to assist states in intelligence and interdiction, and to
establish commissions of inquiry and an international criminal
court for offenses related to drug trafficking. In the case of Domini-
ca in 1981, it seems that if the mercenaries had been successful, a
puppet government might have been set up to do their bidding.
The same, incidentally, was said to be the game plan in the Indian
Ocean case of the Maldives in 1988.

Increasingly, the control over maritime resources is being recog-
nized as a problem area. 13 The region lacks the resources for ade-
quate fisheries zone protection and for routine surveillance flights.
Control over other natural resources could also at times be a prob-
lem, for example, illegal trading in precious minerals which leap-
frog over borders through the sophisticated networking, communi-
cations, and transport equipment of international operators. This,
of course, has already happened with drugs in the Bahamas, Belize,
and Jamaica. The simple reality is that narcotics and terrorist ac-
tivities are threats that by their nature require international coop-
eration to meet them.

DOMESTIC THREATS

The range here is wide: military coups, succession struggles,
riots, civil unrest, seizing of hostages, disaster relief, and environ-
mental threats. It has been at the domestic level that security
threats have usually arisen. These could be threats to a regime or
to domestic order, although external threats could also be threats
to sovereignty. While CARICOM states have balked at the concept
of intervention hitherto, it was largely because it did not seem nec-
essary. However, the Trinidad and Tobago case in 1990, coming rel-
atively soon after the 1983 Grenada crisis should underline the ne-
cessity. The CARICOM states were quick to confer at the level of

13 See: Francis, Anselm. The New Law of The Sea and The Security Interests of the CARl-
COM States. Journal of Interamerican Studies and World Affairs, v. 31, no. 3, Fall 1989.
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Heads of Government and to offer direct military help through the
RSS although this was not used by Trinidad and Tobago during the
actual confrontation. 14 Since the RSS has had training specifically
for dealing with domestic challenges, 15 its use earlier in the proc-
ess, however limited, would have provided an excellent opportunity
to promote regional cooperation and further the idea of regional
collective security. A more integral involvement might well have
speeded up settlement as it would have sent a message to the coup
leader that his crime was against the region; moreover, it would
have been a salutary warning to others in the region who might
have such illegitimate ambitions. But here the traditional insular
approach triumphed as both the Trinidad Defense authorities and
the government wished to show that they could handle the problem
without outside help. It should be stressed that the participation of
outside forces does not necessarily have to be in a combat situation;
the fact of their presence makes a contribution, both politically and
operationally. Moreover, the affair had an important international
dimension that was of importance to the whole region; it seems
beyond doubt that the substantial arms hoard of the insurrection-
ists, the Jamaat-Al-Muslimeen, came from Arab sources, probably
Libya. Given the earlier evidence of Libyan political activity in the
Eastern Caribbean, the need for a regional approach to terrorism is
surely underlined.

Threats from natural disasters occur even more often than politi-
cal problems. The Caribbean is a hurricane zone whose security is
threatened annually in the most fundamental way. A fair amount
of regional cooperation exists with respect to disaster relief, and
the commitment toward this was heightened in the wake of the
devastation of Hurricane Hugo in 1989. Immediately thereafter, a
process was started to set up a permanent joint CARICOM disaster
relief task force based on the region's military, and with special
training and equipment to this end.

EXTERNAL ASSISTANCE

BILATERAL

The Trinidad and Tobago 1990 crisis did raise the question of the
possibility of extraregional assistance, since the flushing-c.ut of dis-
sidents, if it came to a pure military confrontation, would best be
done by troops trained in counterinsurgency methods. The question
of inviting the British Security Air Services (SAS) 16 was mooted at
the time in some quarters both in Trinidad and in the region.

There is a natural reluctance to call upon bilateral assistance
either from the former colonial power, the hemisphere's hegemon-
ial power, or from others. If however, there was an understanding

14 The RSS was used after the coup collapsed to assist in maintaining law and order under
the continuing state of emergency, as well as to permit the strained national forces adequate
rest breaks.

's This RSS training includes some training, specifically in negotiating techniques for cases
where there are hostages at risk. For a comprehensive survey of the RSS, see: Brigadier-General
R. Lewis. Eastern Caribbean RSS as a Model for UN Action in Relation to the Security of Small
States. Course paper, Royal College of Defence Studies, London, 1990.

16 Particularly after the Grenada crisis in 1983, there was little possibility of inviting the U.S.
forces; apart from the political aspects, there are strong doubts in the region about both their
efficiency and techniques.
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in CARICOM that such requests be made only after consultation
with the other CARICOM powers, that would be an improvement,
although it could still make for strong intraregional discontent as
in the case of the 1983 Grenada crisis. On that occasion, Trinidad
and Tobago would have. been equally upset if Grenada had, for in-
stance, invited the Venezuelans to deal with the anti-Bishop forces,
or if a rump of the Bishop government had asked the Cubans to
quell and mediate the situation. Clearly, inviting foreign armed ac-
tivity into the region can be said to affect the interests of other
states and CARICOM states need to come to terms with this issue.
Admittedly a situation wherein a regional concurrence becomes
necessary for such invitations, bilateral or multilateral, would in
effect be a surrender of some sovereignty, but the realities of the
security situation would suggest that the time is ripe for these
larger security issues to be handled at the regional level.

MULTILATERAL

If requests for assistance could be to a multilateral agency rather
than bilaterally to another state, the proposition of seeking outside
assistance would be much more acceptable to CARICOM member
states. Even so, such assistance would usually be for cases of exter-
nal aggression rather than for domestic coups. The obvious options
are the OAS and the UN and beyond these, although not as clear
cut an option, the Commonwealth. A fundamental consideration,
however, is that multilateral agencies cannot respond as quickly
and suitably as with the bilateral option.

The OAS machinery as it exists could theoretically be used to
mobilize hemispheric military assistance, but it has no track record
in this respect. However, given the weight in numbers of the CARL-
COM states, it might be worth exploring whether a special regime
of assistance for small member states can be agreed upon. The
OAS has the advantage that, like the UN, there is a standing
agency in Washington and quick decisions are theoretically possi-
ble. However, the problems involved in activating the machinery at
the military end, plus the problems of Latin American troops oper-
ating in the significantly culturally different CARICOM area, loom
as major drawbacks; but it would still be useful to have such a
regime in place even if the military machinery was hardly used,
since many situations are measurably affected by economic sanc-
tions, political leverage, and moral pressure. Now that the OAS in-
cludes both the United States and Canada, all these can be more
meaningfully used. There is reason to assume that Canada is likely
to advocate measures by the organization to support small member
states. 17

The United Nations, has seriously addressed the problem of the
security of small states, when the Maldives, after its 1988 coup at-
tempt, took the lead in the General Assembly in getting passed a
resolution mandating the Secretary-General to explore mechanisms
for the protection of small states. 18 The Secretary-General report-

II See: Baranyi, Steven and Edgar Dosman. Canada and the Security of the Commonwealth
Caribbean. In Peace, Development and Securitv in the Caribbean.

'8 United Nations General Assembly Res. No. 45/51, 8 December 1989.



99

ed to the General Assembly in 1991, but the subsequent debate was
inconclusive with the question being remitted for further consider-
ation in 1994.

The possibilities could include both the already existing watch-
dog facility in the Secretary-General's office, which monitors poten-
tially explosive situations, and a version of the Palme Commission
proposal of 1982, which could be tailored to suit small states rather
than the wider ambit of non-Cold War issues among Third World
small states therein originally suggested. The need is for mecha-
nisms which could mobilize appropriate diplomatic and military as-
sistance at short notice; the UN can provide the former within its
present set-up and with imaginative use of the Secretary-General's
powers, but the latter could require arrangements allowing forces
with the relevant equipment and training to be deployed quick-
ly. 19

Even within the UN process, therefore, there is an obvious ad-
vantage of giving priority to the use of regional arrangements, as
the UN Charter recognizes. But regional politics can itself be on oc-
casion a hurdle and a small state may not wish intervention to be
led by a regional hegemon. And since coups in small states can
occur and be entrenched very quickly, it is worth considering
whether a regime vis-a-vis small states should not have procedures
by which the UN Security Council could rapidly either utilize or
bypass regional mechanisms.

Given the end of traditional East-West confrontation and signs of
increasing relevance for the United Nations, a security regime re-
lating to small states and involving their specific acceptance would
seem to be, both politically and militarily, a manageable area in
which the organization could vigorously flutter its security wings.
The CARICOM states should be in the forefront in ensuring a posi-
tive and creative outcome to the Secretary-General's exercise.

The Commonwealth, in the wake of its special report on the secu-
rity of small states, Vulnerability: Small States in the Global Socie-
ty, has not taken any concrete collective measures in respect of its
own recommendations vis-a-vis political security, although there
has been increased intra-Commonwealth bilateral cooperation.
Both Australia and New Zealand have close ties with nearby small
Pacific states, while India demonstrated its willingness to act sup-
portively to the Maldives in 1988. Canada is the closest Common-
wealth power to the Caribbean but is not a neighbor; thus while it
did give the region some increased security technical assistance
after 1983, it is unlikely to play the more committed role which
close regional proximity fosters elsewhere.

While Commonwealth powers are ready to give bilateral assist-
ance, they are clearly shy of any multilateral commitments. A
basic reason is that the larger states do not perceive the Common-

19 Independent Commission on Disarmament and Security Issues. Common Security. London,
Pan Books, 1982. p. 162-167. The essence of the commission's proposal for implementing this
modified version of the UN Charter collective security system is for a political partnership be-
tween the permanent members of the Security Council and Third World countries in order to
prevent conflicts from being settled by armed force. The commission had specified proposals on
organization of stand-by forces. See also: Harden, Sheila, ed. Small is Dangerous. London,
Pinter, 1985, chap. 5, for suggestions for peacekeeping forces through the United Nations and
the Commonwealth.
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wealth as a security community, and in terms of security, most
states terms are obviously more comfortable operating at a region-
al level than across the wide range which the Commonwealth
covers. Some would argue that once the arena gets beyond the
region, it should be a concern of the global community, that is the
United Nations system. Of course, since World War II, nonregional
security alliances such as like NATO have come into being, but
such alliances are linked by a sense of common threat. Since con-
temporary economic, trade, cultural, and communications linkages
make for a global village, our concepts of security arenas need not
hold to the traditional patterns. A Commonwealth commitment
that implied a willingness, where necessary, to mobilize immediate
moral and material support for small state security victims could
be a valuable buttress for the regional efforts of such states, 20 par-
ticularly when the common purpose would be the security of a set
of states admittedly incapable of defense against both significant
external attack and bold domestic coups.

CONCLUSION AND RECOMMENDATIONS

CARICOM states undoubtedly would like to maintain the image
of a region with no chronic instability and thus no need for a major
security perspective. On the other hand, in recent years a school of
thought has emerged that has been raising a specter of militariza-
tion in the region. Much of this analysis assumes an innocent Car-
ibbean and a scheming United States and certainly stretches the
meaning of "militarization." 21 The reality, however, is that in
today's global village the vulnerability of these islands has in-
creased, especially because their fragile regimes cannot easily cope
with the economic and social problems which beset them. Obvious-
ly, a continuous strengthening of democratic and egalitarian prac-
tices should be the pattern of regional development. But they also
require both time and domestic order if they are to achieve social
justice and "develop" adequately, and in order to do so, they need
to take more deliberate steps to defend and preserve the polity.
The region has a strong democratic tenet and its peaceful history
has meant that it tends not to deal harshly with political rebels;
thus yesterday's revolutionaries, after causing considerable eco-
nomic and social upheaval, loss of development momentum, and
even loss of life, usually end up either living quite respectably in
the society or, consistent with the traditional regional pattern, mi-
grating to a middle-class life, in greener pastures.

The time is ripe for concrete regional action to deal with what no
longer can be considered a marginal problem or problems that
arise largely because of psychotic hegemonical policies. Indeed,
there is even a possibility that the United States could retreat into
a navel-gazing phase in which "minor" problems could be left to
stew in their own juice, since Washington would have no sense of

20 Commonwealth emphasis both in bilateral and multilateral programs has been on economic
assistance and cooperation.

21 See: Garcia Muiz, Humberto. Boots, Boots, Boots: Intervention, Regional Security and Mili-
tarization in the Caribbean. Caribbean Project for Justice and Peace, Puerto Rico, 1986; Phillips,
Dion E Barbados and the Militarisation of the Eastern Caribbean. Bulletin of Eastern Caribbe-
an Affairs, v. 11, no. 6, Jan/Feb 1986; Simmons, David. Militarization of the Caribbean; Con-
cerns for National and Regional Security. International Journal, v. 40, no. 2, Spring 1985.
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an ideological threat and clearly has never had a sense of being re-
sponsible for nurturing the progress of the CARICOM area. Region-
al security will have an economic cost, but prevention often runs
cheaper than cure, and the suggested emphasis herein is on a
system rather than on creating a substantial military establish-
ment. There may well be advantageous impacts on foreign policy
since the region will be seen from the outside world as being one
security arena, which should be of some significance for relations
with the United States, Venezuela, and Brazil. In some domestic
circles, the development of a regional security agreement might be
looked at as both premature and dangerous, since it would be ar-
riving before regional political unity. Such objections should not be
a hindrance, as the security system would not be such as -to in-
crease "militarization" and its presence and functioning is likely to
deepen the integration process. Moreover a security arrangement
of limited scope would be for defensive proposes and need not
commit any member state with respect to extraregional issues;
however, its existence could have the added advantage of encourag-
ing prudence in the foreign policy of individual member states.

What is required then is a commitment to a collective approach
to security. A regime to that end, which requires both urgent re-
search and discussion, would involve the following:

1. A mechanism for peaceful settlement of disputes through good
offices, mediation, and conciliation. According to the circum-
stances, this could be collectively triggered through the CARI-
COM Secretariat or bilaterally.

2. Agreement on what constitutes threats to security involving
regional consultation and, in certain cases, action. The sticky
points here would be the political cases since regional consen-
sus should be easily achieved vis-a-vis the regime of the seas,
drugs and arms trafficking and disaster cooperation. Guide-
lines would need to be developed with regard to the type of sit-
uations in which intervention is acceptable. Equally necessary
would be agreements and machinery to ensure that immediate-
ly after a successful intervention, there would be steps to ar-
range for a genuine democratic assessment of the wishes of the
populace.

3. A mechanism for calling rapid meetings of a relevant agency
to deal with a "threat" scenario. In the July 1990 case of Trini-
dad and Tobago, for instance, the meeting of the Heads of Gov-
ernment was ad hoc and fortuitous (as a meeting was already
scheduled). The rules of operation of such an agency would be
crucial and would cover questions on whether a request for a
meeting and for "action" could come from any government or
only from the beleaguered government, the vote necessary for
"action" (consensus or majority), and the authority for request-
ing extraregional security assistance. In the 1983 Grenada situ-
ation, for instance, it was argued in some quarters that an in-
vitation to an outside power should only proceed on a consen-
sus vote.

4. Research into the types of sanctions, other than military force,
that could be effectively applied in the case of a crisis. In the
'Grenada crisis, regional governments clearly lacked any expe-
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rience with such alternatives. But if a sanctions regime had al-
ready been in place, and ready for activation, it might have
served as a constraint on the radical faction.

5. Agreements on size, nature and training of regional forces and
their possible roles. It is true, for instance, that Port-of-Spain's
reluctance in July 1990 to accept the RSS was conditioned by
the lack of an agreed formula for inviting such troops and of
understandings as to their role. The routine priority use of re-
gional force units would be in combating narcotics and terror-
ism, and in helping with civil assistance operations. There is
no suggestion here that such forces need be any larger than
present establishments, though they would need better train-
ing and equipment. The training should also be oriented to
heighten their regional consciousness, civic sensibilities, and
democratic values. In the July 1990 Trinidad and Tobago case,
there were some signs of an uneasy balance between the mili-
tary command and the "rump" government that was in charge
during the crisis. There was an unfortunate impression of a
"strong" military command that was clear about what it
wished to do, capable of doing it, and thus in command of the
situation in contrast to a "weak" regime that could not really
command respect and that did not solve either the political/
economic problems of the state or the immediate crisis. A gov-
ernment in such a crisis, negotiating only with its own mili-
tary could be at a disadvantage, and the public's confidence in
the government might waver; however, if there were a regional
force, this psychological aspect should not arise.

6. Significant upgrading of the regional communications informa-
tion and intelligence system and networking. 22 The need here
cannot be overstressed; a comprehensive outline can be found
in the Vulnerability Report 23 which also stresses the need for
linking into and receiving support from metropolitan net-
works. An adequate regional intelligence network could have
alerted CARICOM both to the developing tensions in Grenada
in 1983 and the arms supplies in advance of the Trinidad 1990
crisis. Domestic regimes also demonstrate major weaknesses in
terms of the use of information, and the Port-of-Spain authori-
ties were constrained by this factor in handling the crisis. 24

7. An understanding that collective action could be undertaken
by appropriate sub-groups, e.g., the OECS, or that there could
be an ad hoc arrangement.

8. Diplomatic initiatives through the UN and the OAS aimed at
achieving an implicit understanding in friendly metropolitan
centers that security in small states requires continuing finan-
cial and logistical support from those sources. Equally impor-
tant is the need for post-crisis financial and economic support,

22 Security cooperation is a new concept for the region and needs fostering. Whereas intelli-
gence cooperation seems to flow smoothly between the RSS states and Jamaica, the links with
Trinidad and Tobago have not been satisfactory in practice to date.

23 See: Commonwealth Secretariat. Vulnerability. p. 47-51.
24 Small states in such situations are particularly vulnerable to the phenomenon of prestigi-

ous international media getting access to sensitive areas where the government might itself not
have access. Such media intervention itself sometimes leading to further complications.
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since the early restoration of confidence is a vital aspect in
achieving a stable society.

At the same time that an agreement on collective security is
achieved, it would be necessary to establish agencies which under-
pin the maintenance of democratic practices in the territories so
that normal and valid protest would not be frustrated. Such ar-
rangements would include at the formal level, a CARICOM Com-
mission on Human Rights and a CARICOM Court of Appeal, and
at the informal level, a regional undertaking that no government
would hinder the invitation by private bodies of outside unofficial
observers to national elections.

Regional governments should signal that in the future they
would not feel restrained in condemning a CARICOM regime or
other regional government for internal repression as such matters
impact on regional security and welfare.

A collective approach also implies collective action in respect of
extra CARICOM security issues; machinery for "coordination of
foreign policies" already exists through the CARICOM Committee
of Foreign Ministers. Contemporary international relations make
such coordination even more necessary than ever, and there are se-
curity issues within the wider region that are best dealt with col-
lectively, e.g., the cases of Cuba and Haiti. With the end of the Cold
War, U.S. pressure on Cuba is increasing and CARICOM states
should stretch their diplomatic wit to ensure that the ultimate res-
olution is not harmful to their regional interests. With regard to
Haiti, it is in CARICOM's interest that it be an integral partner in
the settling of the crisis there. A useful contribution is clearly
within its capacity, but would require a more vigorous role in OAS
councils.

CARICOM member states should be aware of the necessity for
continuous "confidence-building" efforts vis-a-vis the United States
so as to avoid major misunderstandings, given the strategic loca-
tion, for the United States, of the Caribbean region, and given the
know-how and information which is available in that country. 25

More attention should be paid to lobbying in the United States
with relevant interest groups and both governmental and non-gov-
ernmental agencies. Similar activity is also needed with regard to
the key Latin American neighbors-Brazil, Mexico, and Venezu-
ela-and the United Kingdom.

25 The U.S. foreign presence in the region, apart from that of France, the Netherlands, Brit-
ain, and Venezuela has meant that the 1979 OAS proposal to declare the Caribbean a "zone of
peace" has had little chance of getting off the ground.
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SUMMARY

The overthrow of Haiti's first democratically elected president in
September 1991 propelled Haiti into its worst crisis since popular
protests brought down the 29-year dictatorship of the Duvalier
family in 1986. Father Jean-Bertrand Aristide was elected Presi-
dent of Haiti in a landslide victory on December 16, 1990, in what
was widely heralded as the first free and fair elections in the coun-
try's 186-year history. A Catholic priest of the radical left, he was
inaugurated on February 7, 1991, only to be overthrown by the
military on September 30. The army pressured the legislature into
naming a supreme court judge as interim President; blocked an
agreement that the Organization of American States (OAS) bro-
kered between legislative leaders and Aristide calling for Aristide's
return; and negotiated an agreement with the parliament in June
1992 that made no mention of Aristide and installed the army's
own candidate, Marc Bazin, as Prime Minister. The coup dashed
optimism that, after years of blocking democratic efforts and of

* Maureen Taft-Morales is an Analyst in Latin American Affairs in the Foreign Affairs and
National Defense Division, Congressional Research Service. This paper, completed in July 1992,
is adapted from: U.S. Library of Congress, Congressional Research Service. Haiti: Prospects for
Democracy and US. Policy Concerns. Issue Brief 91043 (regularly updated) by Maureen Taft-Mo-
rales.
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futile attempts at ruling, the Haitian army was now committed to
democracy. Given the climate of violence since the downfall of the
Duvalier dictatorship in 1986, many were concerned over the level
of violence that the post-coup crisis continued to produce.

The United States and the OAS called for Aristide's reinstate-
ment, which is apparently desired by the mostly poor populace who
elected him but resisted by several influential sectors of Haitian so-
ciety. On October 8, 1991, the OAS voted to impose a trade embar-
go against Haiti after sectors of the army, legislature, and business
class refused to negotiate Aristide's immediate return to power.
The Bush Administration cut off all aid to Haiti immediately fol-
lowing the coup, and formalized participation in the OAS embargo
on October 29, 1991, banning almost all trade with Haiti. At first,
the only exceptions were for humanitarian aid, such as medicine
and food, and air travel. In February 1992 the Administration
lifted the embargo for some assembly plants. In May the OAS
tightened its trade embargo against Haiti, in response to the mili-
tary-backed government's refusal to cooperate with the OAS-bro-
kered agreement.

The main U.S. foreign policy concern is the restoration of democ-
racy to Haiti. In light of the embargo's failure after 10 months to
force the de facto government to allow Aristide's return, some ob-
servers argue that stronger actions should be taken to put muscle
into the embargo, such as a multilateral military intervention.
Others argue that the embargo should be ended because it is caus-
ing irreparable economic and ecological damage to Haiti. If the
OAS can secure an agreement for Aristide's return, it wants to
send a civilian democratization mission. If the reluctant Haitian
sectors agree to Aristide's return, other troubling issues will arise,
including: the assurance of Aristide's personal security; the possi-
bility of a violent popular backlash; and whether Aristide can
govern effectively-and democratically-if returned to office by
force of external pressure, which many Haitians view as foreign
intervention in sovereign Haitian affairs. The degree of stability
and democracy in Haiti also affects other U.S. concerns. These in-
clude U.S. immigration policy toward the increasing number of
Haitians trying to migrate to the United States; selecting suitable
levels and means of aid in meeting the basic needs of the Haitian
people, who are among the poorest in the world; and the increasing
use of Haiti as a narcotics transit point with the alleged involve-
ment of the Haitian military.

VIOLENT AND AUTHORITARIAN TRADITIONS

Politics in Haiti have been generally violent and authoritarian,
ever since Haiti became an independent republic in 1804, when Af-
rican-descended slaves revolted against their French colonial mas-
ters. Between the end of the rule of Toussaint Louverture (leader of
the slave rebellion) in 1803, and Francois Duvalier, founder of the
30-year dictatorship that fell in 1986-both of whom declared them-
selves president for life-were some 30 other despotic rulers. This
legacy will be difficult to overcome. In addition, most of the tradi-
tional centers of power in Haiti, such as the military, the Catholic
and Protestant churches, the business sector, and the traditional
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elite, find reformist ideas threatening. The government apparatus
is still staffed principally by Duvalierist appointees, many of whom
have resisted change during the numerous post-Duvalier govern-
ments and will most likely continue to do so.

LONG-STANDING RACIAL CONFLICT

Haitian history is marked by conflict between two racial groups:
the mulatto elite and the majority blacks. The vast majority of Hai-
tians are black, poor, illiterate peasants. The mulattos established
their economic power and elite status principally by controlling the
business sector. Both groups enjoyed periods of political dominance.
Black rulers generally emphasized Haiti's African roots and tradi-
tions, including the African-based folk religion, voodoo. The mulat-
to elite emphasized a European, Catholic tradition. Because of their
superior education, mulattos held some government positions even
during black rule.

Race relations have improved in recent years-the once dis-
dained Creole dialect of the majority is now an official language
spoken by all Haitians; interracial marriages are common; and the
government is no longer as dominated by mulattoes. But recent po-
litical events have again heightened racial and class tensions
within Haiti. The poor black majority's only access to power has
been through public protests, when tolerated, and the recent elec-
tions. The mulatto elite wield most of the economic and political
power in Haiti, and generally resist dramatic changes suggested to
improve the lot of the poor majority.

U.S. OCCUPATION OF HAITI AND THE DUVALIER LEGACY

For much of this century, Haitian history was also marked either
by occupation government or the authoritarian Duvalier regime.
The United States intervened in Haiti in 1915, under the rationale
of stopping civil strife and preventing Germany from establishing a
foothold there. The Marines stayed until 1934, overseeing public
works, tax collection, treasury management, and the development
of a native constabulary. Some of these contributions were welcome
and much needed. But the U.S. presence was also deeply resented
as an affront to Haitian sovereignty. Many Haitians charged the
United States with discriminating against blacks by placing mulat-
toes in positions of power.

Francois Duvalier and his son Jean-Claude ruled Haiti for nearly
30 years, leaving behind a legacy of repression and corruption.
Francois, or "Papa Doc," Duvalier became President in 1957
through elections marred by numerous irregularities. Although Du-
valier ran on a platform calling for political liberty and social
reform, within a year he had established himself as a dictator.
Under his rule, arbitrary imprisonment, torture, and unexplained
deaths became commonplace. The Duvaliers' private militia, the
Tontons Macoutes, carried out most of the repression. The Ma-
coutes-Creole for "bogeymen"-were loosely organized armed
gangs enlisted by the Duvaliers to eliminate opposition to their
rule through violence and extortion. The Macoutes also served to
counterbalance the army's power, which the Duvaliers kept in
check to prevent military coups. In 1964, the elder Duvalier had
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the constitution amended to make himself president-for-life. In
1971, three months before his death, he had it amended again so
that he could name his 19-year-old son Jean-Claude president-for-
life.

In the 1980s, "Baby Doc" Duvalier's marriage to a prominent
mulatto and their opulent lifestyle stirred up much resentment
among the poor black majority who lived in absolute poverty. In
addition, fiscal corruption was so rampant in Jean-Claude's govern-
ment that it became known as a "kleptocracy." As popular dissatis-
faction rose, his regime grew increasingly repressive. In the face of
massive popular demonstrations and pressure from abroad, Jean-
Claude Duvalier fled the country for France on February 7, 1986.
The United States encouraged and helped arrange his departure.

DIFFICULT PATH TOWARDS DEMOCRACY

A NEW CONSTITUTION THWARTED BY MILITARY-DOMINATED
GOVERNMENTS

Aristide's ouster ushered in the seventh government in the five
and one-half years since Duvalier's departure. The first interim
government was a 6-man, military-dominated National Council of
Government (CNG) that disbanded the Tontons Macoutes and al-
lowed the drafting of a new constitution. The new constitution,
which over 99 percent of Haitian voters reportedly approved in a
plebiscite, guaranteed personal liberties; distributed power among a
president, a Prime Minister, and two legislative houses; and trans-
ferred the police to the department of justice. It also created an in-
dependent electoral council to oversee elections leading to the inau-
guration of a civilian government in February 1988. Members of
the armed forces and anyone closely associated with the Duvalier
family dictatorship were barred from running for office. But Duva-
lierists, in collaboration with the army, thwarted the November
1987 elections by mounting a violent campaign that culminated in
the killing of dozens of voters on election day; as a result of the
violence, the elections were suspended.

In January 1988, the CNG ran its own elections, widely viewed
as rigged in favor of Leslie Manigat, a long-exiled academic. But
less than 6 months later, on June 20, 1988, Manigat was ousted in
a military coup when he tried to replace officials and reform the
government. Lt. General Henri Namphy, CNG president and close
friend of Papa Doc's, seized power. During the 31 months that
Namphy ran the government (February 1986 to September 1988),
human rights violations increased, with numerous political killings.
Namphy was succeeded by Lt. Gen. Prosper Avril, who promised a
transition to democracy. But under Avril's regime, human rights
continued to be routinely violated, as reported by the U.S. State
Department, human rights groups, and others. Violent popular pro-
tests forced Avril to resign after 18 months.

CIVILIAN-APPOINTED INTERIM GOVERNMENT

As a result, in March 1990, a civilian government was appointed
with the mandate of holding elections as soon as possible. A coali-
tion of political and civic organizations selected Ertha Pascal-
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Trouillot, the only woman on the Supreme Court, as provisional
President. A State Council was established with the objective of
giving policy guidance to the executive branch. The Council sev-
ered relations with the executive branch, however, after the execu-
tive branch failed to consult the Council or to take action against
political violence. President Trouillot headed what was generally
considered a weak civilian government, unable or unwilling to
stand up to the military. She established and cooperated with an
independent electoral council that organized successful elections at
the end of the year.

ELECTION AND OVERTHROW OF THE ARISTIDE GOVERNMENT

Hopes that Haiti would leave behind its authoritarian past were
raised on December 16, 1990, when Haitians elected a President,
national legislators, and municipal officials. Despite security con-
cerns and lack of a democratic tradition, voter turnout was esti-
mated to be 70 percent on election day, and international observers
declared the elections generally free and fair. The elections were in
part the result of a strong democratic movement that had emerged
in the late 1980s in support of an elected government that would
establish order in a non-repressive manner. The democratic move-
ment encompasses many elements of Haitian society, including po-
litical parties as well as peasant, labor, human rights, and profes-
sional organizations. Many observers also credited the success and
relatively peaceful nature of the elections to the heavy presence of
international observers, whose presence the government of Haiti
had requested, and to the economic and material support provided
by many nations and international organizations.

Jean-Bertrand Aristide was elected President with 67.5 percent
of the vote, and was inaugurated on the fifth anniversary of the
collapse of the Duvalier dictatorship. A 37-year-old populist Roman
Catholic priest, he was the most controversial of 11 candidates
ruled eligible to run by the independent Provisional Electoral
Council (CEP). To his supporters, Aristide is a martyr, willing to
risk his life to defend the poor. An advocate of "liberation theolo-
gy," Aristide spoke out against Duvalier and the military rulers
who followed him. In September 1988, an armed group attacked
and burned Aristide's church, killing 13 and wounding 70; sur-
rounded by his parishioners, Aristide escaped unharmed. To his de-
tractors, Aristide is a potentially dangerous demagogue, whose in-
flammatory oratory they say encourages the rampages, known as
dechoukajes, or "uprooting" in Creole, in which suspected Tontons
Macoutes are attacked or killed by angry mobs. Aristide reportedly
denies that his book, 100 Verses of Dechoukaj, condones violence.
Nonetheless, the Salesian religious order expelled him for preach-
ing politics from the pulpit, including what the order called "class
struggle."

When Aristide became a candidate, he toned down his revolu-
tionary and anti-U.S. rhetoric. Aristide previously opposed demo-
cratic elections in Haiti, arguing that free and fair elections were
impossible as long as Duvalierists still had a hold on economic and
political power. Nonetheless, he joined the race in response to
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former Tontons Macoutes chief Roger Lafontant's potential candi-
dacy.

Lafontant was ruled ineligible to run for the presidency, and in
early January 1991, he led an attempted coup against President
Trouillot in an effort to prevent Aristide-whom he called an
"ultra-communist"-from taking office on February 7, 1991. Lafon-
tant seized the national palace and tried to declare martial law. In-
stead, the army arrested Lafontant and promised to have him tried
in the civilian courts. The popular celebration that followed turned
violent as crowds hunted down and lynched dozens of suspected
Macoutes. Mobs also burned down the 220-year old cathedral, in
apparent retaliation for a homily by the Archbishop-whose rela-
tions with Aristide have long been tense-that warned of a coming
"regime of authoritarian politics." Many foreign diplomats criti-
cized Aristide for not condemning the street violence quickly or
forcefully enough.

President Aristide was faced with some of the most serious and
persistent social, economic, and political problems in the western
hemisphere. After 8 months in office, Aristide had received mixed
reviews. He was credited with curbing crime in the capital, reduc-
ing the number of employees in bloated state enterprises, and
taking actions to bring the military under civilian control. But
some observers questioned the new government's commitment to
democracy. Neither Aristide nor his Prime Minister belonged to a
political party, and leaders of other political parties criticized him
for not reaching out and establishing a spirit of cooperation among
the democratic elements. Many legislators, including some from
Aristide's own coalition, protested the President's appointment of
Supreme Court judges and ambassadors without consulting the
Senate as required by the constitution. Aristide later agreed to con-
sult the legislature, but relations between the two branches re-
mained strained.

Aristide was also criticized for his attitude toward the judicial
system. Lafontant was tried in July 1991 for his role in the failed
January coup attempt. Aristide called for a life sentence-which
Lafontant received-although the constitution limited sentences to
15 years. Aristide declared the next day a national holiday. Many
observers expressed concern over the trial, saying it differed little
from trials under the Duvaliers-it lasted for over 20 consecutive
hours, important witnesses were not called, and the court appoint-
ed five lawyer trainees to defend Lafontant because even his own
lawyer felt it too dangerous to defend him.

Initially criticized for not having a clear plan, the Aristide gov-
ernment in July 1991 presented a macroeconomic reform and
public sector investment plan to representatives of several nations
and international lending institutions, who lauded the plan and
pledged $440 million in FY1992 aid. Most of that aid was suspended
because of the coup that overthrew Aristide's government on Sep-
tember 30, 1991.

Some observers believe that as President, Aristide helped to po-
larize the situation in Haiti by refusing to condemn violent acts of
retribution, and holding out the threat of mob violence against
those who disagreed with him. For example, Aristide refused to
condemn the practice of "pere lebrun", or burning someone to
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death with a tire necklace. After the former head of the Tontons
Macoutes was sentenced to life in prison, Aristide gave a speech in
which he noted that without popular pressure and the threat of
"pere lebrun" in front of the courthouse, the life sentence would
not have been chosen. I In exile, Aristide has condemned the prac-
tice of necklacing.

The September 1991 coup began just four days after Aristide ad-
dressed the United Nations, an event he reportedly said marked
the end of Haiti's dark past of dictatorship. Upon his return to
Haiti, he gave a speech that observers thought appeared to threat-
en the bourgeoisie for not having helped his government enough. 2
Some saw it as another factor leading to his overthrow days later,
and say that members of the bourgeoisie are financially supporting
the coup leaders. The State Department estimated coup-related
deaths at 300-500, while Amnesty International estimated them to
number over 1,500.

CONFRONTING THE COUP

INTERNATIONAL RESPONSE

The leaders of the 1991 coup faced stronger international sanc-
tions than did previous coup leaders, largely because a democrat-
ically-elected government was overthrown. The United States,
France, and Canada, Haiti's largest foreign aid donors, suspended
all aid to Haiti, as did Venezuela and the European Community
(EC). Most international aid to Haiti had been only recently re-
newed, having been cut off when the 1987 elections were thwarted.
In addition, Haiti is a test case for a new commitment on the part
of the OAS to defend western hemisphere democracies. For the
first time in its 40-year history, the OAS's members were all elect-
ed democracies, some still facing threatening militaries. With this
membership, the OAS in June 1991 set up a new automatic mecha-
nism for convening OAS foreign ministers to respond within 10
days to a coup against an elected government. Within two days of
the coup, the OAS had demanded Aristide's immediate reinstate-
ment; meeting resistance from several Haitian sectors, the OAS
then imposed a trade embargo against Haiti. In February, the OAS
facilitated an accord between Haitian legislative leaders and Aris-
tide that called for Aristide's eventual return.

Among the complaints lodged against Aristide to the OAS were
charges that he had violated the constitution in his dealings with
the legislature, appeared to advocate mob violence, and was train-
ing an elite militia to be under his direct command. The OAS ac-
knowledged the validity of some of these concerns, and was willing
to negotiate their resolution, but does not accept them as justifica-
tion for a coup. Aristide accepted the idea of a coalition govern-
ment, and stated he would condemn mob violence if he were re-
turned to Haiti. The question of the militia remains unclear, but a
report by several human rights groups says that Aristide was cre-

' Foreign Broadcast Information Service. Daily Report, Latin America. President Aristide Ad-
dresses Youth Rally. August 8,1991, p. 4-5.

2 Eaton, William. "Haitian Coup Leader Meets OAS Delegates". Los Angeles Times, October
6,1991, p. A15.



ill

ating a small, well-trained security force to ensure his personal
protection, similar to the U.S. Secret Service. 3

A week after sending President Aristide into exile, the military
pressured the legislature into appointing a figurehead President
and Prime Minister. The regime resisted international demands
that Aristide be restored to office; blocked the OAS-sponsored
agreement; proposed an alternative agreement that made no men-
tion of Aristide; and proposed new elections but with no timetable.
In June 1992, the government installed Marc Bazin, a conservative
economist and Aristide rival, as Prime Minister. The interim Presi-
dent stepped down, leaving the presidency vacant and Bazin to
form a consensus government. Bazin says he will meet with Aris-
tide "without conditions" to find a solution to the post-coup crisis.
Bazin won only 13 percent of the vote in the December 1990 presi-
dential elections, compared to Aristide's 67 percent. The Bush Ad-
ministration and the OAS have said they will not accept any agree-
ment that does not recognize Aristide as the legitimate President
of Haiti.

Meanwhile signs of dissension have been reported within the
Haitian military, raising questions over the future of Brig. General
Raoul Cedras-an Aristide appointment-who participated in the
coup. Some military elements argue for Aristide's return, while
others have threatened to overthrow the military or kill Aristide if
he returns. The State Department and human rights groups report-
ed serious human rights abuses under the interim government, in-
cluding arbitrary arrests, tortures, extrajudicial killings, and disap-
pearances.

The OAS has been frustrated in its efforts to restore Aristide to
office. Elements of the military and the economic elite have con-
sistently rejected OAS efforts to negotiate a solution. The OAS-
sponsored agreement would grant a general amnesty, reportedly
meant to include the coup-makers. But Aristide has since said sev-
eral times that Cedras and others must be brought to justice. Many
observers express concern over Aristide's unclear stance, and say it
weakened support for the agreement. The OAS embargo has not
been fully effective, either. The EC could not agree on an embargo,
and continues to ship goods to Haiti; sporadic oil shipments, some
linked to OAS members, have kept the country fueled. Moreover,
in February the United States eased the embargo for some largely
U.S.-owned assembly plants.

U.S. RESPONSE

U.S. policy, as of July 1992, is to pressure the government that
came to power to restore the democratically elected government of
President Aristide. Toward that end, the United States joined
members of the OAS and other nations in imposing an embargo
and other sanctions, such as cutting off foreign aid.

Some U.S. observers advocate a long-term policy of supporting
the democratic movement within Haiti, even under unconstitution-
al governments, by encouraging leadership and other grassroots de-

3 Americas Watch, National Coalition for Haitian Refugees, and Caribbean Rights. Haiti: The
Aristide Government's Human Rights Record. November 1, 1991. p. 16-18.
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velopment programs through private voluntary organizations
(PVOs). Supporting democratic elements in Haiti poses certain
problems, especially under autocratic governments: the democratic
movement is not united; Duvalierists have targeted those they con-
sider a threat to their political or economic power; and PVOs say
there is a limit to the funding they can contribute. Nonetheless,
there is a strong democratic movement within Haiti, and democrat-
ic elements can be found within most sectors of Haitian society.
Others in the policy community question the priority of U.S. inter-
ests in Haiti and the rationale for significant U.S. investment of re-
sources, effort, and risk in Haitian affairs.

In its immediate response to the coup, the Administration reaf-
firmed the U.S. Government's "unequivocal support for constitu-
tional rule in Haiti and for the democratically elected government
of President Aristide." President Bush refused to recognize the
military junta, and said that the United States would continue to
recognize President Aristide as the duly elected President of Haiti.
The President also called for Aristide's immediate return to power,
and said the Administration would be working closely with the
OAS to achieve that goal. The Administration acknowledged as le-
gitimate some of the concerns expressed by the military, the legis-
lature, and the business sector, but maintains that they do not jus-
tify the illegal military overthrow of a democratically-elected gov-
ernment.

In accordance with current legislative restrictions 4 prohibiting
foreign assistance to countries whose elected governments are over-
thrown in a coup, the United States suspended most aid to Haiti
for FY1992 as well as most aid that was left in the pipeline for
FY1991. The Administration froze Haitian government assets in
U.S. banks, and threatened to freeze U.S. assets of wealthy Hai-
tians found to be financing the coup. In October 1991, the State De-
partment ordered the departure of all nonessential embassy per-
sonnel, and warned U.S. citizens in Haiti to leave "as a precaution
against a possible deterioration in the security situation." Al-
though several hundred U.S. Marines were deployed to the U.S.
base in Guantanamo, Cuba, to evacuate U.S. citizens if their lives
were threatened by ongoing violence, President Bush said that he
would be "reluctant" to use U.S. troops to restore Aristide to office.
On January 27, 1992, the Administration recalled U.S. Ambassador
Alvin Adams to protest a Haitian police attack on a political meet-
ing attended by Rene Theodore, Aristide's designated Prime Minis-
ter. The Ambassador returned a month later.

Many observers praised the Administration's initial forceful re-
sponse to the coup, but accused the Administration of diminishing
its efforts once the number of Haitians trying to reach U.S. shores
swelled. The severity of human rights violations committed by the
de facto government and the military were understated, these crit-
ics charged, in order to justify the return of Haitian migrants.
They further criticized the White House for not acting more force-
fully against those who supported the coup financially: the Admin-
istration did not carry out its threat to freeze the U.S. assets of

4 P.L. 102-266, Joint Resolution making further continuing appropriations for FY 1992.
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coup backers, nor did it cancel their tourist visas until eight
months after the coup. The Bush Administration denied that its
policy of preventing Haitian migrants from reaching U.S. shores-
which required cooperation from the de facto government-affected
either its human rights reporting or the strength of its response to
that government.

U.S. POLICY CONCERNS

The chief concern of the United States is how to promote the
democratic process and stability in Haiti. The lack of security en-
gendered by gross violations of human rights impedes the demo-
cratic process and is also an important concern. Other U.S. con-
cerns include determining to what extent and how to help meet the
basic needs of the Haitian people-amidst the U.S. trade embar-
go-and responding to the increasing use of Haiti as a narcotics
transit point. Closely related to the issues of democracy, human
rights, and basic human needs is the issue of Haitian immigrants
and the U.S. policy of interdicting migrants fleeing Haiti by boat.

DEMOCRACY, STABILITY, AND HUMAN RIGHTS ISSUES

In the past, the United States has been somewhat concerned
about stability in Haiti as part of a broader security interest in the
Caribbean region, but in general, humanitarian concerns have been
more important. Despite its location 50 miles across the Windward
Passage from Cuba, Haiti has not been considered particularly vul-
nerable to leftist radicalism or outside intervention, if only because
of the severity of domestic repression. Now, however, popular ex-
pectations have been significantly raised regarding democratic and
social changes, and many observers worry that the current re-
gime's refusal to allow Aristide's return or the desire for revenge
following his return could, like the September 1991 coup attempt,
result in widespread violence.

Up until Aristide's overthrow, many observers had been cau-
tiously optimistic about Haiti's transition to democracy, encour-
aged by the smoothness of the December 1990 electoral process and
the army's quelling of a coup. Others, however, remained con-
cerned about security during the early stages of the elected govern-
ment. Elements that opposed the elections, some of whom threat-
ened violence against their opponents, included anti-democrats on
the far left, and elements of the army, Duvalierists, and the Ton-
tons Macoutes on the right. Many believe that rightist groups were
threatened by Aristide's revolutionary rhetoric and by his ability to
tap into the resentment of the poor majority and its desire for
change. Once the election was over and international attention
shifted away from Haiti, the old guard felt freer to resort to violent
means to prevent Aristide-the target of several earlier assassina-
tion attempts-from making the sweeping changes he had prom-
ised.

Since the downfall of Duvalier, U.S. policy has advocated a demo-
cratic process in Haiti. Beginning in October 1987, the United
States suspended most assistance to the Haitian government until
it adhered to the democratic process set forth in the 1987 Haitian
constitution. In March 1990, following the appointment of Trouil-
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lot's civilian government, some U.S. aid was restored. The United
States provided $3 million in technical and budgetary support to
the Haitian elections, which included U.S. observer missions. The
United States also provided the OAS with about $0.5 million to
assist in monitoring the election process. Following the installment
of an elected civilian government, the United States allotted $84
million in FY1991 aid to Haiti, a 55 percent increase over FY1990
funding, and requested $87 million in assistance for FY1992. How-
ever, all aid to the current Haitian regime is now suspended. To
underscore U.S. commitment to the democratic process, President
Bush met with Aristide at the White House after the coup, and has
demanded Aristide's reinstatement and supported OAS efforts
toward that end. Some critics charge, however, that the Adminis-
tration's concern over the high number of Haitians trying to reach
U.S. shores has weakened the Administration's resolve to pressure
the regime for Aristide's return.

Obstacles to Change
For decades, the army has been responsible for widespread

human rights violations. Under the military-dominated interim
governments, the army frequently impeded the democratic process.
After the departure of the last military dictator in March 1990,
however, some observers believed there had been a transformation
of the army to one supportive of democracy. Throughout the 1990
electoral process, the 7,000-man army proved itself capable of es-
tablishing and maintaining order. Several factors accounted for the
change, including attrition of anti-democratic elements with the
downfall of the various interim governments; the army's inability
to form a viable government; a new generation of officers interest-
ed in reform and professionalization of the armed forces; and grow-
ing domestic and international pressure for a civilian democracy.
Initially, the army accepted Aristide's assertion of authority, in-
cluding his purge of the Haitian army high command. Brig. Gener-
al Cedras, who oversaw security for the December elections, was re-
portedly a reluctant participant in the coup. But as its spokesman,
he said Aristide was ousted for "meddling in army affairs." Some
analysts argue the army does not want to relinquish control so that
it can continue to profit from contraband- and narcotics-trafficking.

In its attempts to implement provisions of the Haitian constitu-
tion that impose civilian authority over the military, the Aristide
government met significant army resistance. For example, the con-
stitution calls for the separation of the police from the army, with
the police under the command of the Ministry of Justice. The law
also mandates that cases involving military abuses against civilians
be tried in civilian courts, not by the military. The military had re-
sisted previous efforts to execute those laws. No military personnel
were prosecuted for human rights abuses under any of the interim
governments. When he was overthrown, Aristide was trying to
attack corruption, carry out reforms in the army, and create a ci-
vilian police force.

The military's trend toward improved human rights under the
Aristide government was reversed after the.coup, according to the
State Department's 1991 human rights report. That and other
human rights reports state the military uses violence to intimidate
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political opposition, popular organizations, the urban poor, and the
media. The resulting climate of fear and repression, and communi-
cations and travel difficulties have made gathering information on
human rights abuses extremely difficult.

Many former members of the army and the Tontons Macoutes
still have weapons and terrorize the populace. Dealing in contra-
band, robbery, and extortion, they profit from insecurity and chaos.
None of the interim governments prosecuted perpetrators of past
human rights violations or sent consistent signals that Macoute vi-
olence would not be tolerated. An angry public sometimes took
matters into its own hands, carrying out "popular justice" or sum-
mary public executions of suspected Macoutes. The Aristide gov-
ernment has been charged with appearing to condone such tactics,
but was also credited with lowering the crime rate in the capital,
and with detaining many "terrorists". There has reportedly been a
resurgence of Tontons Macoutes activity since Aristide's ouster.

Many Haitians consider remaining former Duvalier officials a
threat to a return to democracy. In July 1990 the return to Haiti of
prominent Duvalierists widely believed responsible for the 1987
election violence prompted a general strike that closed down Port-
au-Prince and many of the provinces. Police ignored warrants
issued for their arrest.

IMMIGRATION ISSUES

The 10-year U.S. policy of interdicting Haitian migrants on the
sea has come under attack since the coup. In a series of court chal-
lenges, the courts imposed three temporary restraining orders pro-
hibiting the forced return of Haitian boat people. The U.S. Su-
preme Court lifted the ban on repatriations on January 31, 1992.
Opponents of the program charge that it violates international law,
and discriminates against Haitians for racial reasons. They also
argue that the interview process aboard U.S. cutters did not allow
Haitians a full and fair hearing: those found to be subject to perse-
cution upon return to Haiti were allowed to apply for political
asylum; economic migrants fleeing poverty were repatriated to
Haiti. Haitians interdicted for a second time since the coup, known
as "double backers", say they were targeted for retribution upon
their return. On February 24, 1992, the Supreme Court rejected an
emergency appeal to halt repatriations until these charges could be
investigated. On May 24, 1992, President Bush issued an Executive
Order for the immediate return of all Haitians in boats on the high
seas to Haiti, where they may apply for refugee status at the U.S.
Embassy. The Administration's new policy of returning all Hai-
tians found at sea without conducting asylum interviews was chal-
lenged in the courts as being in violation of international accords.
The legal challenge has gone to the Supreme Court, which an-
nounced that it will rule on the policy. Until that time, the Su-
preme Court has allowed the process of immediate repatriation to
continue. In 1992, legislation was introduced in the U.S. Congress
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to suspend deportations of Haitians until a democratic government
is restored in Haiti. 5

The interdiction policy is based on a bilateral agreement negoti-
ated between the Reagan and Duvalier governments in September
1981 that permitted the U.S. Coast Guard to interdict boats on the
high seas and to return undocumented passengers to Haiti. Haiti is
the only country with which the United States has such an agree-
ment. In 1980 and 1981, as many as 2,000 undocumented Haitian
migrants a month sought to enter the United States. U.S. aid to
the Haitian government was partially conditioned on its coopera-
tion with U.S. efforts to control illegal immigration. Haitian mi-
grant interdiction operations were exempted from the 1987 aid sus-
pension, and continued to receive cooperation from the Haitian
government despite the cutoff of other aid. The Aristide govern-
ment reportedly wanted to review the agreement. The de facto
regime cooperated with the repatriation of would-be migrants to
date, but some question whether it will use its cooperation as lever-
age with the U.S. government.

From September 1981 through October 1990, the Coast Guard
interdicted 22,651 Haitians at sea. During those nine years, less
than a dozen of the interdicted Haitians were allowed into the
United States to apply for asylum. The year 1990 saw the lowest
level of interdictions in 7 years, and the Coast Guard reported that,
during some months of Aristide's 1991 term, it did not encounter a
single Haitian refugee boat. Both Haitian and U.S. officials report-
edly attributed this to the new hope Haitians had for improved
conditions under the newly elected government. After Aristide's
ouster, the exodus rose sharply, with over 38,000 Haitians picked
up at sea between the coup and July 1992. Five months after the
coup, the Immigration and Naturalization Service (INS) had found
about 35 percent of the Haitian migrants interviewed to have plau-
sible claims to asylum. After the policy of immediate return was
implemented, the number of Haitians attempting to flee the island
dropped sharply.

After the courts first barred the U.S. government from returning
any Haitian boat people, temporary camps were set up on the U.S.
Naval Base at Guantanamo Bay, Cuba. Interviews to pre-screen
possible asylum claims were conducted at the base. Soon after the
Supreme Court lifted the ban, the Bush Administration resumed
repatriation of Haitians and some interviewing aboard cutters.

The crux of the current debate is twofold: what is the cause of
the Haitians' flight; and are those that are being forcibly returned
being persecuted. The Administration argues that the majority are
fleeing poverty, and are therefore ineligible for political asylum,
and further states that there is no evidence that repatriated Hai-
tians have been harmed. Refugee advocates argue that many are
likely to face political persecution at home from the current mili-
tary-dominated government-which is not recognized by the Ad-
ministration-and that conducting inadequate or no interviews
result in returning many who might have legitimate claims to refu-

5For further discussion of U.S. policy on Haitian migration, see U.S. Library of Congress,
Congressional Research Service. Haitian Migration to the United States: Issues and Legislation.
Issue Brief 92021 (regularly updated) by Ruth Ellen Wasem.
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gee status. They also argue it is extremely dangerous and difficult
to investigate claims of persecution.

The Administration has expressed concern that a policy shift
might encourage large numbers of Haitians to attempt a dangerous
journey that leads to the death of half of those who try it. The Ad-
ministration also argues that repatriation of Haitians spares U.S.
taxpayers the economic burden brought on by a flood of refugees.

Some critics have argued that emigres should not be returned as
long as information regarding what is going on in Haiti remains so
sketchy. Until human rights and other conditions can be better as-
sessed, argue some, Haitians should be granted temporary protect-
ed status, so that no Haitians facing harm at the hands of the Hai-
tian military are returned. (Such status was granted to Kuwaitis
when their country was invaded by Iraq.) Others argue that such
status should be granted because the United States shares responsi-
bility for the increased economic hardships brought on by the em-
bargo. The Administration reportedly fears that providing tempo-
rary haven will swell the number of Haitians attempting to flee to
the United States.

Some Members of the U.S. Congress and others have also ex-
pressed concern that there may be an element of racism in U.S.
refugee policy toward Haiti. Very few Haitians seeking asylum
were granted it, in contrast to the almost automatic granting of
permanent residence to Cubans. Some critics argue that it is racist
not to give Haiti the same designation "of special humanitarian
concern" given Cuba, considering Haiti's decades-long record of op-
pression. In response to such criticism, the Administration said it
was reorganizing part of the INS and reducing the role of the State
Department in the asylum-seeking process to make it more equita-
ble and consistent for all nationalities. The INS also instituted new
guidelines in March 1991 to improve the interviewing of Haitian
emigres. When the Administration began returning Haitian "boat
people" without any interviews, charges of racism were renewed.
Refugee advocates argue that the policy violates a United Nations
convention prohibiting all countries from sending back to a country
persons who have legitimate claims of political persecution. The
Bush Administration argues that Haitians are not being interdict-
ed in U.S. waters, and so are not entitled to the protection of either
the U.S. Constitution, or the Immigration and Nationality Act,
which embodies the U.N. convention.

SOCIOECONOMIC DEVELOPMENT IN HAITI

Haiti is one of the poorest countries in the world. Living condi-
tions for the poor majority in Haiti have not changed significantly
in many decades. National income per capita is $370, 6 and about
half the population is unemployed. The vast majority of Haiti's 6.3
million people live in absolute poverty and about 63 percent of the
population is illiterate. Only 33 percent of the population has
access to potable water. Infectious disease is widespread among the
poor; in addition, acquired immune deficiency syndrome (AIDS)
became a significant health threat in the 1980s. More than half the

6 World Bank. World Development Report 1992. p. 218.
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population reportedly suffers from malnutrition. The infant mor-
tality rate is 92 per 1,000 births. Life expectancy is about 56 years
(as compared to 76 years in the United States). Only one-third of
Haitian soil is cultivable, yet some 70 percent of the population de-
pends on agriculture, most engaged in small-scale, subsistence
farming. 7 Overpopulation and overcultivation of arable land have
led to considerable deforestation and erosion, a process exacerbated
by embargo-driven fuel shortages.

Disorder and labor strikes before and since Duvalier's departure
have led to significant economic deterioration and the collapse of
the once important tourism industry. In the past, foreign manufac-
turers successfully recruited and trained Haitian work forces, but
the current embargo closed down most of the export assembly in-
dustry. Some firms reopened after the Bush Administration eased
the embargo for some largely U.S.-owned assembly plants in Febru-
ary. But many firms have relocated elsewhere because of the politi-
cal and economic instability.

Many news reports indicate the embargo is having a devastating
economic and ecological impact on Haiti. The U.S. Embassy report-
edly estimated that 120,000 jobs had been lost in the assembly,
service, and local industrial sectors. Fuel shortages have led to
power blackouts, limited, more costly public transportation, and se-
rious ecological damage as Haitians cut trees for charcoal in an al-
ready eroded landscape. Health problems are expected to worsen as
well: a measles epidemic has been reported; lack of refrigeration
for vaccines has diminished some immunization programs; some
health and sanitation projects have been suspended under the sanc-
tions; and unconfirmed reports say cholera may have reached
Haiti. In June 1992, a leader of a major development organization
in Haiti noted that since the coup, the situation has deteriorated
from extreme poverty to "a state of virtual famine in some parts of
the country." 8 The OAS has provided some food and medicine
through a humanitarian program to offset the impact of the em-
bargo on the poor, but many observers believe a much broader hu-
manitarian program is needed.

The United States has provided economic aid to Haiti since 1973,
primarily through development and food assistance. U.S. aid was
limited in the past largely because of concern about the corruption,
inefficiency, and repression associated with the Duvalier govern-
ment. U.S. aid to the Haitian government was increased after Du-
valier fled, but then was suspended after the election day massacre
in November 1987. The State Department deemed the Trouillot
government to have met the conditions for restoration of aid set
forth in the FY1990 foreign assistance appropriations act (P.L.101-
167), including taking adequate steps to provide electoral security;
as a result, $57 million in economic and humanitarian aid was pro-
vided to Haiti in FY1990 (most of the humanitarian aid was given
through nongovernmental organizations, or NGOs). The FY1991
aid package included almost $38 million in development assistance,

I U.S. Agency for International Development. Congressional Presentation Fiscal Year 1991.
Annex III, Latin America and the Caribbean. p. 148,150-151.

8 Testimony of Kim Johnson, CARE, before the House Select Committee on Hunger. June 11,
1992. p. 1.
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and $32 million in P.L. 480 food aid. While assistance to the Hai-
tian government was suspended after the coup, humanitarian as-
sistance in the form of food and some development assistance has
continued, with delivery through NGOs.

DRUG TRAFFICKING

Since 1983, Haiti has become the second most important transit
point, after the Bahamas, for cocaine shipments between Colombia
and the United States, according to the Drug Enforcement Admin-
istration (DEA). In January 1988, a DEA informant testified in
Federal court that top officials in the Haitian government were
smuggling cocaine from Colombia to Miami. Well-informed ana-
lysts say that some members at all levels of the military have been
involved in drug trafficking. While President, Aristide had said
combating drug trafficking was a top priority of his government.
According to a March 1992 State Department report, the same is
not true of the de facto government, and drug activity has grown
since the coup. 9

The 1991 U.S. aid suspension included suspension of any narcot-
ics programs carried out with the Haitian army. Narcotics interdic-
tion funds had not been included in the 1987 aid suspension, and
continued to flow to the interim governments, and the DEA opened
an office in the U.S. embassy in Haiti that year. The U.S. and Aris-
tide governments had signed an agreement providing for joint sup-
port of Haitian counter-narcotics projects. Because of the Septem-
ber 1991 coup, this accord has not been implemented.

POSSIBLE FUTURE ACTION

How the United States and the rest of the international commu-
nity further respond to the overthrow of Haiti's first democratical-
ly-elected President depends in large part on whether the ruling
Haitian forces continue to oppose Aristide's reinstatement or nego-
tiate his return. The latter seems more unlikely as the months go
by without any movement in that direction.

Some observers feel that the economic and political isolation of
Haiti are the strongest sanctions that should be taken against the
current regime. Proponents of continuing sanctions such as the em-
bargo argue they are an indispensable source of leverage for the
United States and other nations to press for the restoration of the
constitutional order. They hope that the embargo will so isolate
Haiti's military and economic elite that they will eventually be
forced to agree to return Aristide to office. Some of these observers
believe the de facto Haitian government will allow Aristide's
return if his power is greatly limited, for example, as head of a coa-
lition government that guarantees the participation of those sec-
tors that felt excluded by Aristide.

If an agreement for Aristide's return is reached, the OAS has
proposed sending a 500-member civilian observer group to oversee
Aristide's return and democratic institution-building. This option
raises concerns over the safety both of Aristide and of a non-mili-

9 U.S. Department of State, Bureau of International Narcotics Matters. International Narcot-
ics Control Strategy Report, March 1992, p. 40.
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tary group, and whether the military will respond to strictly diplo-
matic pressure. It is also uncertain whether the international com-
munity is willing to fund such a mission.

Other analysts believe that the ruling Haitian forces will contin-
ue to refuse to allow Aristide's reinstatement, and will insist on
new elections. Many of the poor majority, who are basically ex-
cluded from any negotiating process, have reportedly said they
would boycott any new election, and insisted that Aristide, who
was already elected by the majority, must be reinstated. Many ob-
servers worry that such diametrically opposed stances between the
ruling elite and the Haitian majority will lead to violent social
unrest within Haiti.

Numerous observers are calling for an end to the embargo for a
variety of reasons. Some have opposed such sanctions from the be-
ginning, arguing that they would not solve the problem of a mili-
tary unwilling to accept civilian authority and would contribute to
social upheaval. Sanctions would also eliminate what leverage the
United States has, they argue, and therefore be counterproductive
to other U.S. interests such as efforts to control illegal migration.
Others are concerned that the embargo has only served to unite
the various elite sectors in face of what they perceive as foreign
intervention in their sovereign affairs. Rather than hurting those
groups that represent obstacles to democracy, they argue, the em-
bargo is hurting the poor the most, and exacerbating already dire
economic and ecological conditions. Because the embargo is not
serving its purpose of hastening Aristide's return, and is causing so
much damage, many argue it should be ended.

Some Members of the U.S. Congress and of the OAS have advo-
cated military intervention, either by U.S. or international peace-
keeping forces, because sanctions and diplomacy so far have failed
to restore Aristide to office. The Bush Administration is hesitant to
use military force because Haiti is not viewed as a major security
threat; many Haitians still resent the U.S. occupation of Haiti ear-
lier this century; and U.S. officials are wary of a long-term commit-
ment in a chronically unstable and destitute country. A U.S. mili-
tary specialist reportedly estimated that it would require an inva-
sion force of up to 25,000 troops and take three years to establish
control and security in Haiti.

Many observers are concerned that if stronger action is not
taken soon to force the military-backed government's hand, the em-
bargo could simply fall apart, and the international community,
weary of the intransigence some perceive on both sides of the stale-
mate, could gradually accept the de facto government.Although
Prime Minister Bazin has expressed a willingness to meet with
Aristide, few in or outside of Haiti believe he will work seriously
for Aristide's return. Some argue that he will make an effort to
appear willing to negotiate, in hopes of making Aristide-who ini-
tially refused to meet with him-look inflexible, and make himself
look more acceptable to the international community. Even if
Bazin is sincere, many fear that as soon as he makes any serious
effort to restore Aristide or carry out reforms the army will oust
him, just as they did Leslie Manigat in 1988.

Still others recognize concerns over Aristide's commitment to the
democratic process, but argue that the international community
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has an obligation to restore Aristide, a democratically elected head
of state, as a matter of principle. If Aristide is found to be violating
the constitution, they say, then the community should encourage
Haiti to address the problem through the democratic process-in-
cluding impeachment if necessary-rather than through a coup.

Some Haitian politicians and other analysts see the elimination
of the Haitian military and its replacement with a domestic police
force as the only way to resolve the power struggle between the
military and democratic civilian governments. This solution is not
likely to occur without outside military force.
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INTRODUCTION

In the wake of the collapse of communist systems in the former
Soviet satellites in East Europe and in the Soviet Union itself,
questions are raised about the viability of the smaller communist
countries such as Cuba. Cuba's economy has been deteriorating and
is now in a vulnerable position, if for no other reason, because of
its dependence upon the former Soviet Union and the dramatic re-
ductions of trade with and aid from Russia and the other successor
states. These changes in its relations with the former Soviet Union
significantly darken Cuba's economic prospects.

Whether Cuba undergoes the kind of upheaval that has occurred
elsewhere in the communist world will be determined by a number
of factors.Recent experience shows that the state of the economy
will be one of the key factors and could be decisive. For this reason
alone, it is important to understand economic developments in that
Caribbean country.

This report surveys the available public-source literature on the
performance of the Cuban economy, in an attempt to pull together
in a single document the broad outlines of recent Cuban economic
performance, along with a review of the economic challenges ahead
for the country.

The author is General Counsel of the House Joint Economic Committee, U.S. Congress.
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This has not been an easy task. As the appendix notes, there has
been no concentrated effort on the part of official U.S. government
sources to maintain comprehensive data on Cuban economic per-
formance. No alternative private sector source of comprehensive
data has been developed, in part because the U.S. trade embargo
limits the need of U.S. corporations for information about Cuba.
Academics with an interest in the Cuban economy are sharply di-
vided in their assessment of Cuban performance and even on the
nature of data on the Cuban economy.

As a result of these limitations, and in the absence of compre-
hensive and reliable official statistics, it is extremely difficult to
produce any definitive summary of recent Cuban economic per-
formance. This report focuses, therefore, on issues where there is
broad agreement among sources. Where such a consensus does not
exist, the report attempts to describe the principal alternative posi-
tions in the debate over the issues.

MEASUREMENTS OF PERFORMANCE

. Measuring the performance of centrally planned economies is
difficult because of the problems of access to information. Most ex-
perts recognize that in state-managed systems, government con-
trols over prices and other aspects of economic activity distort
measures of performance, creating uncertainties about the trends.
False reporting by enterprises to the government, hidden inflation,
official secrecy, and misleading government figures, are among the
typical problems found in such systems. For these reasons, experts
disagree over the appropriate indicators and their precise meaning.
There is always a wide range of uncertainty about the performance
of centrally planned economies. I

GROWTH AND DECLINE

The statistical series commonly used in market systems to assess
at a glance the state of the economy is growth of gross national
product (GNP) or gross domestic product (GDP). The closest Cuban
measure is called global social product (GSP), a much narrower
concept than GNP. The term GSP refers to the gross value of
output of the "productive" sector, comprised mostly of industry, ag-
riculture, and construction, and excludes services not directly con-
nected with the production of material goods. Excluded from GSP
are government administration, defense, education, health, bank-
ing, personal services, and other activities considered "non-produc-
tive." The Cuban measure thus excludes activities considered as
part of overall economic output in the West. On the other hand,
GSP is a gross value concept (as opposed to the Western concept of
value added) which includes the value of intermediate stages of
production. The inclusion of the intermediate stages involves con-
siderable double-counting. Despite these and other limitations, the
official GSP statistics are widely employed in the West to estimate
the size of the Cuban economy, and whether it is growing or con-
tracting.

I See the Appendix to this paper for a discussion of data problems and implications for moni-
toring the Cuban economy.
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The most recent official Cuban figure for GSP is for 1989 when it
was reported as 26.7 billion pesos. It is not easy to convert this
figure into terms meaningful in the West, such as U.S. dollars. The
U.S. Central Intelligence Agency (CIA) estimate for Cuba's 1990
GNP in dollars is $20.9 billion, and $2,000.00 per capita. 2

The rates of change of GSP are more important than its size, for
assessing the trends and the present state of the economy. Keeping
in mind the fact that there are many uncertainties about statistics
published by the Cuban government, the figures show that since
the revolution of 1959 the economy has gone through alternating
periods of stagnation, growth, and decline. There is disagreement
among Western experts about the actual growth rates. Some be-
lieve the growth rates were substantially below official figures,
some believe they were close to the official figures. The consensus
seems to be that although the official figures exaggerate the rates
somewhat, there was growth in the years for which growth is re-
ported.

Two things stand out from the historical record. One is that the
period from the early 1970s through the first half of the 1980s was
one of sustained although uneven growth. The second feature is the
stagnation and decline that has occurred since 1985. Figure 1
shows the growth rates of GSP for 1963-89, in 5-year annual aver-
ages. The period 1966-70 shows very little growth. There were two
years in which the economy declined (1966 and 1969) and one in
which growth was close to zero (1970). In the early 1960s, Cuba con-
fiscated the holdings of U.S. firms and the U.S. trade embargo
against Cuba was imposed. There was very rapid growth in the
first half of the 1970s and better than average growth in the first
half of the 1980s.

There are, characteristically, differing explanations for the
trends. One view holds that to the extent that the Cuban economy
expanded in the past, it was a consequence of the shift to market
type reforms and massive economic aid from the Soviet Union.
Those who share this view point to the change in government
policy from the collectivization efforts and the heavy emphasis on
consumption during the 1960s, resulting in poor economic perform-
ance, to the increasing use of market mechanisms, material incen-
tives, and greater investment during the 1970s and the early 1980s.
This change in policy, together with the substantial transfers from
the Soviet Union and the East European countries in the form of
economic assistance and trade preferences, allegedly brought about
the improved performance. But, it is argued, Cuba remains a mono-
culture economy whose most important industry is sugar. The
economy has been vulnerable to the vagaries of the world sugar

2 Anuario Estadistico de Cuba, 1989, p. 82; U.S. Central Intelligence Agency, The World Fact-
book, 1991, p.76. Although the CIA has not fully explained the methodology underlying its fig-
ures, the agency has provided generally more accurate estimates of the size of other centrally
planned economies than have been provided by the foreign governments themselves. However,
disclosures made since the communist governments of East Europe were overturned show that
the CIA and other Western estimates of the size of those formerly centrally planned economies
tended to be too high; some experts believe the CIA's estimates of the size of the Chinese econo-
my are too low. Many observers suspect that the CIA's estimates for Cuba may also be impre-
cise. There is presently no way to prove or disprove their accuracy with the available informa-
tion and methodologies.
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Figure 1. Growth Rates of GSP, 1963-89
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market, limited by the rigidities of communism, and propped up by
Soviet aid.

Another group of analysts see the period from 1971 through the
mid-1980s as one of sustained growth. They maintain that the
period of strong growth that began in the 1970s was a result of gov-
ernment policies designed to counteract the U.S. embargo through
the establishment of new industries and the enlargement of foreign
trade. They emphasize the improvements in health, education,
health care, and other social services provided by the government,
the more equitable income distribution, and the progress towards
diversification of agriculture and manufacturing. They also argue
that Cuban economic performance has been better than that of
many other Latin American countries, and would have been better
still were it not for the U.S. embargo.

In the 1980s, there was a dramatic turnaround in Cuba's for-
tunes. The long period of growth ended in 1986 and the economy
has been going down hill ever since. Figure 2 shows the annual
growth rates of GSP since 1981. It can be seen that after above av-
erage growth in the first half of the decade a period set in of stag-
nation or decline. (The last year for which official figures are avail-
able is 1989. The figures for 1990 and 1991 are estimates.) In light
of the disruptions in economic relations between Cuba and the East
European countries and the Soviet Union, unofficial reports of
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shortages and deterioration of living conditions, it is reasonable to
assume that the economy is continuing to contract. However, in
the absence of official statistics, there is no comprehensive body of
data on which to base firm estimates of economic performance
after 1989.

Figure 2. Annual Growth Rates of GSP

1981-1991 Percentages
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POLICY CHANGES

The 1986 turnaround coincided with a dramatic change in Cuban
government policy. To place the policy change in perspective, it is
necessary to go back to the mid and late 1970s. In that period,
Cuba introduced its first 5-year plan (1976-80), tightened discipline
in the economic system, and paradoxically, also gradually intro-
duced reforms intended to decentralize parts of the economic
system. A two-track policy of tighter central controls and selected
market reforms was followed. The farms were collectivized while
farmers were allowed to sell surplus items in free markets where
prices were set by supply and demand. The state budget was re-
introduced and the statistical system was improved. Private activi-
ty was authorized in personal services, handicrafts, and homebuild-
ing. State enterprises were decentralized and given authority to
hire and fire workers, pay wage differentials, borrow money, and
make investment decisions. The enterprises were also required to
be self-financing, that is, to meet their expenses out of revenues,
and to show a profit.
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In 1986, Castro announced a new policy which he called "rectifi-
cation." In a stroke, most of the market type reforms were termi-
nated on the grounds that they had led to immoral, wasteful, and
corrupt behavior. The farmers' free markets and private home-
building were abolished. Enterprise decisionmaking was recentra-
lized.

Expert opinion is divided over the motivation for this campaign.
Some attribute it simply to an ideological desire to re-impose con-
trol over society, while others see it as a result of the growing scar-
city of resources caused by reduced foreign exchange earnings and
a reaction against the corruption and other excesses that accompa-
nied liberalization.

By 1987, a modest austerity program was put in place alongside
or perhaps as a part of rectification. But, it is argued by some, the
reforms were not completely halted. Private market activities in
housing and services were curbed and more tightly regulated, not
completely prohibited, and some private price setting was allowed.
From this perspective, rectification was largely a consequence of
economic problems and the economic decline precipitated by diffi-
culties in the international sector, not a cause of the decline. 3

* RESPONSES TO THE PRESENT CRISIS

Havana took a number of steps during the mid and late 1980s, in
addition to the modest austerity measures mentioned above, in re-
sponse to the economic slide, and in anticipation of worse condi-
tions to come. The government knew that Soviet and East Europe-
an trade and aid would diminish and that the effects would be ad-
verse.

One initiative was the formation of labor "brigades" and elite
"contingents" of workers in 1986 and 1987, ostensibly as part of the
rectification program. The stated purpose was to increase produc-
tion in certain areas such as housing and agriculture, and to im-
prove productivity. A food self-sufficiency program was begun in
1988 which included the establishment of youth villages for young
volunteer farmers, construction of a large number of storage cen-
ters, and greater attention to transportation and distribution. 4

Official figures for investment in the second half of the 1980s
show a shift in this period from heavy to lighter industries such as
those involving food production. The shift suggests a decision to
emphasize import substitution industries. Such decisions are nor-
mally taken for the purpose of capturing home markets and reduc-
ing reliance on imports. Some experts believe Cuba has been pursu-
ing both an import substitution and export promotion policy since
1986. 5

3 For different viewpoints on the causes and effects of the Rectification Program, see: Mesa-
Lago, Carmelo. Cuba's Economic Counter-Reform (Rectification): Causes, Policies and Effects.
The Journal of Communist Studies, December 1989; Perez-Lopez, Jorge F. Rectification At
Three: Impact on the Cuban Economy. Studies in Comparative International Development, Fall
1990; and Zimbalist, Andrew. Reform and Economic Performance in Cuba, paper presented at
the Annual Meetings of the American Economic Association, December 1990.

4 Haines, Lila. Food Self-Sufficiency Assessment. Cuba Business, February 1991. p. 8-11.
5 Cuba Business, August 1991. p. 6-7; Annual Statistical Yearbook of Cuba. 1989, Cuba Busi-

ness, June 1991. p. 7.
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There were renewed efforts in this period to increase tourism
and to attract foreign investment from the West. Ambitious targets
were set for construction of hotels and recreational facilities and in
1988 Castro went so far as to proclaim this plan "economic priority
number one." 6 The policy of diversifying trade away from the com-
munist countries was also given added impetus.

Cuba's economic problems were greatly worsened by the disrup-
tions in relations with the East European countries following the
1989-90 upheavals in those countries, and the growing delays and
shortfalls in deliveries from the Soviet Union. By the end of the
decade, Castro was acknowledging the crisis publicly. A comprehen-
sive austerity program was imposed in 1990. Known as the Special
Period in Peacetime, the austerity program encompasses strict con-
servation measures, efforts to increase food production, cuts in the
Communist Party bureaucracy, and rationing of many food prod-
ucts and consumer goods. In 1991, the government prepared a
"Zero Option" contingency plan which would go into effect if trade
with the Soviet Union was cut off completely. The zero option sug-
gests something like a subsistence level economy.

The combined effect of the deterioration of international condi-
tions and austerity has been to send the economy, already weak-
ened by several years of stagnation and contraction, into its deep-
est downturn. While experts differ over precise magnitudes, there
is agreement that GSP declined sharply in 1990. Living standards
have been hit hard, especially in Havana and the larger cities
where the public transportation and health care systems have been
undermined by the lack of fuel and medicines. In addition to its
other conservation measures, the government is importing hun-
dreds of thousands of bicycles and promoting their use to replace
motor vehicles. Large numbers of people are being relocated to
rural areas to work in food production. On the farms, oxen and
horses are replacing mechanized equipment.

The government's efforts to conserve resources include a scale-
down of public services, cutbacks of administrative costs, and re-
ductions of industrial operations. Steps were also taken to increase
food production and expand trade with non-socialist countries.

Further belt tightening and hardships are inevitable, as Castro
himself has warned the public. The senior economist of the Bank of
Cuba said in September 1991 that the economic situation was the
worst he had seen in the 24 years he had been at the bank, and he
expected very difficult times for the next 3 or 4 years. 7 Castro reit-
erated this idea at the Fourth Party Congress, where he said, "we
have not yet entered what could be described as the most critical
phase of a special period." 8 How deep and prolonged the crisis will
be depends to a great extent on what happens in the sugar and
energy sectors, and what happens there will be determined largely
by Havana's relations with the former Soviet Union and the inter-
national community.

sRadio Marti Program, United States Information Agency, Cuba-Quarterly Situation Report.
Third and Fourth Quarters 1988. p. 157.

7 Fraser, Damian. Cuba to face "zero-option." Financial Times, September 13, 1991.
8Speech by Fidel Castro, Havana Radio and Television Networks, October 11, 1991, in BIS

Daily Report, Latin America, October 15, 1991. p. 4.
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TWO KEY SECTORS: SUGAR AND ENERGY

The sugar and energy sectors are important to the Cuban econo-
my for different reasons, but they are linked together by the roles
they play in international trade. Sugar has long been Cuba's most
important product, a major employer, and the leading source of ex-
ports. Before the revolution, it was thought that the country was
too dependent on sugar and too vulnerable to the wide fluctuations
in world market prices. In the first few years of the revolution,
there were efforts to de-emphasize its production, but these were
soon abandoned. Average annual sugar production rose steadily
from about 5.5 million tons in the early 1970s to 7.8 million tons in
the early 1980s. Sugar receives about 20 percent of total invest-
ment, and lands for sugarcane cultivation have increased in recent
years. 9

Cuba's comparative advantage as a relatively efficient producer
of sugar has enabled the country to become the world's largest ex-
porter of that commodity. Domestic consumption in the past few
years has been about 11 percent of production. The remainder has
been sold abroad. Cuba has benefitted from its ability to produce
more sugar than it consumes, but the dependency on this product
can be a disadvantage if production or world prices fall. Sugar ac-
counted for 73 percent of merchandise exports in 1989.

In the 1990/91 crop year, 7.6 million tons were produced, a slight
decline from the year before, in part because of shortages of fuels,
lubricants, and parts. According to CIA figures, annual sugar ex-
ports were about level at 7.0 -7.1 million tons 'during 1988-1990.
Other sources indicate sugar exports declined during this period. 10

In the late 1980s, about 54 percent of Cuba's sugar exports went
to the Soviet Union, 14 percent to East Europe, 11 percent to
China, and the remaining 21 percent was sold on the world market.
In 1990, exports to East Europe declined and, although the volume
of sales to the USSR declined slightly, the share of sales to the
USSR increased slightly. In the past, sales to the Soviet Union and
East Europe were based on five-year bilateral trade agreements
which covered a multitude of products. The prices in the agree-
ments are believed to have favored Cuba and, because they were
stable for the duration of the agreements, insulated Cuba against
the sugar price fluctuations of the free market.

Cuba's most important import from the Soviet Union, or any
other country, has been oil. Through the late 1980s, Soviet annual
oil shipments averaged 13 million tons per year. This constituted
about 70 percent of Cuba's energy requirements and over 90 per-
cent of apparent oil consumption. In 1990, Soviet oil shipments
were reduced to 10 million tons. II Table 1 shows Cuban sugar ex-
ports worldwide and Cuban imports of oil from the USSR.

Havana has been seeking, with only limited success, to reduce its
foreign energy dependence. Domestic oil production reached
936,000 tons in 1986, about four times the amount of production in

9 Perez-Lopez, Jorge F. Sugar and the Cuban Economy: Implications After Thirty Years. Jour-
nal of International Food & Agribusiness Marketing, v. 3(2), 1991. p. 31.

to Hagelberg, G. B. Sugar File-Production and Exports Drop. Cuba Business, August 1991, p.
3; Lichts, F. 0. World Sugar Balances, February 14, 1991.

" Mazza, Julia. Reworking the Oil Equation. Cuba Business, October 1990. p. 5.
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TABLE 1. Cuban Worldwide Sugar Exports and Oil Imports From
the USSR 1986-90.

(million tons)

1986 1987 1988 1989 1990

Total Sugar Exports .......... 6.7 6.5 7.0 7.1 7.2
Oil Imports From USSR .......... 13.1 13.5 13.5 13.3 10.0

1981, but declined to just over 700,000 tons in 1989 (the most recent
year for which figures are available). The first Cuban offshore oil
drilling platform was assembled in Cardenas Bay in 1991. A nucle-
ar power facility has been under construction at Juragua for a
number of years, with the help of technicians from the former
Soviet Union. In 1992, Russia reportedly agreed to assist in the
completion of the nuclear plant. 12 Plans for two additional nuclear
facilities may be in jeopardy. Small amounts of energy are supplied
by hydroelectric facilities and other sources such as sugarcane ba-
gasse, biogas, solar power, and windmills. 13

In the past, petroleum and other products imported from the
Soviet Union were part of the five-year bilateral agreements and
gave Cuba what are believed to be favorable prices and stable
supply commitments. Cuba was thus able to avoid the price shocks
and supply disruptions that other oil consuming countries were
subjected to. In addition, Soviet oil deliveries regularly exceeded
Cuba's consumption requirements, allowing Cuba to re-export the
excess for hard currency.

FOREIGN TRADE AND AID

As the discussion of the sugar and energy sectors shows, the
Cuban economy has strong links abroad. It is not unusual for a
small country to emphasize foreign trade. Some developing nations
have used a trade-oriented strategy to promote industrial develop-
ment and growth. Cuba followed a different course which has not
enabled it to restructure the economic base in a way that would
substantially reduce dependency. Its dependence on sugar and a
single large trade partner has not changed much since the revolu-
tion.

THE SOVIET UNION AND EAST EUROPE

The economic relationship with the former Soviet Union and the
former bloc countries of East Europe served, until recently, to
offset the effects of the U.S. trade embargo. It allowed Cuba to ex-
change sugar and other goods and services for the goods and serv-
ices it needs. Cuba's trade with Western and developing countries
has been a small share of its total trade. In the 1980s, trade with
the Soviet Union and East Europe accounted for more than 80 per-
cent of Cuba's total trade, most of which was with the Soviet

12 Haines, Lila. Nuclear Plant Way Behind Schedule. Cuba Business, July/August 1992. p. 2.
13 Cuba Business, February 1991, p.12; Zimbalist, Andrew and Claes Brundenius, The Cuban

Economy, Baltimore, 1989. p. 149-150.
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Union. Table 2 shows the distribution of trade with the Soviet
Union and other trade partners in 1988.

TABLE 2. Total Cuban Trade By Trading
Partner 1988.

(Pecentages)

Soviet Union ................. 69.1
East Europe ................. 14.4
Latin America .3.4
China................................................ 3.1
Spain................................................ 1.7
Japan............................................... 1.5
West Germany ................. 1.1
Others ... .............. 5.7
Total ..................................... 100.0

The role.played by the former bloc countries in the Cuban econo-
my was pervasive. The East European countries were a source of
financing for development projects and a wide variety of imported
food items and manufactured goods, especially manufacturing, agri-
cultural, and transportation equipment. East European technical
advisers helped build and staff Cuban industrial plants.

The former Soviet Union's role has been much larger as evi-
denced by the high bilateral trade volumes and its deep involve-
ment in Cuba's development. Several hundred construction and
other economic projects have been completed with Soviet assist-
ance. During 1985-90, 174 projects received Soviet support. At the
beginning of 1990 there were 3,000 Soviet technicians in Cuba. In
1991, the Soviets were involved in more than 80 construction
projects valued at over $500 million. Fifteen percent of Cuba's gross
industrial capacity is reportedly of Soviet vintage. 14

As might be expected, there was great Soviet activity in the
energy sector. Among the Soviet-assisted energy projects in Cuba
are the construction of the Juragua nuclear power plant, the East
Havana thermoelectric plant, the Cienfuegos petroleum refinery,
construction of an oil supertanker port at Matanzas, and a new oil
pipeline. Other ongoing projects include the construction of two
nickel plants, construction or expansion of factories for the produc-
tion of steel, cement, weapons, and textiles, and the refurbishing or
overhaul of various industrial facilities.

QUESTIONS ABOUT ECONOMIC AID

Many believe that Cuba received billions of dollars worth of aid
annually from Moscow, and lesser amounts from East Europe. 15 It
is not possible to be precise in measuring the amount of Soviet aid,
and the methodology used to make dollar estimates of Soviet aid is
questionable. One obstacle to measurement is the fact that trade
transactions with Cuba prior to January 1991 were ostensibly
priced in rubles or Cuban pesos, both nonconvertible currencies.

14 Radio Marti Program, United States Information Agency, Cuba Situation Report, December
1989, p. 22-23; Cuba Business, February 1991, p. 15.

I5 CIA, The Cuban Economy: A Statistical Review, Washington, 1989, p. 39, 40.
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Estimates of the value of aid based on conversions of these ruble
and peso prices into U.S. dollars are not reliable.

Undoubtedly, Cuba benefitted from its relationship with the
Soviet Union, but most of what is termed economic assistance is
the trade subsidy believed to be implicit in the prices for the prod-
ucts that are exchanged. In addition to the trade subsidies, Cuba
received modest amounts of direct aid for development projects and
trade credits.

For 1990, the largest single aid component was the implicit sugar
subsidy, estimated at $2.5 billion for that year. An examination of
this component of the estimate will demonstrate part of the prob-
lem.

The trade subsidy is defined as the difference between the price
paid for a product and the world market price for that product.
The USSR is said to have paid prices for Cuban sugar far above the
world market. Therefore, it is reasoned, the sugar subsidy is the
amount per ton above the world price paid by the USSR, multi-
plied by the tons of sugar purchased.

The price allegedly paid by the Soviets for Cuban sugar was 42
cents per pound. The world market price is about 10 cents per
pound. Cuba, many conclude, received a 32 cents per pound subsi-
dy. But the price is set in rubles, not dollars. To derive the dollar
value of the ruble price, rubles are converted to pesos, and pesos
are then converted to dollars.

The official exchange rate of the ruble and peso, according to the
Soviet and Cuban governments, is 1 ruble equals 1.1 pesos. The
Cuban official exchange rate of the peso and dollar, is 1 peso equals
one U.S. dollar. The Soviet official exchange rate of the ruble and
dollar has varied recently. For purposes of the U.S. estimates of
Soviet aid to Cuba, a ratio of 1.10 rubles to the dollar has been
used.

It should be obvious that the official exchange rates greatly over-
value the ruble and peso relative to the dollar. The unofficial
"street" value of the ruble in Moscow was about 20 rubles per
dollar in 1991. The street value of the peso was about 6 pesos per
dollar in 1991. If these rates were used to calculate what the Sovi-
ets are paying for sugar in dollars, the amount would be at or
below the world market price and there would be no sugar subsidy.

There is a more fundamental problem with estimates of Soviet
aid. Relationships between the Soviet Union and its client states
have been notoriously difficult to sort out by the partners them-
selves. Before the East European countries broke away from
Moscow, there were many disputes over who was benefiting and by
how much, and the short and longer term consequences of the
trade arrangements among them. Each side claimed it was subsi-
dizing the other.

Part of the difficulty is that it is not possible for communist sys-
tems to know the real values of goods and services because of the
national accounting systems they use, because prices do not reflect
market values, and because of inadequacies in the statistical sys-
tems. Another problem is that Soviet aid and trade are typically
tied and the selection and nominal prices of Soviet products involve
opportunity costs for the recipients. There are many complaints



133

about the poor quality of manufactured goods that communist part-
ners are required to accept from one another.

All of these factors were present in Cuba-Soviet economic rela-
tions. Some observers have tried to get around the subsidy meas-
urement difficulties by viewing the relationship as basically a
barter arrangement with sugar and oil as the principal products of
exchange, and by comparing changes in the relative amounts that
are exchanged. The question they ask is, how much sugar must
Cuba export to receive a given amount of Soviet oil? If a ton of
sugar is exchanged for more barrels of oil in one year than in some
prior year it may be argued that the implicit subsidy has risen. Or,
if the ratio of sugar to oil exchanged in a given year goes up it may
be argued that the sugar subsidy has been reduced. In fact, the
amount of oil ostensibly obtained per unit of sugar declined over
the past decade, indicating a reduced subsidy. 16

This approach has the virtue of highlighting the underlying eco-
nomic reason for Cuba's dependency on the former Soviet Union.
Its limitation is that it ignores the other goods and services that
are exported and imported, changes in supply and demand among
the trade partners, world price, changes, and the value of financial
credit and development aid provided by the former Soviet Union.

BREAKING RELATIONS

The process of change in Cuban relations with its traditional so-
cialist trade partners began in the late 1980s and accelerated in the
early 1990s. All bilateral trade agreements between Cuba and the
East European countries expired in 1990 and new agreements have
not been entered into. There was a substantial reduction of Cuban
trade with these countries in 1990. By January 1991, most of them
shifted their trade to a hard-currency basis and were reorienting it
towards the West.

Changes in the sugar trade illustrate East Europe's new commer-
cial outlook, as well as the unrealistic basis for the previous rela-
tionship with Cuba. In the past, about one million tons of Cuban
sugar were exported annually to the region, despite the fact that
there is usually ample supplies of beet sugar from East European
production. Poland, for example, is a net sugar exporter. 17 Most of
the Cuban sugar was formerly re-exported for hard currency. Pres-
ently, this trade has been largely discontinued. Except for small
purchases by Bulgaria and Czechoslovakia in the six-month period
ending April 1991, sugar exports to the region have been halted. 18

In general, most bilateral trade appears to have ended, most of the
East European technical advisors have left Cuba, and most of the
Cuban guest workers in East Europe have returned home.

The situation with the former Soviet Union is less clear. Some
ties are being broken; some may remain for the foreseeable future.
The relationship is under stress because Russia wants to reduce
what it believes has been the burden of its involvement in Cuba.
The Castro government has resisted change and is having difficulty

'6 Cuba Business, February, 1991, p. 2; Turits, Richard. Trade, Debt, and the Cuban Economy.
In Cuba s Socialist Economy Toward the 1990s, Zimbalist, Andrew, ed. Boulder, 1987. p. 175.

17 Lichts, F.O. International Sugar And Sweetener Report, February 8, 1990.
18 Cuba Business, February 1991, p. 2.
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Congress in October 1991, Castro said that trade with East Europe
"has practically disappeared." 21

The change in relations with the former Soviet Union will cause
a greater shock. Cuba's trade with the USSR has been about 70
percent of its total trade. While the amount and significance of
Soviet economic aid to Cuba has been exaggerated, the importance
of Soviet trade with Cuba cannot be. Cuba's industrial development
and ability to transfer resources to social programs and foreign ac-
tivities were made possible through its commercial relations with
the Soviet Union.

Different scenarios of change are possible. If there is a rapid,
complete break with the former Soviet Union, the Cuban economy
could be reduced close to a subsistence level. The sugar crop and
much of the citrus and other goods could probably be sold else-
where at market prices, but the hard currency earned would not be
sufficient to pay for the oil, manufactured items, wheat and other
food products that Cuba requires. Industrial activity would plum-
met and there would be severe erosion of the standard of living.

A complete break is not beyond the realm of possibility. Castro
was angered over the Soviet decision to pull military forces out of
Cuba and the fact that he was not consulted before the decision
was announced. There were bad feeling between the leaders and a
sense of betrayal on Cuba's part. The collapse of the Soviet empire
was another blow for Cuba. Before the breakup, Republic officials
had been urging the end of trade preferences for all developing
countries and in 1992 they were apparently ended for Cuba.

The likelihood is that the governments will do what is in their
economic self-interests and that trade volumes will decline over a
period of years, not all at once. The former Soviets need the sugar
it gets from Cuba and would have to pay hard currency to obtain it
elsewhere. Cuba needs the oil and many other products it has been
receiving. In June 1992, the Cuban trade ministry announced that
sugar and oil agreements had been signed with Russia and Kazakh-
stan for the first half of 1992, and agreements for the exchange of
sugar and foodstuffs had been signed with Belarus and Latvia.

The key factor will be the rate of the decline of trade. There was
a modest reduction of trade in 1990 and a greater decline in 1991.
As mentioned above, Cuban sources indicate another large cutback
in 1992. 22

The economic effects of the military disengagement will depend
on the real amount and composition of former Soviet military aid
(which is not precisely known), the rate that it is phased down, and
Cuba's response. Withdrawal of a few thousand troops and their
families will have little effect on the economy. Assuming most of
the aid consists of the costs of weapons and equipment transferred
to Cuba, and some share of their operations and maintenance, the
question for Havana is whether to reallocate resources to make up
for what Moscow stops providing.

2" Speech by Fidel Castro, October 11, 1991, ibid.
22 Official statistics reportedly showed only 38 percent of the goods which the USSR agreed to

ship had arrived in Cuba by September, 1991. Nearly all of the promised fuel shipments had
been received but less than half of the grain and wheat flour, and very little of other foodpro-
ducts, fertilizers, and lumber. Mexico City NOTIMEX, October 18, 1991, in FBIS Daily Report,
Latin America, October 21, 1991. p. 3.
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In 1989, Cuba spent the equivalent of about $1.4 billion for de-
fense, or an estimated 6 percent of GNP. 23 A decision to replace
Soviet military aid would mean diverting resources from the al-
ready strained civilian sector and could add substantially to the de-
fense burden. If the government decides otherwise, or defers a deci-
sion, the immediate economic effects will be minor.

NEW TRADE PATTERNS

In an attempt to offset the losses in East European and Soviet
trade and assistance, Cuba has been working to expand export
earnings and commercial ties with other countries. This strategy
faces several hurdles. Many potential Western partners are con-
strained from entering into relations with Cuba because of her
heavy foreign debt and shortage of hard currency. Havana has rel-
atively few goods to offer for export and its most important com-
modity, sugar, is usually available in abundance from other
sources. The government's trade bureaucracy has a reputation for
being inefficient and not always fulfilling commitments. The U.S.
trade embargo places the American market off limits and presum-
ably inhibits many foreign firms from doing business with Cuba.

Cuba is burdened with heavy foreign indebtedness in both non-
convertible and convertible currencies. According to one of the
Academy of Sciences institutes in the former USSR, Cuba's debt to
the Soviet Union was 15.5 billion rubles as of November 1989. 24

Although it is difficult to place a real value on the ruble debt, and
one may argue that it was never intended that it be repaid, its ex-
istence makes it possible for Moscow to try to use it as leverage in
future negotiations. Cuba's ruble debt to East Europe has been esti-
mated at 1.4 billion rubles. 25

Cuba's hard currency debt, estimated at about $7 billion, is owed
mostly to commercial banks and bilateral creditors from the Paris
Club countries. Cuba and her creditors entered into debt reschedul-
ing agreements in the early 1980s, but payments have not been
made since 1986 and talks about a new rescheduling agreement are
at a standstill. Poor trade performance and chronic trade deficits
are the underlying cause of Cuba's foreign indebtedness. Cuba is
not a member of the World Bank or the International Monetary
Fund.

As Cuba's trade with its traditional socialist partners declines,
other trade will increase as a share of the total. At the same time,
Cuba's overall volume of trade will probably decline. In terms of
shares, impressive gains have been made with Latin America, the
Middle East, some West European countries, and China. However,
unless these portions of Cuba's trade volume expand, the losses
with East Europe and the Soviet Union will not be fully offset.

23 Central Intelligence Agency, The World Factbook 1990, Washington. p. 77. The Military
Balance 1990-1991, estimates Cuba spent $1.83 billion on defense in 1989.

24 Moscow INTERFAX, August 9, 1991, in FBIS Daily Report. Soviet Union, August 12, 1991.
p. 19-20. The report states that the bulk of the debt is technological and military aid, and that
one-third of it has been "forgiven."

25 Perez-Lopez. Jorge F. Swimming Against The Tide: Implications For Cuba Of Soviet And
Eastern European Reforms In Foreign Economic Relations. Journal Of Interamerican Studies
and World Affairs, Summer 1991. p. 97-98.
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Trade with China has been growing rapidly. A trade agreement
reached at the end of 1990 provided for $500 million in two-way
trade between Cuba and China, a planned increase of 11 percent
over 1989. In essence, Cuba is bartering sugar, citrus, and light in-
dustrial goods for Chinese bicycles, industrial spare parts, and tex-
tiles. China is reportedly helping Cuba construct a factory for man-
ufacturing bicycles, and will provide technical assistance for con-
struction of a factory in Cuba for the manufacture of electric
motors. 26 A steady stream of Chinese trade officials have visited
Cuba in recent months, along with delegations from Western coun-
tries including France, Germany, the Netherlands, Spain, and the
United Kingdom.

Some diversification is occurring in exports and in trading part-
ners. A modest amount of textiles from a new Cuban facility was
exported to Italy in 1990. Textile sales agreements have been
signed with firms in Canada, India, Italy, the Netherlands,
Panama, and Spain. Production of white cement, intended for
export, was begun in 1989 with the help of technology purchased
from a Japanese firm. In recent years, Cuba has placed a high pri-
ority on exporting biomedical products such as pharmaceuticals
and medical equipment. Substantial quantities of vaccines have
been sold to Brazil. The two countries have been planning a joint
venture to build a facility to produce meningitis B vaccine in
Brazil. But a predicted large increase in sales of biomedical prod-
ucts to Brazil and to the former Soviet Union appears not to have
occurred. 27

Moderate progress has also been made in promoting foreign in-
vestment, joint ventures, and tourism in Cuba from the West. The
most potentially important joint venture could be an offshore oil
exploration agreement recently signed with a French consortium,
the first such agreement under the Castro regime. The hope, of
course, is to expand Cuba's domestic oil production. In the past, for-
eign investors were limited to a 49 percent interest in joint ven-
tures, and most were in the tourism sector. These restrictions are
being lifted. The President of the Cuban Chamber of Commerce
said early in 1991 that Cuba would consider offers of up to 100 per-
cent investments in enterprises and debt for equity swaps. He also
asserted that since the beginning of 1990, joint venture and produc-
tion sharing agreements, worth tens of millions of dollars, had
been negotiated with firms from many West European countries.
In September 1991, Cuba and Iran signed an agreement for a nu-
clear energy cooperation program, the details of which were not
disclosed. 28

The number of foreign tourists has increased greatly since 1980
when 130,000 visited the island. Most of the increase in tourists
have been from Canada, Mexico and other Latin American coun-
tries, and West Europe. The number of hotel rooms has been ex-
panding at a fairly rapid rate and new hotels are under construc-
tion or planned through joint ventures with firms from Spain, Fin-

26 Cuba Business, February 1990. p. 14; Cuba Business, June 1991. p. 8; Cuba Business, August
199 1. p. 14.

27 Cuba Business, April 1990. p. 7; Cuba Business, June 1991. p. 8-12.
28 Mexico City NOTIMEX, October 1, 1991, in FBIS Daily Report, Latin America, October 4,

191. p. 3.



139

land, Austria, Germany, France, and Britain. Several years ago,
the government set a target of one million tourists generating
$700-800 million in revenue by 1995. This target is unlikely to be
met. 29

CONCLUSIONS

The Cuban economy is in the midst of its most serious economic
crisis. The economy is on a downward path that will persist and
could worsen over the next several years. Cuba has experienced
what amounts to a series of shocks that are disrupting industry,
transportation, and other key sectors. These came at a time when
the country was already weakened by more than five years of stag-
nation or decline. A general economic collapse cannot now be confi-
dently forecast, but is not beyond the realm of possibility.

The most likely outlook is further contractions of the industrial
base, more widespread shortages of supplies, increased erosion of
the standard of living, and continued performance at lower levels.
The worst case could occur if there were additional shocks to the
economy. A sudden, complete termination of trade relations with
the former Soviet Union, or a total suspension of foreign oil deliv-
eries, could lead to a general breakdown.

The disruption of economic relations with the former Soviet Bloc
countries in East Europe, and the elimination of trade preferences
from the former Soviet Union, have increased the pressures on
Cuba. Assuming bilateral trade flows with the former USSR are
maintained at about present levels, the economic decline could slow
down or be contained temporarily. The best case would be a major
new oil discovery, an influx of Western capital, a dramatic increase
in foreign trade, or some combination of the three. The chances of
such developments occurring are remote, given the rigidities of
Cuba's economic system, the lack of incentives for foreign inves-
tors, Havana's shortage of hard currency, and the limited products
it can export.

Discontinuance of the U.S. trade embargo is a highly unlikely
prospect, but even if the embargo was lifted the outlook for the
near term would not greatly improve. Large numbers of American
tourists might want to visit the island and U.S. business interests
would explore investment and trade opportunities. However, tour-
ism could not expand rapidly enough to substantially affect the
economy, and it would take several years, at best, for investment
and trade volumes to reach meaningful levels.

Western economic studies of Cuba frequently comment on the
gaps in the data base. Because of official secrecy, weaknesses in the
statistical systems, distortions created by state controls, and other
difficulties, it is not possible to have a high degree of confidence in
assessments of centrally planned economies such as Cuba's. The
revelations of the true conditions in the former Soviet Union and
East Europe following the upheavals in the countries of that
region, demonstrate that official statistics were systematically
biased to conceal shortcomings and exaggerate achievements.

29 Melendez, Ernesto. Keynote Address to a conference on "Cuba: Business, Trade and Invest-
ment Opportunities," in Cuba Business, July/August 1992, p.4; Cuba Business, August 1991, p.2;
Cuba Business, June 1990, p.10.
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The declining availability of Cuban government statistics intensi-
fies suspicions that the economy is deteriorating at a rapid rate.
The possibility that conditions in Cuba are worse than are reflected
in the official statistics that have been made available should not
be ruled out.

This situation underlines one aspect of the overall problem of
economic intelligence. What should be done to improve our under-
standing of the state of the economy in Cuba and other centrally
planned or government controlled systems? The appendix to this
report discusses the data problems in Cuba and efforts by the U.S.
Government, international institutions, and private persons to fill
the gaps. The United States is not doing enough in this regard, and
the international institutions are doing little, if anything. Individ-
ual scholars and researchers do not have the resources to construct
alternative data bases or make systematic adjustments to official
Cuban figures.

APPENDIX: MONITORING THE CUBAN ECONOMY

Careful and systematic monitoring of the Cuban economy is not
being done by the U.S. government. Assessments made outside the
government are incomplete and not always reliable. There are sev-
eral reasons for this.

DATA PROBLEMS

The real performance of the Cuban economy is obscured by the
haze of official Cuban secrecy and inadequate, incomplete, and de-
layed government statistics. Although the Cuban government pub-
lishes a substantial amount of statistics and other material, it with-
holds much information about the economy, sometimes on the
grounds that the information is "classified" for national security
reasons, and fails to provide other information in a complete and
timely fashion. Statistics on inflation, income distribution, and cap-
ital stocks seem not to exist. Some time series are of limited useful-
ness because they are too highly aggregated or inconsistent. 30 Ac-
cording to the CIA, Cuba's foreign trade statistics are fairly accu-
rate, but statistics on production, distribution, and growth are less
reliable due to several factors including ideological bias. 31

Glasnost, the former Soviet policy of openness introduced by
Mikhail Gorbachev, has not come to Cuba. On the contrary, many
describe Fidel Castro's policy as encerrado, or closed. The fact that
Castro often cites economic figures in his speeches, which are not
documented and cannot be confirmed, underlines part of the prob-
lem.

An example of the inadequacy of official Cuban information is
the government's annual yearbook of economic statistics, the pri-
mary source of official data about the economy. The yearbook for
1989 was not published until April 1991, and contained significant

30 Shortcomings in Cuban economic statistics are discussed by Perez-Lopez, Jorge F. Measur-
ing Cuban Economic Performance, Austin 1987, Ch.1; Zimbalist, Andrew and Claes Brundenius,
in The Cuban Economy, Measurement and Analysis of Socialist Performance, Baltimore 1989, pp.
18-20, identify a number of data problems but conclude that Cuban statistics are "fundamental-
ly reliable and of high quality."

31 CIA, The Cuban Economy: A Statistical Review, April 1989. p. iii.
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omissions. 32 Among the more important missing data is the series
concerning the composition of exports and imports by country,
which was provided in previous editions. As of September 1992, the
yearbook for 1990 had still not been published.

U.S. GOVERNMENT EFFORTS

A major effort by Western governments or other institutions is
required to fill the gaps of information about the Cuban economy.
The U.S. government does more than any other government or
group in this regard, but what is done falls short of what would be
necessary for a full-scale monitoring program. In addition, most of
the information gathered and the analysis performed is held by a
relatively small circle of officials within the Executive Branch and
is not widely disseminated.

The U.S. intelligence agencies probably do the most useful work
in this area. However, in general, the lion's share of intelligence
resources has been allocated for military rather than economic in-
telligence. Resources allocated for economic intelligence were di-
rected, in the past, at the former Soviet Union and other threats to
U.S. security. Economic intelligence about smaller countries such
as Cuba has not been given a high priority. Much of the intelli-
gence analyses of Cuba that is performed is classified and contrib-
utes little, if at all, to public understanding.

The CIA periodically produces an unclassified statistical review
of the Cuban economy. This document, based largely on official
Cuban sources, provides a wealth of information about Cuba's
major economic sectors and economic assistance from the Soviet
Union. There are two limitations on the usefulness of these re-
ports. First, they are statistical compilations only. There is no in-
terpretative commentary or explanation of the trends. Secondly,
they tend to be outdated. The edition published in 1989, covers the
period 1980-86. 33 If the previous practice is maintained, the next
update will be based on information through 1989.

The Office of Coordinator for Cuban Affairs in the State Depart-
ment follows developments in the Cuban economy. It obtains infor-
mation from the U.S. Interests Section in Havana and has access to
the reports of the CIA and other intelligence agencies including the
State Department's Bureau of Intelligence and Research. This
office issues no reports for public dissemination.

There, are no major government programs outside the intelli-
gence agencies and the State Department whose primary purpose
is to collect and analyze information about the Cuban economy.
The Office of Foreign Assets Control of the Treasury Department
monitors some aspects of trade with Cuba to determine whether
the U.S. embargo is being honored. It recently published the latest
in its series of reports on licensed trade with Cuba by foreign sub-
sidiaries of U.S. firms. The report consists of a series of tables and

32 Anuario Estadistico de Cuba 1989.
"3 CIA,The Cuban Economy: A Statistical Review, Ibid. The document contains some informa-

tion for 1987. The principal sources are Cuban official publications, "supplemented with some
non-Cuban sources."
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charts showing the recent trends but lacks an introduction or any
narrative commentary. 34

The Commerce Department collects economic information about
U.S. trade relations with Caribbean countries; Cuba, because of the
U.S. trade embargo, is not included. The Centrally Planned Econo-
mies Branch in the Department of Agriculture publishes studies on
China, the Soviet Union, and East and Central Europe, but not on
Cuba. The Foreign Agricultural Service of the Department of Agri-
culture publishes information about the worldwide production and
distribution of sugar including Cuban sugar.

The Foreign Broadcast Information Service (FBIS) publishes
daily compilations of media reports from Latin America, translated
into English. These reports contain a selection of newspaper arti-
cles and other materials from all the countries of Latin America.
There is a small section on Cuba in each report, some of which con-
cern the economy. FBIS daily reports for other countries, such as
the Soviet Union and China, sometimes contain media stories
about Cuba.

The Radio Marti Program, a division of the U.S. Information
Agency, broadcasts information into Cuba, along the lines of the
Radio Liberty broadcasts into the Soviet Union. From 1985 through
1989, the staff of Radio Marti compiled information from Cuban
media and other Cuban sources about a number of topics, including
the economy. These were published together with interpretative
commentaries as Situation Reports three or four times a year until
the series was discontinued in 1989.

INTERNATIONAL ORGANIZATIONS AND OTHERS

The United Nations Economic Commission for Latin America
and the Caribbean (ECLAC) publishes comprehensive overviews of
the economies of that region. Because of Cuba's restrictive econom-
ic information policy, the overviews provide substantially less infor-
mation for Cuba than for the other countries. Thus, the prelimi-
nary ECLAC overview for 1990 contains a series of twenty-two
tables of economic indicators for Latin America and the Caribbean.
The tables cover, among other things, growth of GDP, urban unem-
ployment, consumer prices, average wages, exports and imports,
terms of trade, and the balance of payments. Information about
Cuba, however, appears only in the GDP growth table. 35 ECLAC
also publishes annual economic surveys of Latin America and the
Caribbean which contain somewhat more information about Cuba,
including foreign trade and balance of payments data. These publi-
cations are significantly delayed. The one covering 1989 was pub-
lished in November 1990. 36

3" U.S. Department of the Treasury, Office of Foreign Assets Control, An Analysis Of Licenses
Trade With Cuba By Foreign Subsidiaries Of US. Companies, July 1991. The report contains no
introduction or other explanatory material.

35 United Nations, Economic Commission for Latin America and the Caribbean, Preliminary
Overview Of The Economy of Latin America and the Caribbean 1990, December 1990. The figure
for Cuba in the GDP table refers to Global Social Product (GSP) which follows the system of
national accounting used in centrally planned economies.

36 United Nations, Economic Commission for Latin America and the Caribbean, Economic
Survey of Latin America And The Caribbean, 1988, November 1990.

I
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Neither the World Bank nor the International Monetary Fund
collect information or perform studies about Cuba on a regular
basis. Occasional studies are performed. In 1985, the World Bank
published a study on Cuban growth rates written by two outside
specialists. In 1990, the newsletter of the Socialist Economies Unit
of the World Bank contained an article on Cuba written by the
same two specialists. 37

Western academics and professional analysts have contributed
information and provided interesting insights about the Cuban
economy. Some have taken advantage of opportunities to conduct
studies in Cuba, and there are increasing numbers of journalistic
accounts based on visits to that country. The quality of these ef-
forts is uneven and some are marred by the ideological preferences
and the controversy that frequently surrounds attempts to measure
communist economies. 38 Reports by journalists are useful mainly
as anecdotal evidence of conditions and attitudes at particular
times and places

For a number of years following the revolution, American studies
of Cuba were done mostly by Cuban emigres and others opposed to
or disillusioned with the changes. More recently, Cuban studies
programs have been established in several universities and private
institutions. 39 There are also Cuban studies centers and experts in
other Western countries.

There is an impressive body of work on Cuban economics, but au-
thors are divided into camps that sometimes contradict and attack
one another in the harshest terms. These divisions make it difficult
to assemble a consensus of informed academic opinion about either
the facts of Cuban economic performance or the precise nature of
Cuban economic policies.

As a consequence of the government's low-level monitoring and
intelligence efforts and the lack of consensus among private ex-
perts, policymakers in Congress and the Executive Branch often
have been left without a firm factual basis on which to make judg-
ments about the Cuban economy. There is general agreement
among Cuba watchers about some of the trends. For example, there
is no dispute over the stagnation and decline over the past several
years and the negative effects of the disruption of trade with the
East European countries and the decline in trade with the former
Soviet Union.

But experts have disagreed over the causes and significance of
the slowdown, the trends with respect to other indicators, the
nature of Cuba's economic system, the reasons for changes in poli-
cies, the consequences of trade disruptions with the former Soviet
Union and its former bloc, and Cuba's future prospects. In the light
of recent developments in the former Soviet Union, most experts
foresee continued economic decline and deterioration.

37 Perez-Lopez, Jorge and Carmelo Mesa-Lago, Study of Cuba s MPS, Its Conversion to SNA
and Estimation of GDP/capita and Growth Rates, World Bank, 1985; Cuba: Counter-Reform Ac-
celerates Crisis. Transition, November 1990.

38 The controversy over Western methodologies used to measure the Soviet economy was re-
cently examined by a number of experts in a conference organized by the National Research
Council. The results of the conference are summarized in Estimating the Size of the Soviet Econ-
omy, Alexeev, Michael and Lee Walker, eds. Washington, 1991.

39 For a discussion of some of the history of Cuban studies, see: Valdes, Nelson P. evolution
and Paradigms: A Critical Assessment of Cuban Studies. Cuban Political Economy: Controversies
in Cubanology. Zimbalist, Andrew, ed. Boulder 1988.
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EXECUTIVE SUMMARY

The Caribbean - a region rich In cultural, lInguistIc, and developmental diversity -faces an

uwprecedented challenge In the 1990s. The profound economic and political changes that are
occwurng around the wvrld and in the Western Hemisphere will have a direct impact on the future of
the Caribbean nations. As other countries liberalize their economies and strengthen their democratic
Institutions, Caribbean nations must adjust as well, or they risk being lft behind. Caribbean leaders
recognize these trends and many are Implementing reforms essendatfor broadly based, sustainable
economic growth and stable, democratic societies.

Economic development strategies that depend upon foreign assistance and special trade
preferences are no longer viable. Global assistance levelsfrom the tnernadonal donor communtty
are declining, including U.S. levels, and the pressing needs of other regions are competing with the
Caribbeanfor access to those resources. The value of preferendal trade regimes will gradually erode
as trade barriers are reducedfor others. As a result, Caribbean nations will have to depend more on
increased compeidtveness in international trade and private investmentflows to generate the economic
growth needed for sustained development.

In order to enhance their capacity to produce and trade, Caribbean nations will have to
Implement more effective economic integration to achieve economies of scale and bargaining leverage.
Reforms at the national level will be required, as well, to eliminate economic and business distortions
and reduce obstales to business development. Areas of competitdve advantage wUl have to be
cultivated and strengthened, such as the environmentfor tourism. A healthy and educated woriforce
and popular partcipaidon in wgorous democratic Institdions will be necessary to assure political
stability and preservation of broad access to the benefits and opportunities of economic growth.

The United States, through the Enterprisefor the Americas Initiave (fEAI), has caUed fr an
eventual hemisphere-widefree trade zone, enhancing trade and Investment opportnitdesfor all
nations In the Western Hemisphere, including the Caribbean. Within the fraamework of the EA[, U.S.

economic assistance fr the Caribbean In the 1990s will be based on the achievement of broad-based,
sustainable economi growth and the strengthening of stable, pardicpatory democracies. The U.S.
Agency for International Development (USAID) will pursue these objectives through its own bilateral
and regional programs, and through heightened collaboration with other U.S. government agencies,
multilateral development Institutons, and other bilateral donors. USAID programs will increasingly
support regional approaches, working with both government and private organizations In the
Caribbean.

To stimulate economic growth, USAID will: (a) help Caribbean nations liberalize their

economies to Increase and dversf trade and investment and expand opportunities; (b) support efforts
to improve management of natural resources; and (c) assist in human resource development.
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To strengthen democracy, USAID will help Caribbean nations promote and soldify democratic
values and stitulions through the smrengthening of. (a) the canoete, accountability and
responsiveness of bey government institutions; and (b) public paricipation In democratic processes
and institutions.

By the year 20, the strategy emphasizes the following goals, to be realized with
International community support:

* The Caribbean region wi have a more active role In the werid economy, with market-
oriented economic pole that lead to increases In enployment and productivity based on the
region's conparative advantages.

* Government policies /w increasinglyfocus on facililtang business development, encouraging
sound management of the natural resource base, and broadening the economic base by
Improning access to qualiy bask education and health care.

* The private sector wil be more disposed to responding to the Inproved policy environment
wth increased private invement, employment and bncame, and wih a diversiiation of the
induasy base, particularly in the manuacturing, servie and agribasiness sectors.

* The entire Clribbean region will be taraacteried by more stable, more paridcpory
democraces. Free and open national and local eections wi be the norm judlciaries wi
increase respetjbr the rue of law and hunan rights; legislatures will function more
effeatly; the illuence of the militaly In political and economic processes ilU be diminished;
civic paniipcadon in the democratic process wI be broader and more wursktered and the
press and other media wlU be freer and a more credible force for Ihforming public op
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H. INTRODUCTION: THE CARIBBEAN IN A CHANGING WORLD

A A CHANGING WORLD DEVELOPMENT ENVIRONMENT

The decade of the 1990s is witnessing some of the most fundamenal changes in world
political and economic systems since the Second World War. Countries are moving rapidly to adopt
increasingly democratic political systems and economic competition is replacing Cold War political
tensions and related conflict. Trade is becoming increasingly liberalized, leading to a more efficient
world-wide economy which maximizes national and regional comparative advantages and more
rapidly improves living standards for all peoples.

The changes are equally profound and pervasive in the Western Hemisphere. Popularly
elected governments are now the accepted norm, market-based economic policies have achieved
renewed stability, and regional cooperation has been revitalized on the basis of free trade among
neighboring countries.

In the Caribbean region, a number of countries are moving to adjust their economies toward
greater competitiveness and dynamism. A renewed effort is underway to integrate the economies in
the Caribbean in order to improve the region's competitive stature in the world economy.

The Enterprise for the Amerias Initiative

In order to promote economic growth and political stability in Latin America and the
Caribbean, the United States inaugurated the Enterprise for the Americas Initiative (EAI) in June
1990. The EAI aims to forge a mutually beneficial partnership of free market reform through trade
expansion, increased investment, and debt reduction. In announcing the EAI, President Bush set the
tone for future U.S. development policy for the region by noting that ultimately 'prosperity in our
hemisphere depends on trade, not aid' and that 'the future...lies with free government and free
markets.'

The United States is actively pursuing the long-term EAI objective of creating a hemisphere-
wide free trade area. The vigor and enthusiasm of the response by the nations of Latin America and
the Caribbean is demonstrated by the conclusion of trade and investment framework agreements with
more than thirty countries, including a multilateral agreement with the Caribbean Common Market
(CARICOM).' In recognition of significant progress toward economic reforms conducive to more
liberalized investment climates, the U.S. in 1991 reduced the stock of official debt in the Caribbean
by $429 million ($113 million for Guyana, $99 million for Haiti, and $219 million for Jamaica).

' CASUCOM a.x_.. Mu iOhm*: MAigi s oW Bubb. To Bhm, sBo, sM., Drwi.. o.r.. Gura, J.-a,
Momw4 . KaM. aNd Nvi., St. Lwi., S. Vo vrd d t.O G-di, ad Tdidad ad TAep.
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While the HAl envisions an eventual hemisphere-wide free trade area, a number of trade
cooperation arrangements have already been established, or are under negotiation, in the Western
Hemisphere, demonstrating the pervasiveness of the liberalized trade trend which is underway.
Canada, the United States, and Mexico have negotiated a North American Free Trade Agreement
(NAFTA); the Central American Common Market is being revitalized; Colombia, Mexico and
Venezuela, known as the Group of Three (G-3), have established a trade relationship; MERCOSUR -
a common market among Southern Cone countries (Argentina, Brazil, Paraguay, and Uruguay) - was
launched in 1991; and the Andean countries have agreed to consolidate their grouping into a single
market. Inter-regional trade and investment liberalization arrangements are also increasing. Mexico,
in addition to its NAFTA and G-3 relationships, is developing free trade arrangements with Chile,
Central America and the Caribbean.

B. THE CHALLENGE FOR THE CARIBBEAN

This period of world-wide change and transition, including within the Western Hemisphere,
poses a special challenge for the diverse countries of the Caribbean. The region's economies have
been among the smallest, most highly protected and import-dependent in the Hemisphere. Their
relatively similar economies and their natural resource bases are vulnerable to external shocks and
natura disasters.

In contrast to the region's common characteristics, living standards and growth prospects of
the region vary dramatically. Haiti and Guyana are the two poorest countries in the Hemisphere -
yet, other Caribbean countries have the highest per capita gross domestic product (GDP) south of the
Rio Grande (see Tables la and lb). Any regional review must acknowledge this diversity: in culture,
language, and colonial heritage; in living standards, economic status, and health and education
indices; and in legal and political systems.
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Te Regional Cooperdon Challenge

The recent world economic and political changes are drawing together the Caribbean nations,
despite individual differences. In a paper presented to CARICOM in July 1989, the Honorable
A.N.R. Robinson, then Prime Minister of Trinidad and Tobago, concluded that 'against this
background of historic change and historic appraisal, the Caribbean could be in danger of becoming a
backwater, separated from the main current of human advance into the twenty-first century....' It is
critical that the Caribbean nations address the new global challenges by deepening regional integration
in order to prepare their peoples for the future. Many of the region's countries have small
populations and need economies of scale, pooled technical expertise and common services.

7he Economic Challenge

The Caribbean's traditional reliance on preferential trade arrangements and foreign aid from
Europe and North America is becoming less viable. The focus of EAI on a region-wide free trade
area offers far greater long-term benefit to the Caribbean countries, if they adopt the reforms
necessary to be eligible. International donor assistance levels are small compared to the potential
gains from increased trade and investment flows, as well as from official debt reduction. The
Caribbean cannot rely upon the continuation of relatively high assistance levels, as changing world
conditions create new priorities.

The Caribbean region is reacting slowly to this situation and has yet to achieve either
competitive integration into the world trade system or sustainable long-term growth. Economic
productivity tends to be low, and production generally is not based on economic comparative
advantage, especially in agriculture. Significant local economic distortions, including tariffs and
quotas, remain in place. With little incentive to the domestic producer to be more efficient, many
Caribbean economies are characterized by high-priced domestic goods, an inability to export in the
open market, and diversion of resources toward inefficient production.

In June 1992, the Barbados-based Caribbean Association of Industry and Commerce (CAIC)
recommended that a comprehensive study of the implications of a lower regional tariff on foreign
imports. 'CARICOM business have to focus on a future in which increased productivity, consistently
high quality, and overall international competitiveness are the essential guidelines,' CAIC reported.

As world trading conditions continue to liberalize, failure to further free trade can be expected
to have serious adverse effects on the region. Conversely, improvements to the trade regime, as
witnessed by results observed in neighboring Central America and Mexico, can be expected to have a
major positive impact on diversification, investment, employment and, importantly, national
household income and welfare.
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Me Po1W22 Cai enge

The English-speaking states in the Caribbean generally have strong traditional, democratic
structures. The Dominican Republic has also established a practice of peaceful transitions of duly-
elected governments. But for a number of other Caribbean nations, problems are evident which
present both challenges and opportunities. Haiti is currently engaged in the complex process of
attempting to restore constitutional democracy. Guyana continues to struggle with the challenge of
institutionalizing free and fair elections. And, for the first time in over thirty years, change in Cuba,
with consequences for the whole Caribbean region, appears to be on the horizon.2

It is important for all nations of the Caribbean to establish and strengthen democratic
institutions as commonly shared democratic values and basic human rights are becoming a critical
component of regional integration. The opportunities for increased economic growth through regional
integration are enhanced through participation of the people at all levels in the democratic process.
There is growing evidence that open societies that value individual rights, respect the rule of law and
have open and accountable governments, will provide better opportunities for sustained economic
development than dosed systems which stifle individual initiative.

B s p aio c a.ad ol..alan dataCa ldd in
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m. ECONOMIC ASSISTANCE STRATEGY FOR CARIBBEAN
PROGRAMS IN THE 1990s

A. MOVING TOWARD A SHARED VISION

A shared vision of economic and political development in the Caribbean will require
sensitivity, understanding and effort from all sides. Donors and recipients are cognizant of
increasingly constrained foreign assistance budgets and the eroding value of trade preferences for the
region. Partially on their own initiative, and partially as a reaction to external trends, the Caribbean
nations are becoming aware they must look to private sector trade activity as the motor of their own
development. This requires substantial rethinking of the respective roles of public and private sectors.

U.S. economic assistance programs for the Caribbean' need to be responsive to this evolving
global context of public and private sector change, and work to implement the vision of the EA.

The Flurw of Regionasm

During the CARICOM Heads of Government Conference in June-July of 1992, the heads of
government reaffirmed their commitment to the creation of a CARICOM single market and economy.
This commitment recognizes that in order for the Caribbean nations to assure long-term economic
growth and in order to improve their competitive position in the world economy, regional cooperation
and integration are critical.

The West Indian Commission, established by CARICOM's Grand Anse Declaration of 1989,
submitted its final report to the CARICOM June-July 1992 Conference, in which 200
recommendations are outlined for addressing the challenges facing the Caribbean region, proceeding
with regional integration, and preparing the region's economies for long-term growth. The report
was favorably received and the newly appointed chairman of CARICOM, Trinidad and Tobago Prime
Minister Patrick Manning, called for early implementation of the recommendations.

U.S. assistance programs will increasingly support regional approaches to common objectives
in the Caribbean in the 1990s at three different levels:

* Sub-regionaly, USAID will support efforts to enhance integration within CARICOM, and
will encourage cooperation on the island of Hispaniola.

'USAW,-muud cmio in to Cubawoc y chido HakDomiimmlublici, Jam, Bdau. the six OQndom of
Erom C-ubb Sa. (A" and Drum. Oo , GWa, St. im ah NyA. St. Lcs. and Si. Viscms and R. Vnoaddosa).
Ouyain, Bhbdo. SFusim, and Teid d &W TbaW m occusait mispix f i saa firm USAD, cuuuedy Ihh
- P-8-
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* On a Cwfean-wide basis, USAID will support greater collaboration among CARICOM,
Haiti, the Dominican Republic, and other Caribbean islands. The West Indian Commission
report calls for a 'widening of the process of integration' to the rest of the independent island
states of the Caribbean Sea, as well as the Commonwealth of Puerto Rico, the island
communities of the French West Indies, the Dutch Islands of Aruba and the Netherlands
Antilles, the U.S. Virgin Islands and the remaining British dependencies. Puerto Rico,
already a center for trade and finance in the Caribbean, has the potential to become a major
force in some aspects of broader regional cooperation.

* USAID will also support stronger inter-giownl cooperation, especially with countries that
border the Caribbean Sea. The longer-term implications of current U.S. free trade
negotiations with Mexico and the EAI objective of a hemisphere-wide free trade zone should
lead to this type of regional collaboration in the future. The West Indian Commission report
also recommends that CARICOM 'reaching out' to Latin American countries of Central and
South America whose shores border the Caribbean Sea. The convening in Honduras in
January 1992 of the first Ministerial Conference between CARICOM and the Central
American countries, as well as the development of a trade and investment agreement between
Venezuela and CARICOM, are examples of how CARICOM's 'reaching out' effort is
already underway.

B. FRAMEWORK FOR ECONOMIC ASSISTANCE IN THE CARIBBEAN IN THE 1990s

In the Caribbean, as in the rest of the Hemisphere, the longer-term potential for development
is based on all countries participating actively in reciprocal trade and investment relationships. The
EAI provides a framework which can help guide the needed restructuring. The further liberalization
of Caribbean economies will eliminate over time the economic distortions that discriminate against
sustainable growth and limit individual opportunity. Increased tax revenue from economic growth
will enable governments to finance public investment and services in education, health, nutrition, and
other aspects of the quality of lift that are necessary to improve living standards and support sustained
growth. Increased attention to sound management of the natural resource base-one of the
Caribbean's unique assets-will help assure that it remains a competitive advantage, leading to lasting
economic growth and well being for future generations.

Broad-based and sustained economic growth will create jobs, increase income and improve the
overall living standard for the Caribbean. At the same time, this growth will create larger markets in
which U.S. businesses can export and invest, creating additional jobs and revenues in the United
States. U.S. economic assistance is, thus, mutually beneficial. Additionally, the emphasis on free
trade and sustainable private sector-led growth will tend to lessen dependence on external donor
assistance.

The longer-term potential for development in the Caribbean is also based on full participation
of people at all levels in the democratic process. The guarantee of self-determination, human rights,
theifule of law, and political freedom will not only enhance individual opportunity but will strengthen
the prospects of economic growth and prosperity.
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Within the framework of the EAI, U.S. economic assistance to the Caribbean will be based
on the following premises:

* USAID will participate in economic policy dialogue in the region to encourage
reforns without which liberalized trade and development of a competitive investment
climate cannot take place;

* USAID will work closely with Caribbean and U.S. businesses interested in trade and
investment opportunities in the region, providing information, contacts, and targeted
outreach services (e.g., trade missions and seminars);

* USAID will support sound natural resource management and development of the
human resource base, which are critical to sustained economic growth, political
development, and the broadening of participation in the benefits of growth;

* USAID will assist Caribbean efforts to strengthen democracy;

* in order to maximize the impact of its limited resources, USA!D will seek to
complement other donor flows to the region; and

* by virtue of the presence of its missions throughout the region, USA!ID will serve as a
point of coordination with regional institutions, other U.S. government agencies and
bilateral donors, and international financial institutions.

C. TARGETS FOR THE YEAR 2000

Within the framework outlined above, the Caribbean region can be a vibrant, increasingly
prosperous and democratic region by the year 2000. With a combination of U.S. assistance and
complementary, adequate international support, the following broadly stated targets should be
attainable:

Broad-bsed, Suskanable Economic Growth

* 'Te Caribbean region will have a more active role in the world economy, with
market-oriented economic policies that make possible steady and sustainable increases
in employment and productivity based on the region's comparative advantages.

* Government policies will increasingly focus on facilitating, rather than impeding,
business development and will provide a more level playing field for all entrepreneurs
within the framework of the rule of law.

* Government policies will encourage sound management of the natural resource base
necessary to long-term economic viability and growth.



155

* There will be steady movement toward broadening the economic base by improving

access to quality basic education and health care.

* The private sector will be more disposed to responding to the improved policy

environment with increased private investment, employment and income, and with a

diversification of the industry base, particularly in the manufacturing, service, and
agri-business sectors.

iabk, Parctpaory Dmocrda

* Free and open national and local elections will be the norm.

* Strengthened judiciaries will increase respect for the rule of law and human rights,

and will provide greater protection for the security of person and property.

* Legislatures will function more effectively.

* The influence of the military in political and economic processes will be diminished.

* Civic participation in the democratic process will be broader and more unfettered.

* The press and other communications media will become freer ad increasingly
become a more credible force for informing public opinion.

Some base-line data are included in Tables la and lb. Specific quantitative goals win be

reflected in individual USAID country strategies and annual Action Plans. This is particularly

important due to the diversity that exists in the region in the quality of life, conditions and prospects

for economic growth, and the stability and development of its democratic institutions.
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IV. STRATEGY OBJECTIVE NUMBER ONE: ACHIEVEMENT OF
BROAD-BASED, SUSTAINABLE ECONOMNC GROWTH

The principal objective of USAID's strategy for the Caribbean region is to support Caribbean
nationa in their efforts to achieve broad-based, sustainable economic growth. USAID has identified
three areas of focus which will facilitate that growth: (a) the rapid liberalization of Caribbean
economies to increase trade and investment, (b) the optimal management of natural resources to
sustain growth and employment, and (c) complementary human resource development.

A. INCREASEI TRADE AND INVETMFNT

Constraints

The principal constraints to increased trade and investment in the region include:

* distorted resource allocations,

* limited world market competitvenesas,

* legal and regulatory obstacles,

* inappropriate public and private sector roles,

* obstacles to (or suspicion of) foreign investment,

* fragile natural resource base, and

* markets unused to competition.

Strategc Elements

To address these constraints, USAID proposes a program of assistance based on five strategic
elements:

1. To fweu r ber&Wpa adpoaox in regonal and lobSl a

USAID will collaborate with multilateral donors in assisting Caribbean private and public
sectors liberalize and harmonize their trade regimes. Key areas of cooperation include:

* reduction (and eventual elimination) of tariffs, quotas, and non-tariff barriers;

* access to all resources, including foreign exchange, through market-based systems;

* development of growth-enhancing fiscal systems, through decreased reliance on
taxation of international ade;
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* greater budgetary control, rationalized public expenditures, and greater efficiency in
social accounts;

* development of competitive financial markets; and

* development of attractive invesatment climates.

Assistance will be provided at both the country and regional level, working through both
government and non-governmental organizations. USAID will also work to stimulate greater
awareness of, and public debate on, the need for growth-oriented trade and investment policies.

2. To ovcer e kga4 regulatory, andjudal obstaien to a compelve busfinss envirunsent
and enhaced prondvity

USAID will support national and regional efforts to streamline and harmonize the business
regulatory environment. Close cooperation with business, governments, selected regional
organizations (e.g., University of the West Indies, Caribbean Law Institute, CAIC), as well as the
interaction with other U.S. agencies, is required to identify bottlenecks to business growth and to
work toward their elimination on a national and regional basis. Areas of particular focus will be:

* the adoption of international standards of accounting and auditing;

* customs and port handling;

* transparency in the administration of business, taxation, and investment codes;

* the recognition and protection of property rights, including intellectual property;

* legal and judicial systems which fairly and efficiently administer commercial laws and
business regulations; and

* the use of market-based pricing mechanism in the allocation of resources.

3. To ste Ae pate Fnvestdne in ut CadMean

In collaboaton with other U.S. and international agencies, the USAID will:

* encourage wider private sector participation in die economy and assist the public
sector in reducing its control and ownership of productive sectors;

* assist individual nations ad groups of nations in their efforts to become more efficient
through streamlined and decentralized administtion, private or non-governmental
organization provision of public services, appropriate cost sharing, and divestiture of
paxattls;
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* help individual nations and groups of nations create an investment climate which
facilitates private investment, and encourage those nations to utilize the Multilateral
Investment Fund and investment and financial sector loans (administered by the IDB
and the Caribbean Development Bank (CDB)) to improve the investment climate on a
regional basis;

* facilitate the private sector's policy, business, and regulatory dialogue with
governments;

* work closely with Caribbean and U.S. businesses interested in trade and investment
opportunities in the region, providing information, contact, and targeted outreach
services (e.g., trade missions and seminars) to facilitate commercial linkages; and

* foster public and private understanding of the linkages between trade and investment
efforts and necessary supporting infrastructure, including requirements for financing
(by international financial institutions or local capital resources), cost recovery,
privatization, efficient management, and maintenance.

4. To help the Caribbean private sensor achieve greater comwetveness

USAID will assist the Caribbean nations to strengthen areas of comparative advantage and to
enhance private enterprise efficiency and collaboration to improve upon that advantage. Specifically,
USAID will:

* assist the private sector in assuring that marketing information, new technology, and
service training Is widely available in competitive sectors; and

* foster privatization and public and private sector partnerships to enhance investments
in human resources, facilitate technology transfers and adaptations, and improve
business management, on a sustainable, cost-sharing basis.

S. To ensure that aU segments of the popula participate in and benefit fum trmde and
investment expansion

USAID will monitor the social and equity impact of trade and investment expansion,
designing selected interventions, as necessary, to encourage optimal participation by all in the benefits
of growth. Trade and investment expansion will produce employment gains for the poorer segments
of society in the long run. However, since such an expansion based on comparative advantage is a
sharp departure from current practice, some of the more economically disadvantaged may be
adversely affected in the short-term transition. Consequently, USAID will:

* finance analyses and develop baseline data on wages, incomes, and expenditures to
assist in monitoring impact on various segments of the population;
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* help to ameliorate short-term market imperfections, as required, through support of
small and micro-enterprise sustainable credit and technical assistance programs; and

* join with international financial institutions in transition efforts to cushion the short-
term impact of adjustments on the poor.

B. SUSTAINED NATURAL RESOURCES MANAGEMENT

Constraints

The wise use of natural resources is crucial to achieving sustainable development. The
region's fragile natural resource base is one of its unique assets and should provide excellent
opportunities for development, but will require special care to ensure its sustained use. For example,
the strong comparative advantage in marine-based development can be undermined by the soil
erosion, sewage, and fertilizer run-off which kill coral reefs, damage fisheries, and destroy the
resource base upon which the tourism industry depends.

Selected political and social characteristics of the region also contribute to special natural
resource vulnerability:

* environmental degradation tends to be greatest in coastal areas, where most people
live and earn their livelihood;

* small countries are challenged by the high cost of effective resource management and
should look for ways to work collectively to achieve economies of scale;

* environmental issues frequently transcend national boundaries (e.g., Hispaniola and a
shared Caribbean Sea); and

* weak public and private institutions and the lack of appropriate technologies hamper
sustainable economic growth.

Strategic Elements

l. To recognize dt economic opportuniier provided by natural ecosystem and to promote
their conservation and juddour use

USAID will finance the training and institutional development of public entities in support of
efforts to Integrate environmental considerations into overall economic decision-making. Particular
emphasis will be placed on strengthening economic accounting methods and improving market
functions to reflect the true costs of resource degradation. Current problems include pricing policies
that undervalue common goods, subsidies, inadequate rents and user fees, and tax policies that lead to
inefficient use of resources.
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2. To stimudatekey environmental policies and reforns

USAID will promote public and private awareness of environmental issues in an effort to
improve local policies. Environmental education in schools, universities, business fora, local
communities, and governments will help develop an informed citizenry that plays a more effective
role in defining the development agenda and encouraging formulation of key environmental protection
policies and necessary reforms. By increasing participation and empowerment of citizens in
environmental initiatives, the laws, regulatory systems, and enforcement mechanisms to support
sustainable use of resources and to improve the human environment will be strengthened.

3. To saqxpoM governmental capacity tofonnrudate and implement environmental and natural
resource management policies

USAID will assist public entities to:

* establish baseline monitoring systems and collect and analyze data;

* provide environmental education and training for employees and managers of policy
and planning units;

* strengthen capacities to enforce environmental and natural resources policies, laws,
and regulations; and

* improve coordination among institutions responsible for environmental protection and
resources management.

In this effort, Caribbean experience, knowledge, and expertise must be fully utilized to
harmonize environmental protection laws on a regional basis.

4. To develop and strengthen regional institutions addressing environmental and natural
resource management issues

USAID will collaborate with CARICOM:

* to support the program expansion of a regional entity involved in environmental
monitoring, data analysis, provision of services to national environmental protection
agencies, and identification of viable environmental and economic policy alternatives;
and

* to stimulate regional information exchanges to expand knowledge of policy and
technology options.
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S. To s&uot dhasterpreparedeess and mitgation

A special characteristic of the Caribbean islands is their vulnerability to natural (e.g.,
hurricane) and man-made (e.g., oil spill) disasters, on a fairly regular basis. Inadequate prevention
and mitigation result in health problems, injury and loss of life, especially among the poor, the
unnecessary destruction of homes and basic infrastructure, major economic dislocation, and
accelerated environmental degradation. USAID will support Caribbean nations in their efforts to:

* improve environment and natural resources planning and management; and

* undertake structural risk assessments, code modification and enforcement,
involvement of private insurers in prevention, and community readiness.

6. To gs paot th devlopsent and use of susanabl technoogies (such as, conkpetive
fanxing system,. watenhed and emstal zone management, management of parks and
proteded as, and alternaive ergy resoure)

USAID, in conjunction with the private sector, will facilitate the exchange of technology and
information among Caribbean nations, concentrating efforts in farming systems, watershed and coastal
zone management, management of parks and protected areas, and alternative energy resources.
USAID will cooperate with local PVOs to enhance and expand their innovative approaches and pilot
programs to improve the state of the art and facilitate the transfer of such technology. USAID will
participate on or act in collaboration with the environmental councils established under EAI in
consonance with this strategy.

USAID will consult closely with the IDB, the World Bank, CDB, and other bilateral donors
in working toward these aspects of this strategic objective. In the formulation and management of its
activities, USAID will engage the expertise of the U.S. Department of Agriculture (USDA), the U.S.
Environmental Protection Agency (EPA), the U.S. Department of the Interior, the U.S. Peace Corps,
the U.S. Coast Guard, the Commonwealth of Puerto Rico, and individual nongovernmental
organizations active in environmental issues.

C. HUMAN RSOURCE DEVELOPMENT

Health and basic education services are under significant stress in most of the Caribbean as
populations increase and public sector resources decrease. In a few countries, these services are
significantly below standard and are major constraints to development. The special challenge
narcotics pose for human resources development in the Caribbean must also be addressed. These
areas are closely related to this strategic framework for the Caribbean, in that:

a vibrant economy requires a healthy, educated workforce, as well as a fiscally-
prudent public budget with appropriately allocated social expenditures;
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* increased growth enhances prospects for greater disposable income for choice among
social services options; and

* democratic participation will ensure that quality public social services are relevant and
responsive to popular needs.

Family H obh

In the English-speaking Caribbean, health is not a constraint to development, and only limited
investments in health and family planning services, financing reform, and policy development will be
undertaken on a country-by-country basis.

In Haiti and, to a lesser extent, the Dominican Republic, poor health status and high fertility
are major constraints to improving living standards. With life expectancy in the mid-S0s and fertility
and population growth rates on the rise, Haiti's population is projected to double to 13 million by
2025. Most of this increase will be among people living in poverty, placing an even greater strain on
the environment and already over stressed social institutions, and making it all the more difficult for
democracy to flourish. Child survival indices in Haiti are among the worst in the Hemisphere. In
the Dominican Republic, infant mortality is also too high and life expectancy too short. While the
annual population growth rate is declining, it is still high at 2.3%.

USAID will support institutional and policy reforms in both public and private sectors that
increase access to primary health care and remove obstacles to better resource allocation, increased
efficiency, and more cost recovery in family health service delivery. AIDS is a growing problem
throughout the region, particularly in Haiti, the Dominican Republic and Jamaica. USAID will assist
those countries address the problems of AIDS through an intensive impact-oriented program. Finally,
the region will continue to receive prompt support to prevent and control anticipated cholera
outbreaks, using a Washington-based region-wide cholera program.

Education

Assistance in basic education will be important in Haiti and the Dominican Republic, where
the local systems need to extend basic education to a larger proportion of the population. Assistance
efforts will focus on restructuring government budgets and decentralizaton; reforming the curriculum;
providing instructional materials and text books; and developing innovative approaches to encourage
greater private sector support to sustain improved public and select private school systems.

USAID's programs in the rest of the Caribbean will respond to the diversity of human
resource development levels among Caribbean countries. To support increased trade and investment,
USAID will target training for labor leaders, businessmen, government officials and opinion makers.
Management and vocational education will be geared to productive employment and increased
efficiency in globally competitive enterprises. To the extent feasible, programs will be implemented
by the Caribbean private sector, on a sustainable, cost-sharing basis.
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CoMnAreades F&or

Narcotics production, trafficking, and transshipment threaten to corrupt the fabric of societyand to create a permanent underclass. While the Caribbean serves mainly as a transit point for drugsmoving to the U.S. market, there is also production in some of the larger countries. Narcotics pose agrowing threat to the development of the islands, with important economic and societal implications.The lack of viable economic alternatives for the unemployed, low public awareness of the dangers ofnarcotics, and indiequate judicial systems lead directly to increased corruption, ineffective
government, and severe debilitation of drug users.

USAID, in cooperation with the U.S. Department of State, the United States Information
Agency (USIA), the U.S. Department of Defense (DOD), and the U.S. Drug EnforcementAdministration (DEA), will contribute to the counternarcotics effort by assisting Caribbean countriesto increase public awareness of narcotics-related problems, to improve efforts for broad-based growth
and employment, and to strengthen overall financial and administrative accountability.
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V. STRATEGY OBJECTIVE NUMBER TWO: STRENGTHENING OF
STABLE, PARTICIPATORY DEMOCRACIES

The opportunities for increased economic growth are enhanced through participation of the
people at all levels of governance to ensure that services are equitably distributed and policies are
relevant to their needs.

The status of democratic development in the Caribbean varies from country to country. In the
Commonwealth Caribbean, democratic traditions tend to be strong. Guyana, with its multi-ethnic
population is grappling with pluralism and the challenge of institutionalizing free and fair elections.
In the Dominican Republic, there exists generally good respect for civil liberties, although the need
for greater popular participation in governance and for improvements in the judicial system are issues
under active debate. Haiti faces difficulties with political instability and intimidation, anti-democratic
forces, and human rights violations, as it seeks to re-establish constitutional democracy.

Strategic Elements

The United States seeks to help Caribbean nations solidify their democratic institutions and
shared values of self-determination, human rights, the rule of law, and political freedom. While
external assistance in this area is helpful, strengthening democracy ultimately depends upon the
political will and popular expectations of Caribbean societies.

Assistance in support of democracy in the Caribbean has two objectives:

1. To strengthen the compenc, accountability, and responsiveness of key governt
insttuons, that tey might betr govern and merit public conidence

USAID will support:

* political system development, including electoral and legislative reforms;

* improvements in the regulatory and judicial environments;

* decentralization of bureaucracies and expanded citizen participation at the local level;
and

* better financial management.

2. To strengthen public paiipztion in democratic processes and institutions

USAID will:

* encourage public debate and greater consensus on public policy issues;
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* promote the teaching of democratic values, knowledge, and practices;

* support private organizations participating in an emerging civil society; and

* finance leadership training.

These actions will simultaneously help improve the overall business climate and thereby
complement the first objective of this strategy.

The level of effort will differ in each Caribbean nation, reflecting the region's diversity in
democratic development. USAID will operate within the context of the country team in the U.S.
Embassy in the individual country, which will ensure coordination with the U.S. Department of State,
the U.S. Infbrmation Agency, DOD, DEA, the U.S. Department of Justice, and the Peace Corps.

In Washington, USAID will consult with labor, human rights, and legal organizations, as well
as the academic community, to continuously update and refine its strategic concerns and program
design efforts.

USAID will work closely with individual key donors such as Canada, the United Kingdom,
other European donors, the United Nations' Development Program, the Organization of American
States, and the international financial institutions (IFWs), to ensure coordination.
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VI. RESOURCES, ORGANIZATIONAL RELATIONSHIPS, AND
MANAGEMENT CONSEDERATIONS

A. RESOURCES

Existing Resource Flows

Total resource flows to the Caribbean, from all sources, approached $9.2 billion during 1989,
constituting a modest decrease in nominal terms from flows registered at the beginning of the decade.
Despite the size and nature of these flows, the Caribbean countries did not record positive per capita
growth during the 1980s.

. x EXING RESOURCE FLOWS ^
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Merchandise exports, currently responsible for 70-80% of foreign exchange flows into the
Caribbean, have declined over the decade to $6.6 billion in 1989. Tourism receipts advanced 110%
over 1981-89, reaching $2.6 billion at the end of that period. Private flows, consisting of commercial
bank lending, direct foreign investment and export credits, were negative throughout 1981-89,
representing minus $334 million in 1989. This was primarily repayment of principal and interest.
Net official flows, induding official development assistance, amounted to $370 million in 1989. This
total is down from a peak of $1.1 billion in 1982. Key lenders include the World Bank, the
International Monetary Fund (RMF), the EDB, the CDB, the European Economic Commission (EEC),
the United States, Canada, and the United Kingdom.

Future Resource Trends

As a longer-term trend, the Caribbean cannot depend on U.S. and other donor economic
assistance flows to fill future resource gaps in a sustained, significant way. U.S. government
assistance has gradually declined (see Table 2) and levels in the year 2000 are expected to dip below
the $200 million mark in nominal terms.
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Table 2:

A.I.D. ASSISTANCE TO THE CARIBBEAN
1980-1991 Actual, 1992-1996 Projected

VALUE (SMillion)

U.S. FISCAL YEAR

NOTE: In ost Cauibbean nions, USAID auine il be liie and focused on
realizing On vision of t EsA. Hai will be the principal recipient of Wi can
ronice tranafn by USAID.

Under the EAI, those nations which maintain sound economic policies and are progressing toward
liberalized investment regimes are eligible for official debt reduction. Table 3 provides the stock of
debt which Caribbean nations owe the United States and other creditors (in the aggregate).

57-035 0 - 93 - 7
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TABLE 3. CARIBBEAN COUNTRIES: SELECTED DEBT INDICATORS

Total External
Debt Owed to U.S.
Outstanding Government

cout (S million (S million

Antigua and Barbuda n/a 21
Barbados n/a 7
Belize 158 32
Dominican Republic 4,400 780
Grenada 104 2
Guyana 1,960 4
Haiti 874 49
Jamaica 4,598 691
St. Kitts and Nevis 37 10
St. Vincent and the Grenadines 59 2
Trinidad and Tobago 2,307. 118

SOURCE: World Bank, World Dbt Tables, 1991-92; U.S. Trafmay, Sta= of Acti. Forcip Creditof the U.S. Govnmneat, December 31, 1991.

0
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B. ORGANIZATIONAL RELATIONSHIPS

To maximize the impact of scarce and declining resources, future implementation of USAID
activities will require greater focussing and even selected phasing out of activities which diverge
significantly from the strategy framework. To provide dearer organizational focus at the regional
level, it is expected that the regional mission in Barbados (RDO/C) will work closely with the
bilateral missions to develop and coordinate selected region-wide programs, as appropriate, in
consultation with Washington. Additionally, USAID will develop a more concerted working
relationship internally, with other U.S. government agencies, and with the international donor
community.

Coordination Within USAID

Field missions and Washington jointly prepare bilateral and regional program statements
which define strategic objectives and expected accomplishments. Progress against these objectives is
reviewed annually, with participation of offices from USAID and other U.S. government agencies.
To enhance coordination and more effectively integrate bilateral and regional programming, a new
management oversight structure will be established for USAID Caribbean programs. The Assistant
Administrator will chair a Steering Committee, to be comprised of the directors of USAID missions
in the Caribbean, and the Office of Caribbean Affairs, with the director of the Office of Caribbean
Affairs serving as Executive Secretariat. This committee will convene at least annually to review
overall priorities, address region-wide issues, assess progress again.st strategic objectives, and to
provide input to the Caribbean Group for Cooperation in Economic Development (CGCED), part of
the World Bank consultative group process. Finally, planning conferences will be held on special
topics, as needed, to ensure optimal coordination.

U.S. Govenmnent Coordination

A number of U.S. government agencies have a mandate to provide expertise and funding in
areas related to the objectives of this strategy. Close coordination with these agencies is essential to
ensure maximum impact of overall U.S. assistance to the region, and judicious use of limited U.S.
government resources. Consultations on EAI will occur through existing committees, coordinated at
the Cabinet level by the EA1 Policy Coordination Committee. The Treasury Working Group on
Debt, the Joint Trade and Investment Councils, and the Environment for the Americas Board bring
USAID into operational relationships with the U.S. Department of Commerce, EPA, Interior, State,
the U.S. Department of Treasury, USDA, and the Office of the U.S. Trade Representative. In
improving natural resource management, USAID will coordinate with and gain access to the expertise
of EPA, the Park Service and the Fisheries and Wildlife Service, Peace Corps, U.S. Coast Guard,
and the USDA. USAID also will work closely with DOD, Justice, Peace Corps, State, and the USIA
on democratic development and with the DEA and the U.S. Department of State's Bureau of
International Narcotics Matters (INM) on drug awareness programs. Finally, USAID will engage the
.Puerto Rican public and private sectors to increase trade and investment and to supply natural
resource management technology. The Caribbean stands to derive significant gains if it can more
effectively use Puerto Rico's Section 936 monies.
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Donor Coordination

Implementation of the strategy necessitates convergence of policies and practices among the
international donor community. The principal donor coordination forum in the Caribbean is the
CGCED chaired by the World Bank. While the United States has been actively engaged in past bi-
annual CGCED meetings, we plan to become even more active in that forum in the future. In order
to implement the EAM, USAID will continue to coordinate with the IDB and the CDB in supporting
trade and investment reform through access to sector loans and the Multilateral Investment Fund.

Congressional Collaboration

Considerable funding flexibility will be needed to enable USAID to respond effectively with
declining resources to the region's needs, to ensure adequate program and financial accountability,
and to demonstrate program impact. Congress and USAID can collaborate meaningfully in the
achievement of these strategic objectives (a) by providing relief from the rigidities of functional
accounts and earmarks and (b) by appropriating sufficient funds available for activities currently
financed from the Private Sector, Energy, and Environment account.

EAI is the cornerstone of the Caribbean strategy which seeks to promote an economically
vibrant region due largely to increased trade and investment flows by active participation of the
private sector. Congress could enhance prospects of achievement of these strategic objectives through
(a) enactment of those elements of the EAI which have not yet been authorized by law and (b)
appropriation of sufficient resources.

C. MANAGEMENT CONSIDERATIONS

As USAID increasingly focuses its activities and concentrates resources on major objectives,
options will be explored which permit greater management efficiency. Important considerations
include the need (a) to reduce non-strategic targets of opportunity, (b) to increase use of non-project
assistance, and (c) to selectively expand reliance on regional institutions for program implementation.
USAID will attempt to:

* restructure its overseas staff mix in order to place stronger emphasis on expertise
needed to implement the Caribbean Strategy, particularly in the area of trade and
investment;

* continue to improve management capacity of missions;

* as appropriate, utilize the staff of The Caribbean Regional Development Office
(RDO/C) to support bilateral missions and engage Caribbean nations in regional
programs to advance the EAI process.
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Given the likelihood that program and staff reductions will continue thoughout the remainder

of the 1990s, the LAC Bureau Steering Committee for the Caribbean will review the management of

overseas operations as part of its regular oversight functions.



172

ACRONYMS

CAIC Caribbean Association of Industry and Commerce
CARICOM Caribbean Common Market
CBI Caribbean Basin Initiative
CDB Caribbean Development Bank
CGCED Caribbean Group for Cooperation in Economic Development
CLAA Caribbean Latin American Action
CLI Caribbean Law Institute
DEA Drug Enforcement Administration
DOD Department of Defense
EAI Enterprise for the Americas Initiative
EEC European Economic Community
EPA Environmental Protection Agency
GATT General Agreement on Tariffs and Trade
GDP Gross Domestic Product
IBRD International Bank for Reconstruction and Development
IDB Inter-American Development Bank
IMF International Monetary Fund
INM Bureau of International Narcotics Matters (State)
LAC Bureau for Latin America and Caribbean (USAID)
MIF Multilateral Investment Fund
NAFTA North American Free Trade Agreement
RDO/C Regional Development Office/Caribbean (Barbados)
USAID United States Agency for International Development
USDA United States Department of Agriculture
USG United States Government
USIA United States Information Agency
USTR United States Trade Representative
UWI University of the West Indies
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INTRODUCTION AND BACKGROUND

No longer the flashpoint of U.S. foreign policy that it was in the

1980s, Central America, nonetheless remains a troubled .area and

one of continued U.S. concern. A decade of war has left most of the

five nations defined as Central America-Nicaragua, Honduras,

Guatemala, El Salvador, and Costa Rica-worse off in many re-

spects than they were in the 1970s. Many of the dismal socioeco-
nomic conditions that led to the outbreak of revolutions there

during the late 1970s remain, and some fear these conditions could

foreshadow future difficulties. The region has made headway in the

creation of modern democracies, but governments in the region

still face numerous challenges. Because these countries are highly

dependent on the United States for aid and trade, small acts of the

United States can have large effects. Central Americans still look

to the United States for cooperation and assistance in resolving
persistent economic, social and political problems.

The threat posed by the Soviet Union's links with groups in the
area was widely viewed as the driving force for U.S. interest in the

' The author is a Specialist in Latin American Affairs with the Foreign Affairs and National

Defense Division, Congressional Research Service.
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area during the 1980s. Most important were the Soviet links with
the leftist Sandinista National Liberation Front (FSLN) which took
power in Nicaragua in 1979, and the subsequent Soviet upgrading
of Nicaraguan military facilities. Also of concern to the United
States was the concurrent threat of takeover by the leftist Fara-
bundo Marti National Liberation Front (FMLN) guerrillas in El
Salvador. As expressed by the 1984 "Kissinger Commission" report,
prepared by a bipartisan group of prominent North Americans, the
U.S. security goal was to deny enemies of the United States the
possibility of establishing political or military fronts close to U.S.
shores

Other goals identified by the Commission were: (1) the promotion
of peaceful political change and the advancement of democracy and
democratic self'determination; (2) the strengthening of the econo-
mies in the region; and (3) improvement in living conditions in
order to enhance the quality of life for all citizens of the hemi-
sphere. ,

Similar interests were stated in 1989, when Senator Terry San-
ford convened a bipartisan, multilateral International Commission
for Central American Recovery and Development. Dubbed the San-
ford Commission, it proposed an "immediate action" program to
generate productive employment by focusing on food security,
health and nutrition, basic education, safe drinking water and sani-
tation, temporary housing, infrastructure, and human rights. How-
ever, the Commission also noted that the solution to Central Amer-
ican poverty must be sought by addressing fundamental social and
economic structural problems and by broadening opportunities for
political participation.

The Central Americans themselves put forth these goals in nu-
merous documents signed by the presidents during regional peace
summits, beginning in the early 1980s.

Despite the acknowledgement that structural causes must be ad-
dressed, for many analysts and U.S. officials, external security
threats often led the United States to, in the opinion of a U.S. Am-
bassador, "focus on security problems to the detriment of economic,
social and environmental policies." Yet, "as the nature of our rela-
tionship with Central America changes, these shortcomings are
being laid bare." I

Since the early 1990s, the United States has reiterated its contin-
ued interests in social, economic and political development in Cen-
tral America, and its intention to assist Central American coun-
tries in all areas. But its ability to offer aid has diminished. With
the disintegration of the Soviet Union, the East-West conflict ra-
tionale for a U.S. strategic interest in the area has evaporated,
while at the same time the United States faces increasing domestic
constraints on foreign aid.

At the end of a decade of conflict, sources of concern in Central
America seem only to increase in the view of many analysts. The
tough political problems remain-in particular, how to strengthen
democratic governments and improve socioeconomic conditions for
a majority of the people in the region. The increasing use of Cen-

I Arcos. Cresencio S. Managing (hange hin Central America. Miami Herald, July 21, 1991. p.
IC, (IC.
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tral America as a transit point for drug trafficking has also become
a source of concern for U.S. policymakers.

Planning for a steadily decreasing foreign aid. package, the U.S.
Agency for International Development (AID) in 1991 viewed its
task as sustaining, as efficiently as possible, "the positive but still
very fragile trends towards political freedom and economic
growth" 2 in the region. The United States has determined to cope
with this decline in assistance not only by undertaking additional
bilateral initiatives involving other U.S. agencies in a broad range
of areas, but also by encouraging and cooperating in regional and
multilateral initiatives for Central America.

PROMOTING POLITICAL STABILITY AND DEMOCRACY

During the late 1980s and early 1990s, the United States increas-
ingly undertook programs to strengthen democratic institutions
and practices in Latin American countries. A push for democratiza-
tion began in the early 1980s, when the United States recognized
the elitist nature of these societies as one cause of the turmoil.

At the end of the 1970s, many analysts agreed that all govern-
ments in the region, except that of Costa Rica, were concentrating
on protecting the interests of wealthy individuals or small groups.
Military governments that initially supported these elites devel-
oped and protected their own group interests. At the time of Nicar-
agua's 1979 Sandinista revolution, all of the other countries in the
region, except Costa Rica, were under military rule. Combined with
U.S. pressure and domestic pressures in Central America, Nicara-
gua's revolution provided an impetus for the military to relinquish
ostensible control of government in Guatemala, El Salvador, and
Honduras; many feared that the Sandinista example could provoke
similar uprisings in other countries where the social inequities and
degree of repression were as bad as in Nicaragua under the Somoza
regime. The shift to governments with formal, "democratic" insti-
tutional frameworks was possible because, to many, it represented
a bulwark against undesired change. Many others realized that
substantial work would be needed for democracy to flourish and
make a change in the lives of ordinary citizens sufficient to fore-
stall future social unrest.

SIZE OF THE MILITARY AND ITS INFLUENCE IN GOVERNMENT

One of the most important constraints on democracy has been
the continuing large size, influence, and relative independence
from civilian authority of the military and security forces in all
countries in the region with the exception of Costa Rica, which has
a civilian-controlled police force. U.S. officials have urged reform of
the region's military forces, not only to curb human-rights viola-
tions, but also to encourage the supremacy of civilian rule. U.S. of-
ficials have stated that the United States can help Central Ameri-
can governments take the necessary steps of reducing heavy mili-
tary expenditures by helping the armed forces "redefine their role
with military and civilian training programs, and by stressing con-

' U.S. Agency for International Development. Congressional Presentation Fiscal Year 192,
Latin America and the Caribbean. p. 71l3.
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stantly the importance of civilian authority." 3 One difficulty, how-
ever, will be breaking the pattern of "vested interests that have de-
veloped among officer corps and civilian groups that benefit from
large military institutions." 4

In El Salvador, the peace accords of January 1992 have put in
train a process of demobilization and demilitarization designed to
significantly curtail the influence and power of the military. The
accords specify that the armed forces be reduced significantly, with
some of their functions transferred to civilian controlled agencies,
and that violators of human rights be identified and removed. As of
mid-1992, however, there were claims that the military had not
complied with these provisions. Nevertheless, a process was under-
way to reduce the size of the officer corps and remove violators of
human rights, with scheduled completion in early 1993.

In Guatemala and Honduras, where the influence of the military
is in part due to perceptions that military officers are more effi-
cient at running government than civilians, the militaries have
managed to preserve their positions to a much greater degree. In
Guatemala, the Department of State has found that the military
operates with "significant institutional and legal autonomy, par-
ticularly in security and military matters." 5 (Because of Guatema-
la's lack of sufficient progress on human rights, the United States
has not resumed the military aid program it suspended in Decem-
ber 1990.) Many observers make similar assessments of the situa-
tion in Honduras, and the United States Ambassador was almost
expelled in 1991 for criticizing the situation there. Further, mili-
tary officers are increasingly perceived to be operating as a person-
al interest lobby rather than as a professional institution. 6

In Nicaragua, the autonomy of the military and police forces and
the influence of army Commander General Humberto Ortega is
compounded by their identification with the FSLN, which was de-
feated at the polls in February 1990. This political identification
leads some analysts to charge that Sandinista radicals can instigate
action to undermine the elected government of Violeta Barrios de
Chamorro with impunity. In particular, they charge that the mili-
tary and police allow FSLN labor sectors to undertake crippling
strikes against the government designed to counter its economic
policies, and allow former Sandinista soldiers to participate in land
takeovers. Some even charge that the military and the police have
deliberately assisted or fomented these activities to disrupt the
Chamorro government. Others, however, view the process of bring-
ing the military under civilian control as a slow one, as in other
Central American countries, and note as evidence of progress a re-
duction in the military from about 70,000 to some 20,000 forces in
1992, with a sizable reduction in the officer corps. Certain portions
of U.S. aid totaling about $100 million were held up by the U.S.
Congress in FY1992, in part because of the issue of the continuing

3 Arcos, Cresencio. p. Ic, 6c.
4Ibid.

5 U.S. Department of State Country Reports on Human Rights Practices for 1991. p. 613.
6 Hockstader, Lee. Honduras Embattled After Decade of Aid. Wash ington Post. July 13, 19192.

p. A13, Al5. Recent charges have surfaced in the case of Honduras, that military officers had
pocketed U.S. money for personal use, and that the military, as an institution, has begun acquir-
ing businesses which earn profits of about $40 million a year for the military.
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presence of Sandinista commander Humberto Ortega as head of
the army.

HUMAN RIGHTS

U.S. activities to assist with the professionalization of police and
security forces, which began in the early 1980s, were carried out
because of serious concerns that the military and security forces in
all countries except Costa Rica were regarded as among the major
violators of human rights. These programs focused on police forces
in attempting to provide professional training for police investiga-
tors of crimes, but they also tried to imbue members of Central
American military and police forces with professional knowledge
and standards.

Nevertheless, serious human rights problems remain. According
to the Department of State Human Rights reports for 1991:

* In Guatemala, the military, civil patrols, and the police are
cited as responsible for most of the major human-rights abuses,
including extrajudicial killings, torture, and disappearances.
Those whose rights have been abused include human-rights ac-
tivists, unionists, indigenous people, and street children. Al-
though the report notes the presence of an ongoing civil con-
flict as a rationale for strong measures, it also notes that the
security forces are virtually never held accountable for human-
rights violations.

* In Honduras, "the principal human rights problems are extra-
judicial killings, arbitrary and incommunicado detentions, tor-
ture and abuse of detainees, and the impunity of members of
the Armed Forces who commit such violations. As in past
years, when members of the Armed Forces committed acts of
murder or torture, the military often tried to cover up the vio-
lations." In addition, the report notes that the judicial system
cannot "protect systematically the rights of ordinary citizens
owing to the Government's failure to exercise the political will
to insist on accountability for human-rights violations, to
ensure the independence of judges and courts, to establish a
transparent and just military judicial system, and to set up a
mechanism to resolve jurisdictional issues between the civilian
and military court systems." 7

* In El Salvador and Nicaragua, where intense decade-long civil
conflicts have abated, human-rights problems continued in
1991 and early 1992. In El Salvador, the military and police
forces have been responsible for significant human-rights
abuses in previous years and in 1991. In Nicaragua, major
human-rights problems in 19W1 included "continued extrajudi-
cial killings, mistreatment of detainees, and other abuses by se-
curity forces; violence by paramilitary bands in rural areas . ..
and the Government's continuing failure to investigate and
prosecute those responsible for human rights abuses." There,
human-rights abuses by security forces have become part of a
larger debate on Sandinista participation in the government.

7 U.S. Department of State Country Reports on Human Rights Practices for 1991. p. 643.
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WEAKNESS OF CIVILIAN INSTITUTIONS

U.S. aid strategy for Central America calls for increased support
for consolidating democracy. 8 Weak institutions and lack of civil-
ian capacity to manage government have been sometimes perceived
as leaving power vacuums that the military has filled. Corrupt in-
dividuals and institutions have undermined trust in government.
Recent U.S. efforts have focused on strengthening the efficiency
and accountability of government institutions, which have been
largely underfunded and malfunctioning. These efforts are comple-
mented by a variety of U.S. programs, some through nongovern-
mental organizations, designed to encourage democratic practices
and oversight.

A primary objective of the United States has been to improve ju-
diciaries in the region, which have notable weaknesses, including
poor pay and working conditions, and low educational standards
for local judges. The United States pays special attention to judicial
assistance through the Administration of Justice program because
the judicial process is viewed as a cornerstone of democratic gov-
ernment. A weak or malfunctioning judiciary can translate into a
breakdown of society's trust in governmental institutions on many
levels: corruption is not punished, the average citizen feels that the
court system cannot deliver even basic justice, and police forces jus-
tify extraordinary measures against criminals on the grounds that
the courts will not punish them.

Some U.S. assistance has also been channeled to other govern-
mental institutions. Although legislatures have existed and func-
tioned in all countries, strong executives have often rendered their
activities ineffective. The United States has sought to help legisla-
tures become an effective counterweight to the Executive Branch.
It has also devoted resources to improve the public administration
of Executive Branch agencies, to strengthen electoral systems, to
assist decentralization of political authority and resources through
the strengthening of democratically-elected local governments, and
to promote civic participation in order to hold governments more
accountable. " To accomplish the latter, the United States has
funded programs for civic education, the news media, community
organizations, labor unions, and business associations.

ECONOMIC STABILIZATION, GROWTH, AND DEVELOPMENT

The small, resource-poor, and still agriculturally-based Central
American economies present many challenges as well as obstacles
to the governments of' the region in their pursuit of economic
growth and development, and to the United States in its efforts to
aid those governments. During the 196(is, a regional integration
effort spurred high rates of' growth for several years, with an in-
crease in regional manufacturing activities and the development of'
export-oriented agriculture. These same events, however, were re-
sponsible for the displacement of' peasants %canipesinos) from their

(ongressional Presetntation F1isclI Year 1I992. Latin America and the (aribbean. p. 71:i.
u From Ten Principles of A.I.D.)s Strategy in the 1l9l9s," in U.S. Agency for International

Development, Economic Assistance Strategy for (CentraIl America, 19191 to 2001(1, Washington,
January 1!111, reprinted as an appendix to Section II of this volume.
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lands and the substantial urbanization that helped created the
bases for social unrest during the 1970s and 1980s.

Now, despite the peace accords in place in El Salvador and Nica-
ragua, and negotiations underway in Guatemala, political stability
and economic and social development seem constrained by low
levels of economic growth and the persistence of high levels of pov-
erty. The circular relationships among political stability, democrat-
ic consolidation, economic growth, and equitable development add a
troublesome element to the prospects for peace and development in
Central America. As expressed by one Central American: "In Cen-
tral America ... the fundamental obstacles of extreme poverty,
weak production capacity, fragile political institutions, and scarce
financial and entrepreneurial resources are deeply entrenched.
Unless these obstacles are addressed, export-oriented policies and
the liberalization of economic life will lead to impoverishing
growth-much as they did a century ago." '°

AID has recognized these relationships. In defining the goals of'
its assistance program, AID has stated that it is "clearly in the
United States' interests to assist its neighbors in proving that the
expectations of democracy are well founded. If elected govern-
ments, with their market-based economic policies, cannot demon-
strate that their principles work in practice for the benefit of all
segments of society, then desperate people may again be tempted
by extremists. And today's bright prospects for long-term stability
and broadly based growth in the Hemisphere may be in jeop-
ardy." "

U.S. EFFORTS TO PROMOTE GROWTH

Economic growth is widely viewed as a necessary, but not the
only, condition needed to advance Central American development
goals. As a result, U.S. economic efforts now largely center on aid
and other forms of assistance to remove development obstacles and
create conditions for growth. In the early and mid-1980s, the focus
was on providing a hospitable macroeconomic and legal climate for
domestic and foreign investment. During that period, assistance to
small businesses and microenterprises became a significant part of
U.S.-supported employment-generation activities. Recently, efforts
have also included debt reduction and environmental assistance.
The United States has also become interested in fostering regional
cooperation by placing greater emphasis on implementing Central
American regional initiatives, including reforms to liberalize trade
within the region.

DEBT REDUCTION

Burdensome foreign debt levels have become a particular con-
cern of the United States because the debt severely limits resources
available for investment, economic growth, and social welfare. In
1991, the U.S. Government reduced portions of debt owed to it by
two Central American countries. In 1990, Central America had a
combined external debt of' almost $23 billion, with figurres ranging

'Garnier, Leonardo. Beyond Trade. Hemispahle, v. 3. no. :S, Summer 11991. p. 2.
Congressional Presentation FY199!2. p. 7014.
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from $2.1 billion for El Salvador to $10.5 billion for Nicaragua. Not
only are the figures high, but the ability of the countries to pay
these amounts is constrained, because annual debt service pay-
ments are large in comparison to export earnings.

In 1991, through congressionally-approved debt reduction
schemes for least-developed countries, the United States reduced
substantial amounts of concessional debt (i.e., AID and P.L.-480, or
food aid loans) for Honduras (about $433 million) and for Nicara-
gua (about $287 million). 12

ENVIRONMENTAL CONCERNS

Another constraint on growth now receiving greater recognition
is the deteriorating state of the environment. Deforestation is of
particular concern, as forests in Central America are disappearing
at a greater rate than in any other place except West Africa. Ac-
cording to some analysts, the economic consequences of deforest-
ation include the siltation of hydroelectric dams and adverse effects
on farm production as erosion washes fertile soils from the land to
the sea. 13

Demonstrating the vicious circles of many development prob-
lems, deforestation results, in part, because much of the population
of Central America still relies on wood for cooking, and because
certain types of economic activity, such as the development of
cattle ranching for export, calls for the clearing of huge areas for
grazing. Even Costa Rica, which has made a determined effort to
preserve its tropical rainforests, still loses its forests to wood gath-
erers, squatters, pastures, and large banana companies. 14

The economic consequences of environmental degradation, ana-
lysts point out, can be dire as "most people in Central America are
directly dependent upon the natural resource base for their liveli-
hood," and "about 25 percent of total domestic economic produc-
tion. ... comes from agriculture, forestry, fishing, and related ac-
tivities." 15 These problems are compounded by the heavy use of
pesticides in Central America, some restricted or not allowed in the
United States, and by other forms of air and water pollution, all of
which pose major health threats to Central American popula-
tions. 16 Sewage contamination of water supplies in Central Amer-
ica was, as of early 1992, responsible for over 1000 cases of cholera
a month. 17

In addition to AID programs aimed at helping promote sound
natural resource management practices and environmental conser-
vation, the United States is promoting environmental preservation
through the debt-reduction component of President Bush's 1990 En-

12 For further information on Central American debt and U.S. policy, see the chapter on"Central American Debt," by Clarence Zuvekas elsewhere in this volume.
Is Johnson, Tim. Barren Future Looms for Central America. Miami Herold, June 14, 1992. p20A.
14Christian, Shirley. There's a Bonanza in Nature for Costa Rica, But Its Forests Too AreBesieged. New York Times, May 29, 1992. p. Ai.
'5 Leonard, H.,Jeffrey. Natural Resources and Economic Development in Central America: ARegional Environmental Profile. Study published by the International Institute for Environ-ment and Development. Executive Summary, p. 11.
I6 Otis. John. Banana Growers Under Attack for Toxic Pesticides. Miami Herald, August 310,1992. p. HKn 3K.
11Dewar, Heather. Endangered: Environment. MianiiHerald, May 31. 1992. p. IA, 28A.
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terprise for the Americas Initiative (EAI). Contingent on authoriza-
tion legislation and a Congressional appropriation of funds to offset
income losses to the United States, debt reduction under the EAI
program reduces a country's concessional debt and directs interest
payments on the remaining debt to an "EAI" fund established by
the country and the U.S. Government. This fund would then pro-
vide a continuing flow of money to mutually agreed upon environ-
mental programs.

TRADE AND INTEGRATION EFFORTS

The surest path to economic recovery and long-term growth,
many analysts have argued, is increased trade, both through liber-
al access to the U.S. market, and through increasing trade within
the Central American region. The United States has undertaken
efforts to improve trade relations with the region. Since 1984, the
Caribbean Basin Initiative (CBI) has afforded the countries of Cen-
tral America preferential one-way access to the U.S. market
(except Nicaragua, which was not accorded the access until 1990),
but Central Americans are fearful that the adoption of the North
American Free Trade Agreement (NAFTA) with Mexico and
Canada will eliminate what gains they have made in the U.S.
market. They believe that, as the smallest and poorest countries,
they may lose markets and investment once Mexico has access to
the U.S. market, including access for products once denied to Car-
ibbean Basin countries. In 1990, President Bush announced the
EAI which aspires to a hemispheric-wide free trade zone. The an-
nouncement stimulated both hopes and fears in Central America
about future trade relations with the United States. 18

Preferential access has been important to Central America, par-
ticularly to Costa Rica, which has seen its trade with the United
States increase by 180 percent between 1983 and 1991. 19 Moreover,
Costa Rica has achieved substantial diversification of its exports, in
part because of U.S. efforts accompanying the CBI to encourage a
trend towards liberalization and diversification. Because of this,
the Central American countries wish to be granted the same pref-
erences as Mexico obtains in a NAFTA at about the same time:
some suggest an "accession" or "docking" clause which will allow
them to join the NAFTA. While the recently signed NAFTA has a
general accession clause, the United States has not yet taken a po-
sition on how this would be implemented, with divisions apparent
within the government. Some observers have suggested that Carib-
bean Basin nations should be extended the same preferences af-
forded to Mexico under NAFTA, on a unilateral, but time-limited
basis. Costa Rica, which has restructured its economy to meet U.S.
criteria for economic reform, has been seeking a separate free
trade agreement with the United States, but the United States has
held to its position that it prefers to deal with regions rather than
individual countries, with the exception of Chile. 20

IN For further information in this volume, see the chapter on "Central America in the 1990s:

The Challenge of Trade Liberalization," by Sylvia Saborio.
ID Department of Commerce statistics, as reproduced by the Office of Regional Economic

Policy, Bureau of Inter-American Affairs, Department of State, November 1991.
20 In May 1992, the Bush Administration announced that it would seek to negotiate a free

trade agreement with Chile after the completion of NAFTA.
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The Central Americans have also made efforts to advance region-
al integration efforts. These were first enunciated in the Esquipu-
las accords of 1987. Intraregional trade was an important compo-
nent of the vigorous growth in Central America in the 1960s and
early 1970s, and the breakdown of trade caused by the intensifica-
tion of civil conflicts in the 1980s has been often cited as one factor
in the economic difficulties of Central America during that decade.
Strengthening of integration has been viewed as an important com-
ponent of renewed growth. Various efforts to bring all the coun-
tries together have resulted in some liberalization of trade, but the
major achievement thus far is the May 1992 agreement signed in
Ocotepeque, Honduras, by Guatemala, El Salvador, and Honduras
to establish a free trade regime by January 1993. In attempts to
expand trade throughout the hemisphere, the Central American
countries and Mexico agreed to establish a free trade area by 1996,
and they have held discussions with Venezuela about a similar ar-
rangement. 21

Whether growth can be stimulated through the intensification of
intraregional trade efforts and the diversification of production has
become an important issue as markets have weakened for Central
America's primary export product-coffee. With raw coffee bean
prices dropping steadily since 1989 to a 20-year low in May 1992,
the economies of all Central American countries have been ad-
versely affected, both economically and socially. Low coffee prices
are seen as especially hurtful to economic and social development
since much of the coffee grown in the region is produced by small
farmers, particularly in Costa Rica where the 100,000 small coffee
farmers have been described as the backbone of Costa Rica's rural
economy. 22

EFFORTS TO ALLEVIATE POVERTY

In the long-run, sustained economic growth would be expected to
greatly ameliorate poverty. But for the present, the persistent high
levels of dire poverty, even after conflicts abate, have raised hu-
manitarian concerns, since without assistance the survival of many
people may be at stake. 23 While some statistics show improvement
in some health. and education indices, the situation has not sub-
stantially improved since the conflicts began in the late 1970s. Sta-
tistics of the Pan American Health Organization for the late 1980s
and 1990 show large portions of Central America's population
living in absolute poverty. With regard to income distribution, Gua-
temala is the most inequitable in the region and Costa Rica the
least inequitable.

In its evaluation of poverty in Central America in 1989, the San-
ford Commission concluded that $850 million per year or $2.55 bil-
lion over three years would be required to assure the survival of
the 2.3 million neediest people in the region, i.e., displaced persons
and refugees, and people in extreme poverty in the areas where

21 For further information in this volume on regional integration, see "Policy Reform andEconomic Integration in Central America in the 1
9
90s," by Jose Manuel Salazar-Xirinachs.

22 Johnson, Tim. Anxiety Rises As Coffee Prices Fall. Miami Herald, May 18, 1992. p. lA, iiA.
23 Even though the World Bank categorizes the Central American countries, as lower middle-income (with the exception of Honduras which is classified as low income), high levels of poverty

and social inequalities persist.
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these people would resettle. The Commission estimated that 10 mil-
lion people in the region were living in extreme poverty.

U.S. interest in improving this situation continues, despite a
sharp decrease in the levels of U.S. economic assistance during the
1980s and despite the shift in focus over the 1980s from direct
basic-needs assistance towards support for structural reforms, insti-
tutional improvement, and economic growth. AID still provides sig-
nificant support for a variety of child survival, primary and rural
health care, and education programs in Central America. Some
criticize the new focus on structural reform, but AID sees it as also
targeted at alleviating the misery of poverty because it judges that
"rapid and sustained economic growth ... provides governments
with more revenue with which to expand primary education, pri-
mary health and nutrition programs, family planning programs,
and other basic services .. 24

In addition, the United States has looked to multilateral finan-
cial and development institutions and to bilateral donors for addi-
tional assistance to fulfill basic needs. It has tried to encourage and
systematize bilateral and multilateral assistance through an inter-
national coordination mechanism dubbed the Partnership for De-
mocracy and Development.

CONTINUING SECURITY CONCERNS

Weak democratic institutions and practices, continuing human-
rights violations, the size and influence of partially-reformed mili-
tary institutions, continuing economic problems, and the emer-
gence of drug trafficking in the region all create uncertainties
about the future security and stability of these countries. At the
current time, security concerns focus on three major areas: drug
trafficking, the status of former combatants, and the continuing
guerrilla war and violence in Guatemala.

DRUG TRAFFICKING

U.S. concerns over the use of Central America as a transship-
ment point for illegal narcotics to the United States and production
there of narcotics have intensified over the last several years.
Opium poppies are now grown in Guatemala and Belize in large
enough quantities to attract U.S. attention. As cocaine interdiction
has become more efficient along routes to the U.S. market through
the Caribbean and Mexico, transshipments reportedly have in-
creased through Central America. Large quantities have been
seized within the past two years in Guatemala, in a Salvadoran
port, off the coasts of Costa Rica and Honduras, and in Nicara-
gua. 25

24 U.S. Agency for International Development. Economic Assistance Strategy for Central
America 1991 to 2000. Washington, January 1991.

25 Christian, Shirley. Central America: A New Drug Focus. Newe York Times, Dec. 16, 1991. p.
A10; Hockstader, Lee. U.S. Technology Gleans Data on Drug Corridor. Washington Post, June
26, 1992. p. A25, A26.
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REPATRIATION AND REINTEGRATION
OF FORMER COMBATANTS AND REFUGEES

The difficulties of reintegrating former combatants into the daily
life of El Salvador and Nicaragua have posed ongoing challenges to
the governments of those countries. In both countries, the United
Nations, and in the case of Nicaragua, the Organization of Ameri-
can States (OAS), have served indispensable roles in advancing and
guaranteeing the reintegration process, and the United States has
supported those international efforts financially.

In Nicaragua, some 28,000 contras have demobilized since peace
accords were signed with the Chamorro government in mid-1990,
and the Nicaraguan government states that the Popular Sandinista
Army (EPS), has been reduced by over 50,000 members, from over
70,000 to some 18,500 as of July 1992. Despite this progress, there
are concerns of renewed conflict as some of the disarmed members
of both forces began taking up arms in mid-1991; as the economy
has stagnated many ex-combatants have lost hope that economic
conditions would improve and provide them with jobs.

With the signing of the peace accord on January 16, 1992, El Sal-
vador faces a lengthy process of disarming the leftist guerrillas of
the FMLN and reducing the army. For the estimated 6,800 guerril-
las, the process is scheduled to culminate in October 1992, by which
time the FMLN is to be disarmed and its military command struc-
ture is to be dissolved. Under the January 1992 accord, the Salva-
doran military must cut its forces by half, reducing the army from
about 62,000 to about 31,0000 men, by January 1994. The Salvador-
an government must also purge corrupt officers and human rights
abusers, terminate military intelligence services, and disband para-
military entities and special counterinsurgency battalions.

Despite the valued role that the international peace guarantor
forces have played in both countries, funding for them has been
constantly in jeopardy. The mandate of the OAS operation in Nica-
ragua has been extended several times since 1990. Since then, the
mission has demobilized the contras, collected and destroyed over
137,000 weapons, and quelled numerous potentially violent inci-
dents. As of early fall 1992, the mission, scheduled to shut down in
September, was to be extended through June 1993. 26

The United States has also supported the repatriation of refugees
through various bilateral projects and through the Central Ameri-
can Conference for Refugees, Returnees, and Displaced Persons
(CIREFCA). Organized in 1989, CIREFCA was designed to attend to
the needs of these persons (who at the turn of the decade num-
bered an estimated two million) and is an integral part of the Spe-
cial Plan of Economic Cooperation for Central America, approved
by the United Nations General Assembly on December 8, 1988.

26 Christian, Shirley. O.A.S. Goes in Peace (That's What It Came For). New York Times, July
16,1992. p. A4.



185

NEGOTIATIONS IN GUATEMALA 27

Guatemala is expected to prove the most intractable democrati-
zation problem in Central America, as it is the country with the
largest social and economic disparities and the longest running
guerrilla movement in the region. An important step forward will
be a successful conclusion to negotiations begun in March 1990 to
end an insurgency stretching over three decades during which
100,000 have died and 40,000 more have "disappeared." Although
the United States has contributed substantial amounts of assist-
ance to the country, it has had little influence over the course of
peace negotiations, as military-to-military ties were virtually non-
existent since Guatemala indicated in 1977 that it was not interest-
ed in receiving U.S. aid conditioned on human-rights criteria. (Al-
though the United States resumed military aid in 1986, it suspend-
ed it again in 1990.) Negotiations are also made difficult because
the rebels have decreased from a high of 12,000 full time fighters
about a decade ago, to an estimated 800-1,500, with some estimates
as high as 3,500, in 1992. This gives them sufficient force to disrupt
the country politically, but not enough to provide substantial lever-
age for negotiations.

Although peace negotiations have continued through several
rounds in 1991 and 1992, they reportedly are stymied by various
differences, the most contentious of which is the existence of the
civil self-defense patrols, in which more than 300,000 peasants par-
ticipate. The guerrillas see these patrols, organized by the military,
as a continuing threat, and have refused to demobilize until they
are dismantled; some analysts view the patrols largely as efforts by
the indigenous people of highland Guatemala to retain their com-
munities under their own control by keeping both the guerrillas
and the army out of their villages.

27 Information taken from: Golden, Tim. Guatemalans Lag in Quest for Peace. New York
- imes, February 27, 1992. p. A6; Hockstader, Lee. Mediator's New Peace Initiative Seen Spur-
ring Guatemalan Talks. Washington Post, May 26, 1992. p. A13; Johnson, Tim. Patrols in Guate-
mala Keep A Tenuous Peace. Miami Herald, July 3, 1992. p. 12A; and Johnson, Tim. Inequities
Persist As Guatemalan War Starts to Wind Down. Miami Herald, July 6,1992. p. IOA.
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INTRODUCTION

In assessing the extent of economic adjustment that has taken
place in Central America in the 1980s, it is important to bear in
mind that issues of war and peace, not economic reform, tended to
dominate the agenda in much of the region. But of course, whether
or not they were at the top of the political agenda, economic prob-
lems had to be addressed. And they were, but usually with the
greatest reluctance and in ways that were dictated more by domes-
tic political constraints than by sound economic reasoning.

While in Washington technocratic circles economic policy reform
may be viewed as an organic and coherent process, among policy-
makers in the region, reform has often seemed less a matter of or-
derly, deliberate change than a haphazard, crisis-management ex-
ercise fraught with uncertainty and risk, and imposed from abroad,
to boot. In any case, it would probably be unrealistic to expect
countries immersed in the worst crisis since the Great Depression,
engaged in war, and facing a hostile external environment to be

* Ms. Saborio, on special leave from the Overseas Development Council in Washington, is cur-
rently serving as Senior Advisor to the Government of Costa Rica and the U.S. Agency for Inter-
national Development under the Reform of the State Program. This paper is an updated version
of a chapter that appeared in Latin American Adjustment: How Much Has Happened? William-
son, John, ed. Washington, Institute for International Economics, 1990. p. 279-302.
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able to tackle the crisis, the war, and the long-standing structuralrigidities and distortions embedded in their economies at the sametime. If they had such capabilities, they probably would not have
been in such straits in the first place. Even so, the 1980s probably
ushered in more economic policy reforms than any other decade in
recent history.

The paper first focuses on the nature of the advice emanating
from Washington and the extent to which it has been followed bycountries in the region. It then examines the results attained and
attempts to explain differences in the breadth and depth of reformand performance among the countries.

THE PROCESS OF REFORM

THE BLUEPRINT FOR REFORM

The "Washington consensus" '-as the basic reform package
came to be known-was largely transmitted to the region via threechannels: the U.S. Agency for International Development (AID),the International Monetary Fund (IMF), and the World Bank, with
the Inter-American Development Bank (IDB) playing an increasing-
ly supporting role in recent years. 2 If one were to assume a degree
of influence commensurate with the amount of financial assistance
provided, AID's views would surely have prevailed.

Actually, whether they have prevailed or not really depends onwhich AID views one has in mind. The economic/technocratic
structure within AID has generally supported the strict condition-ality associated with IMF stabilization programs and the WorldBank structural and sectoral adjustment loans, and indeed, AIDhas often made its own disbursements contingent upon compliance
with them. On the other hand, political/security concerns within
and outside the AID have sometimes overridden economic consider-ations and resulted in the provision of plentiful financial assistance
with virtually no economic conditionality attached. Honduras andEl Salvador-the largest recipients of U.S. assistance in the region
and also the least prone to reform-are cited as prime examples.
On the whole, though, dissonance was minimal, and these institu-tions conveyed a pretty coherent and mutually reinforcing message
from Washington.

In terms of the broad thrust and direction of reform-prudent
macroeconomic management, greater outward orientation beyond
the Central American Common Market (CACM), and greater reli-ance on markets as opposed to government intervention-the
Washington view is by now broadly shared, in principle, by mostgovernments and intellectuals in the region. It is also generallyrecognized that stabilization is a precondition to structural reform.
On the other hand, there is considerably less uniformity of views,
both among the Washington institutions and in Central America,

' The term was coined by John Williamson to denote the package of policy reforms espousedby official Washington in the mid to late 1980s. See: Williamson, John, ed. Latin American Ad-justment: How Much Has Happened?
2 IDB project lending now typically requires an adequately managed exchange rate, positivereal interest rates, non-subsidized utility rate structures and the like, that far exceed the condi-tionality traditionally associated with project loans. In addition, in recent years the IDB has alsobecome involved in policy-based lending.
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regarding the pacing and sequencing of the reform package, how
best to resolve trade-offs and inconsistencies contained therein, and
the proper mix of adjustment and financial support.

Does this amount to a consensus with Washington's views? Not
entirely. Conditionality is still resented, and most countries wait
until they have no other choice before coming to Washington for
help. Except in the heady days of a new administration, reform is
generally seen less as a positive goal than as a cross to bear, and
policymakers everywhere are painfully aware of the costs. To some
degree, of course, these contrasting attitudes merely reflect the
fundamental difference between giving advice and taking it.

THE CONTEXT OF REFORM

A complex array of political and economic factors originating
both within and outside the region made economic management ex-
tremely difficult in Central America in the 1980s. Among them:

War. All countries in the region suffered-albeit with different
intensity-the consequences of war and social unrest. Nicaragua,
El Salvador, and Guatemala bore the heaviest costs in terms of:
human lives; damage to infrastructure; production losses due to de-
struction and/or abandonment of productive activities; dislocation
in factor markets caused by the displacement of workers; conscrip-
tion of civilians into the armed forces; emigration and capital
flight; and, of course, the steep cost of the war effort itself. But
even countries not directly involved in armed conflict, such as
Costa Rica, suffered the side effects of the conflict via the influx of
refugees; the disruption of intraregional trade and payments flows;
the destabilizing effect on investment, capital movements, and
tourism; and, last but not least, the considerable amount of time,
energy, and resources dedicated to the pursuit of peace in the
region.

External Shocks. In the late 1970s and early 1980s, all countries
in the region suffered a sharp deterioration in their terms of
trade-in the range of 15-30 percent-because of the rise in oil
prices (all but Guatemala are oil importers) and the steep decline
in the price of primary commodities, which constitute the bulk of
the region's exports. (See Table 1.) In the course of the decade, ad-
verse movements in terms of trade, coupled with weak export per-
formance, resulted in declines in the purchasing power of exports
of around 50 percent in Nicaragua and El Salvador and nearly 30
percent in Guatemala. The external position of these countries was
further strained by the rise in international interest rates and the
virtual suspension of new commercial lending to the region. The se-
verity of these external constraints made it necessary to pursue ex-
tremely restrictive domestic policies which, given recessive trends
elsewhere in the economy, resulted in significant output losses.

The unraveling of the "traditional model. " Since the early 1960s
Central America had followed a two-pronged growth strategy: the
expansion of traditional agricultural exports to world markets and
an inward-oriented industrialization process under the protective
umbrella of the CACM, which was largely propelled by extrare-
gional exports, but had an important regional multiplier effect.
The strategy worked quite well in the prosperous 1960s, began to
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TABLE 1. Central America: Price Indicators" 1983-1991.
(1980=100 except where noted)

1983 1985 1987 1989 1990 1991

Change in consumer prices (percentages)
Costa Rica 33 15 17 17 19 29
El Salvador 13 22 25 18 24 14
Guatemala 6 19 12 11 41 33
Honduras ......... 8 3 3 10 23 34
Nicaragua . 31 220 1,012 4,770 7,486 2,747

Real Miimum Wage
Costa Rica ........ 95 104 103 100 101 95
El Salvador * 97 84 75 64 62 64
Guatemala b .... 146 115 100 107 89 NA
Honduras c 91 86 83 75 80 81
Nicaragua ........ 49 58 20 9 39 53

Terms of trade
Costa Rica ........ 88 88 97 84 73 75
El Salvador ....... 82 69 61 80 53 52
Guatemala 84 83 85 94 87 81
Honduras ........ 78 82 90 91 84 86
Nicaragua ........ 83 98 101 107 99 102

Purchasing power of exports
Costa Rica 92 96 116 131 124 136
El Salvador 68 58 51 42 40 43
Guatemala ...... 73 71 68 75 75 77
Honduras ...... 77 83 92 98 91 89
Nicaragua ...... 97 71 67 70 73 68

Real effective exchange rate d
Costa Rica 108 112 129 133 137 144
El Salvador 69 51 70 58 71 66
Guatemala 91 77 136 136 159 135
Honduras ...... 78 72 78 73 128 136
Nicaragua 46 28 3 54 45 42

* Agricultural sector.
b Real average wage, 1987 = 100.
c Industrial sector.
d An increase in the index reflects a devaluation.
Sources: Consejo Monetario Centroamericano and Economic Commis-

sion for Latin America and the Caribbean.

experience serious difficulties in the late 1970s on account of the
instability in international commodity markets and political prob-
lems in the region, and ran aground in the 1980s in the face of in-
creasing hostilities and generalized payments problems among re-
gional trading partners.

Thus, policymakers in the region were confronted with the dual
challenge of trying to restore macroeconomic balance under un-
commonly adverse conditions while, at the same time, attempting
to steer these inefficient and vulnerable economies towards a new
outward-oriented growth model.

The complexity of the situation and the generally adverse, often
critical, conditions in which policy actions had to be undertaken
posed serious problems of a technical, as well as a political, nature.
Devising and implementing technically sound, consistent, and com-
prehensive policy packages to deal with the myriad problems af-
flicting these countries was a task that surpassed the capabilities of
most bureaucracies in the region. Furthermore, creating the politi-
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cal space necessary for such an ambitious undertaking was also far
beyond the capacity of most governments in the region.

Instead, authorities generally took a minimalist approach to eco-
nomic reform, trying to tackle problems one at a time and doing as
little as necessary in order to muddle through. As a result, policy
changes have been somewhat erratic as to their timing, sequencing,
and calibration; important policy reversals have occurred as gov-
ernments yielded to opposing pressure groups; and, possibly in an
effort to reduce such risks, reforms have often been circuitous and
contrived rather than straight-forward and transparent.

THE REFORM AGENDA

FISCAL REFORM

Enormous pressure was brought to bear on countries to reduce
fiscal deficits in order to curb inflationary pressures, external im-
balances, and the crowding out of private investment. Structural ri-
gidities in the budget, the automatic escalation of certain items-
notably the accrual of interest payment obligations on public inter-
nal as well as external debt-and, in most cases (except Costa
Rica), high and rising defense expenditures, made budget cutting
extremely difficult. Nevertheless, deficits generally declined, except
in Nicaragua, where half the budget was absorbed by the war
effort, and the deficit hovered at around 20 percent of gross domes-
tic product (GDP) (40 percent if the total public sector is included)
throughout most of the decade. (See Table 2.)

The reduction of fiscal deficits was accomplished through a mix
of expenditure cuts and revenue increases, in varying proportions
among countries and over time, although it generally proved more
difficult to raise revenues than to compress expenditures. On the
other hand, the pattern of expenditure cuts was quite similar
across countries. A disproportionate share of the cuts were made
on the capital account, by scaling down or postponing new invest-
ments and by simply failing to give periodic maintenance to the ex-
isting infrastructure. As a result, the ratio of public investment
outlays to GDP fell across-the-board from a range of 7-9 percent in
1980 to only about 3-4 percent. Among current expenditures, the
structure shifted in favor of defense (except in Costa Rica), general
administration services, and interest payments (on an accrual
basis) at the expense of social and developmental outlays.

On the revenue side, efforts were made to mobilize resources ba-
sically through increased indirect taxation and through the reduc-
tion of implicit subsidies in the pricing of public utilities and other
direct-price subsidies to consumers, such as basic grains for local
consumption. No clear trends are discernible regionwide in terms
of the overall tax burden (tax revenue/GDP). Where this ratio had
traditionally been low, in the range of 6-12 percent (i.e. Guatemala
and El Salvador), it tended to remain so, although it rose somewhat
in the former, whereas in the latter it declined instead. In Hondu-
ras and Costa Rica, tax/GDP ratios remained in the neighborhood
of 15 percent. Finally, in Nicaragua, after having risen to about 35
percent in the mid-1980s, the tax/GDP ratio plummeted to around
17 percent, largely as a result of the "Olivera-Tanzi effect," i.e., the
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TABLE 2. Central America: Public Finance Indicators,
1983-1991.

1983 1985 1987 1989 1990 1991

Current Revenues (percentage of GOP) a
Costa Rica ...... 16.6 16.2 15.6 15.4 14.6 15.2
El Salvador 12.4 13.4 11.9 8.1 8.6 9.1
Guatemala 8.2 7.7 9.4 9.5 7.9 9.1
Honduras ...... 13.3 15.6 16.4 14.8 16.4 17.3
Nicaragua . 31.2 32.3 27.7 12.8. 15.3 20.9

Total expenditures (percentage of GDP) a
Costa Rica ...... 19.9 18.2 17.7 19.5 19.0 18.3
El Salvador ...... 21.2 17.1 15.5 13.1 11.9 13.6
Guatemala ...... 11.2 9.6 11.9 13.2 10.2 9.3
Honduras ...... 23.6 24.6 23.3 22.1 24.1 20.3
Nicaragua ...... 56.4 54.8 44.3 14.8 36.3 28.7

Fiscal deficit (percentage of GDP) I
Costa Rica 3.3 2.0 2.1 3.9 4.4 3.2
El Salvador 3.4 2.7 1.3 4.9 3.2 4.4
Guatemala 3.0 1.8 2.5 3.8 2.3 0.2
Honduras ...... 10.4 9.0 7.0 7.3 7.7 3.5
Nicaragua ...... 24.0 21.9 16.2 1.9 21.0 7.5

Domestic financing (percentage of deficit)
Costa Rica . 82 2 71 82 93 50
El Salvador . 15 30 8 53 NA 27
Guatemala . 70 61 62 66 74 0
Honduras ...... 46 32 59 66 16 2
Nicaragua . 88 97 100 26 93 NA

Central Bank losses (percentage of GDP)
Costa Rica ...... 4.9 5.2 3.5 2.7 2.0 1.5
El Salvador ...... 0.0 0.0 0.0 0.0 1.0 0.3
Guatemala 0.0 4.2 1.7 0.7 2.4 1.5
Honduras ...... 0.0 0.0 0.0 0.0 3.1 0.0
Nicaragua 4.0 2.8 5.3 NA NA NA

a Central government only.
Sources: Consejo Monetario Centroamericano and IMF.

erosion in the real value of receipts between the time taxes accrue
and the time they are collected due to hyperinflation.

In terms of tax reform proper, the record is almost universally
bad. A number of factors appear to have conspired against an in-
crease in the tax effort. Most of these countries rely heavily on tra-
ditional export taxes, especially on coffee. This naturally subjects
tax revenues to a boom-bust pattern dependent on the vagaries of
international primary commodity prices, and has the additional
disadvantage of making fiscal and balance-of-payments crises go
hand-in-hand. However, the sporadic, temporary fiscal relief that
comes about every time there is a surge in primary commodity
prices obscures the need and reduces the pressure to switch to
more permanent and stable sources of revenue.

Another factor impeding an increase in the tax effort was the
erosion in the tax base due to the decline in GDP, inflation, and
the expansion of the informal relative to the formal sectors of the
economy. But even within the formal economy, the existence of nu-
merous loopholes-and a patchwork of exemptions, exonerations,
and tax holidays linked to various incentive schemes to foster in-
vestment, production, and exports-provide plenty of opportunities
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to legally avoid taxation. In addition, deficient tax-collection sys-
tems, and weak powers to enforce compliance when anomalies are
detected, probably make tax evasion the rule rather than the ex-
ception in most places. The irony is that on paper tax rates are
often high; and although nobody really pays them, high tax rates
constitute a formidable weapon to sabotage efforts to increase taxes
whenever the subject comes up.

An additional problem is that some of the reforms implemented
as part of the "new model" have also strained the public purse.
Export-promotion schemes effectively delink fiscal revenues from
the most dynamic sector of the economy or, worse, constitute out-
right drains when the incentives also include tax rebates. At the
same time, import liberalization measures in the face of con-
strained overall import capacity, also result in a loss of tariff rev-
enues.

All those reasons make integral tax reform both a pressing need
and a very risky political proposition. The power to tax is simply
very weak. For instance, in Guatemala and El Salvador, where tax
burdens are extremely low (below 10 percent), tax increases that
had been already decreed were subsequently rolled back and a sub-
sequent tax-reform package in Guatemala is expected to yield a net
reduction of revenues. In Costa Rica it took a whole year to pass
through the legislature a tax-reform bill whose provisions became
so complex and confusing along the way that it was practically im-
possible to assess its impact. If these precedents are any guide, a
fair, simple, transparent, and efficient tax system is a long way off.

A separate but related matter to the size of the deficits and the
manner in which they were cut, is the issue of how those deficits
were financed. This is dealt with at some length in the section
below on "Financial Reform," but the general pattern was as fol-
lows. In the early 1980s, as access to foreign credit became increas-
ingly difficult to procure, countries tended to rely rather heavily on
domestic financing by the banking system, either through direct
loans by central banks or through the more or less involuntary
purchase of government paper by the commercial banks.

Over the years, less reliance was placed on this type of borrow-
ing, and deficits were increasingly financed through a combination
of external credit and grants (where available), domestic borrowing
from non-banking sources, and the accumulation of both external
and internal arrears (floating debt).

Several aspects of fiscal management are worth pondering about.
The overriding concern throughout the 1980s was to compress
fiscal deficits and in this, as noted, most countries succeeded to
some extent. How this was done is another matter. It is worrisome
that the restoration of macroeconomic balance was done in ways
that exacerbate the social cost of adjustment and that jeopardize
future growth. In a period of declining incomes, falling wages, and
high unemployment, the share of social services in the budget
ought to have been at least maintained. Similarly, the decay in
physical infrastructure through neglect and, in some cases, war
damage as well, impairs economic recovery and structural transfor-
mation. In order to free the resources for this badly needed physi-
cal and social investment, fundamental changes will be necessary
on both sides of the budget. This will require, in turn, that hard
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choices be made regarding the role, size, and efficiency of the
public sector and the manner in which it will be financed.

FINANCIAL REFORM

Financial reform has been another uphill battle. In most of these
countries, the financial sector is segmented into a formal system of
not-very-efficient, highly-regulated, and often state-controlled insti-
tutions, alongside a network of informal channels that handle the
overflow. In the formal system, interest rates on both loans and de-
posits have been traditionally set by the central banks, along with
guidelines for credit allocation to various categories of borrowers,
including the government and state-owned institutions. Like the
exchange rate, interest rates have tended to be kept low and fixed
in nominal terms, with only occasional adjustments to their level
and structure.

In the 1980s, a series of shocks buffeted these countries' already
weak financial sectors. The failure of large numbers of firms and
the virtual insolvency of others on account of the sharp downturn
in economic activity, left banks with large, uncollectible debts. In-
flationary surges wrecked havoc on the level and structure of do-
mestic real interest rates. (See Table 3.)

TABLE 3. Central America: Monetary Indicators, 1983-1991.

1983 1985 1987 1989 1999 1991

Total liquidity (percentage of GOP)
Costa Rica ....... 50.0 44.3 44.2 50.7 49.9 51.7
El Salvador ....... 34.0 37.4 32.2 26.0 26.2 28.0
Guatemala 25.3 29.7 25.9 25.6 21.5 21.1
Honduras ....... 30.4 30.0 32.7 33.8 32.7 30.0
Nicaragua 50.6 56.1 55.6 NA 9.1 18.4

Net domestic credit (percentage of GDP)
Costa Rica ....... 44.2 36.4 37.0 30.1 30.5 26.3
El Salvador 51.5 49.0 36.5 29.0 26.2 26.8
Guatemala 34.6 34.9 22.9 20.8 16.0 10.1
Honduras ....... 46.8 48.8 50.1 48.3 41.6 32.9
Nicaragua . 101.5 77.8 49.7 NA 258.9 326.1

Net claims on public sector (percentage of total domestic credit)
Costa Rica 35.7 47.0 48.5 46.0 48.0 45.2
El Salvador ....... 42.1 40.4 34.5 25.1 27.1 27.1
Guatemala 39.8 43.3 24.8 22.2 18.6 NA
Honduras ....... 30.3 28.7 27.2 30.5 25.2 20.8
Nicaragua 65.9 78.9 73.4 20.7 38.4 25.6

Real interest rates (annual percentage rate)
Loans

Costa Rica . -5.1 9.7 5.3 14.5 11.0 12.3
El Salvador ....... 1.1 -5.2 -3.8 2.0 -1.6 5.0
Guatemala ....... 8.1 -5.5 1.5 -36.3 -27.5 14.5
Honduras ....... 9.9 14.2 13.1 5.9 -3.5 -5.2
Nicaragua . -11.1 -51.4 -85.5 -5.2 -22.0 19.4

Deposits
Costa Rica ....... -8.0 5.0 3.2 12.3 5.3 2.9
El Salvador -2.7 -8.6 -8.1 -1.0 -4.8 1.0
Guatemala ....... 5.3 -8.1 -1.2 -8.7 -29.0 8.2
Honduras ....... 1.6 6.3 6.2 -1.0 -10.8 -13.4
Nicaragua ....... -15.6 -51.9 -85.5 -5.7 -25.1 13.4

Source: Consejo Monetario Centroamericano.
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Meanwhile, rising international interest rates, coupled with the
reluctance of foreign commercial creditors to extend new loans or
roll over old ones put a further squeeze on the banks. Heavy valu-
ation losses accrued to all holders of external liabilities, including
the banks, in the face of depreciating local currencies. Additional
strains were caused by the heavy losses incurred by central banks
through their interventions in the various foreign-exchange mar-
kets and by the need to accommodate the sizable borrowing re-
quirements of the non-financial public sector, whose external
sources of finance had suddenly dried up.

Thus, on top of their traditional, structural deficiencies, financial
systems became the catch-all for the unresolved problems and
policy shortcomings in other areas. Money creation was essentially
driven by the financial needs of governments and the losses of cen-
tral banks in their defense of overvalued exchange rates and, in
some cases, their direct absorption of the external obligations of
public-and sometimes even private-debtors. While this transfer
of liabilities to central banks resulted in deficits for the non-finan-
cial public sector lower than they would otherwise have been, it
still did not meet all the financing requirements of the sector, espe-
cially since the shortfall in external credit had to be made up with
domestic resources.

This often put central banks on a collision course with treasuries
over whether the remaining public sector deficit ought to be fi-
nanced directly by the banking system or whether they both should
scramble for funds in what became very short term money mar-
kets. (Indeed, inflation and expectations of continued instability so
enhanced liquidity preference among prospective lenders, that only
high-yield, no-risk, highly-liquid instruments could be sold on a vol-
untary basis in the market.) How this conflict got resolved was in-
strumental in determining the profile of domestic real interest
rates, as well as the trade-off between internal and external stabili-
ty.

As it happened, the treasuries initially won out: there was sub-
stantial direct financing of public deficits by the banking system,
as reflected in increases in the share of net claims on the public
sector within total domestic credit in every country in the region.
By the mid-1980s, however, this trend was reversed (except in Nica-
ragua), and a rising proportion of the banking system's domestic
credit went to the private sector. Correspondingly, as noted, gov-
ernments resorted to other internal and external sources of finance
and, when all else failed, they built up arrears.

The crowding out-first of the private sector and then of the
public sector-from access to credit from the banking system put
upward pressure on underlying domestic interest rates. Where
these pressures were repressed, (i.e., El Salvador, Nicaragua, and,
until recently,Guatemala), capital tended to shift from the formal
to the informal sectors and often out of the country altogether.
Meanwhile, rent-seeking behavior on the part of economic agents
with access to subsidized credit distorted even more the allocation
of credit and the distribution of income. Where government inter-
vention in rate-setting was reduced and interest rates were essen-
tially market-driven (i.e., Honduras, Costa Rica), real rates became
and remain very high. While, other things being equal, this dis-
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courages capital flight, it also tends to discourage productive in-
vestment and aggravates the fiscal deficit.

The abandonment of interest-rate setting and credit rationing on
the part of the central bank also poses the question of how to con-
trol monetary and credit expansion? In industrial countries this is
done mainly through open market operations, but none of these
economies has fully developed financial markets. So, money market
operations on a large scale would pit the central bank against the
treasury in fierce competition for essentially the same limited pool
of funds. Instead, central banks (in Costa Rica and to a lesser
degree in Honduras) relied heavily on the discount rate and legal
reserve requirements to control monetary aggregates. The former
was set at prohibitive levels, not only in real terms, but also in re-
lation to commercial lending rates, thus effectively discouraging
anyone from even approaching the discount window. At the same
time, legal reserve requirements against deposits were raised to
very high levels, in the range of 30-40 percent. The excessive reli-
ance on legal reserve requirements to contain credit expansion
unduly increased the cost of financial intermediation and the prof-
itability of banks, thus feeding back into further upward pressure
on lending rates.

Thus, by the late 1980s it became apparent that the financial-lib-
eralization process could not proceed much further without first
tackling the fundamental causes of money creation and fiscal im-
balances. In the case of Honduras, there was room for relieving fi-
nancial pressures through further budget cuts, since the fiscal defi-
cit was still high (around 7 percent of GDP), as was subsequently
done. In the case of Costa Rica, the situation was more complex,
since the non-financial public sector was practically in balance, and
it was the losses of the central bank that caused the problem. Since
those losses accrued mainly from the revaluation of the stock of
foreign debt every time the currency was devalued (whether the
debt was actually paid or not), and the pace of devaluation could
not be slowed down without impairing the export drive, a reduction
of the external debt overhang was clearly called for. This argument
was used by Costa Rica to press for its debt-reduction deal. 3

EXCHANGE RATES

The battle to realign exchange rates has been an intense and dif-
ficult one. All countries in the region had a longstanding tradition
of fixed nominal exchange rates, and keeping them that way had
been a matter of national pride. Honduras, for instance, had the
lempira pegged to the dollar at a rate of 2L=$1 since 1918, and
currency realignment was viewed in some circles as the ultimate
indignity. Elsewhere, there was concern that in small, undiversi-
fied economies, where import dependency is high and supply elas-
ticity is low, nominal devaluations of the currency would simply
lead to inflation and trigger a vicious cycle of devaluations negated
by price instability that would then require further devaluations
and so on.

3 See: Saborio, Sylvia, "The Costa Rican Debt Accord: Lessons and Implications", elsewhere in
this volume. Prior to the debt deal, the external debt overhang was the main cause of the cen-tral bank losses; subsequently, interest obligations on domestic debt became the main culprit.
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For all these reasons, by the early 1980§ exchange rates in the
region were way out of line. Despite the countries' misgivings, an
uncommon combination of adverse events-the second oil shock,
collapsing primary commodity prices, the virtual standstill of the
CACM, the global recession, high and rising international interest
rates, and practically no external credit-forced them to capitulate
one by one. But they did so in circuitous ways, so as to avert a
clear-cut devaluation of the currency. Instead, the preferred ap-
proach was to create intermediate parallel markets between thriv-
ing black markets already in place and the official exchange rate.
Authorities then proceeded to shift imports and export receipts
from the official market onto the others until the exchanges stabi-
lized. By managing the flows in that manner, they effectively de-
valued without actually having to change the official parity. In the
process, though, the authorities created an extremely complex web
of separate but interconnected markets that became a nightmare
to administer, provided vast opportunities for corruption, and ulti-
mately did not shield them from the need to openly devalue.

But, having bothered to devise a mechanism for surreptitious de-
valuation, were currencies actually realigned? Only Costa Rica and
Guatemala managed both to streamline the foreign exchange
regime and attain a real effective devaluation of the currency in a
sustained fashion (some 40-45 percent with respect to 1980 levels).
By decade's end, the others were still saddled with cumbersome ex-
change systems and hopelessly overvalued currencies, but have
since made important strides towards rationalizing their foreign
exchange regimes.

TRADE REGIME

The need to shift to a more outwardly-oriented strategy beyond
the CACM was one of the most persistent themes in the policy dia-
logue between the Washington institutions-particularly AID and
the World Bank-and these countries. And in this area some tangi-
ble results were actually achieved. Aside from the realignment of
exchanges rates-where the record is mixed, as noted above-a
two-fold approach to reduce the anti-export bias was suggested: 1) a
reduction in the level of effective import protection afforded by the
Common External Tariff (CET), along with the elimination of non-
tariff barriers to trade; and (2) the establishment of specific sys-
tems of incentives to promote nontraditional exports to markets
outside the CACM.

At any other time during the last two decades, talk of disman-
tling or weakening the CACM would have drawn fire, but after the
virtual collapse of the Common Market on its own in the early
1980s, authorities were more prone to consider new options.

As a result, the 1980s witnessed two rounds of tariff-cutting of
the CET. The first, spearheaded by Costa Rica, aimed not only at
reducing import protection but also at rationalizing the trade
regime. It converted specific tariffs into ad valorem rates, switched
the nomenclature to the Brussels code, and eliminated all exemp-
tions under the Central American Agreement on Fiscal Incentives,
as well as the existing regional investment incentives and import
surcharges under the San Jose protocol. As a result of this exercise,
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which entered into force on January 1, 1986, the maximum tariff
was lowered from 220 percent to 100 percent, the mean tariff was
halved from 53 percent to 26 percent, and tariff dispersion as meas-
ured by the standard deviation was reduced from 52 percent to 21
percent.

The second round was initiated in 1987 by Costa Rica alone,
under safeguard provisions of the CACM, as part of its second
Structural Adjustment Loan (SAL II) agreement with the World
Bank. The reform lowered the maximum tariff to 40 percent, re-
duced the average tariff to 16 percent, and cut tariff dispersion to
13 percent. Other countries in the region subsequently initiated
tariff cutting reforms of their own, also under safeguard provisions
of the CACM. As a result, the common external tariff ceased to be
"common," but countries have agreed to revert to a unified tariff
schedule within a range of 5 to 20 percent by 1994. 4

The notion of export promotion was championed by AID, and
export-incentive schemes began to be introduced in most countries
(Honduras, El Salvador, Costa Rica) in the mid-1980s. These
schemes typically involved such provisions as duty exemptions on
imports of intermediate and capital goods for export, income tax
holidays for a number of years, the establishment of free zones and
temporary admission regimes, preferential access to credit, licenses
to sell all or part of foreign exchange proceeds from nontraditional
exports in the parallel market at more favorable rates, and tax re-
bates linked to the value of exports.

While nontraditional exports have expanded rapidly-partly as a
result of the incentives-so have the problems associated with the
schemes. First, the fiscal cost has become increasingly burdensome
and adds to the inflexibility of the budget through automatic esca-
lation. Second, incentives create distortions, whereas the whole
thrust of the reform is supposedly to remove them. Finally, export
incentives are being challenged through countervailing action, no-
tably in the United States.

In sum, an inevitable winding down of export-promotion schemes
cannot be far off. The question is then, how is the export momen-
tum going to be maintained? In countries where the exchange rate
is still overvalued, currency realignment is the obvious place to
start. But in cases where there has already been a large and sus-
tained real effective devaluation of the currency (i.e. Costa Rica
and Guatemala), it is not obvious that further devaluation is advis-
able, particularly in view of its implication for central bank losses
and domestic inflation.

In the case of Costa Rica, my view is that incentives, particularly
tax rebates, have been far too generous and could probably be sig-
nificantly reduced without unduly curtailing export activity, pro-
vided the exchange rate policy is maintained and indirect benefits,
such as improvements in ports and transportation facilities,
custom-clearing procedures, etc., are stepped up. But even if export
growth suffered in the short run, a change of signals is important
to ensure that those exporters that remain or enter the arena are
lured by the activity itself and not by the pursuit of fiscal rents.

4 See: Saborio, Sylvia "Central America in the 1990s: The Challenge of Trade Liberalization",
elsewhere in this volume.
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PRIVATIZATION/DEREGULATION

Another item high on the agenda of both the World Bank and
AID has been the need to reduce the size and role of the state
through divestiture and deregulation. In this vein, the sale of
public enterprises, as well as the privatization of certain activities
heretofore performed by the state, was recommended as a means
not only to reduce fiscal deficits, but also to reap efficiency gains.
While this is a sensible idea, its potential should not be overesti-
mated. Many of those enterprises were in the public sector in the
first place because they were either deemed to have strategic value,
or constituted natural monopolies in the small economies of the
region, or required large and lumpy investments with long recov-
ery periods that private firms could not be expected to make; many
of these reasons remain valid today.

To be sure, over time governments have gotten involved in activi-
ties that far transcend the scope of the minimalist tradition-
cement, fertilizers, marketing, financial intermediation. Harsh
fiscal realities warrant a reassessment of the benefits of such in-
volvement. Still, the zeal for privatization as a cure-all should prob-
ably be toned down in favor of a less ideologically-motivated effi-
ciency drive in both the public and the private sector; while gov-
ernment inefficiency may be flagrant all around, markets in all of
these countries are likewise concentrated, fragmented, and notori-
ously inefficient.

The most ambitious privatization program in the region was un-
dertaken by Costa Rica, where AID funds were used to essentially
dismantle the state holding company (CODESA): of over 40 compa-
nies held in the early 1980s, all but 2 have been sold, liquidated, or
otherwise disposed of. There, the process has probably reached its
tolerance limit, at least for the time being, but in other countries
in the region further movement is underway. El Salvador has de-
cided to privatize the banking system, along with other public
agencies and activities. Honduras has plans for a major divestiture
program of public enterprises. And in Nicaragua attempts are
being made to denationalize and privatize a great many of the ac-
tivities and enterprises that came under government control under
the Sandinistas.

Like state ownership, the tradition of government intervention is
well entrenched in Central America, although abundant regulation
does not really translate into very effective control: it is mostly red
tape. But effective or not, there is a tremendous resistance to relin-
quish formal controls and probably more deregulation has occurred
by default (i.e., through inability to control) than by design. Some
progress has been made in the area of prices, wages, the financial
sector, and the surrender of control implied in the divestiture of
public enterprises and the privatization of certain activities. In a
similar vein, attempts have been made, if not to deregulate, at
least to simplify procedures (i.e., the creation of one-stop centers for
the promotion of foreign investment and exports). On the whole,
however, the instances of deregulation have tended to be isolated,
sporadic episodes rather than a systematic dismantling of state
controls. The seachange in attitude required to tackle that task
with a vengeance has not yet occurred.
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ECONOMIC PERFORMANCE

The 1980s were struggling, immiserizing years. Every country in
the region was far worse off in 1990 than it had been 10 years
before. (See Tables 4 and 5.) GDP losses were staggering: in per
capita terms, the cumulative GDP decline over the decade ranged
from 6-8 percent in Costa Rica and Honduras, to 20 percent in
Guatemala, and 25-30 percent in El Salvador and Nicaragua.
Meanwhile, neither internal nor external balance was attained
anywhere, although all countries, except Nicaragua, managed to
escape the spiralling hyperinflation prevalent elsewhere in Latin
America. Within this dismal regional picture, however, there are
important differences among countries that derive from disparate
initial conditions, the differential impact of exogenous shocks, and
the exercise of diverse policy options.

TABLE 4. Central America: Real Sector Indicators,
1983-1991.

1983 1985 1987 1989 1990 1991

Real GDP growth (percentages)
Costa Rica 2.9 0.7 5.4 5.5 3.7 1.3
El Salvador 0.8 2.0 2.7 1.1 3.4 3.5
Guatemala . -2.6 -0.6 3.1 4.1 3.1 3.2
Honduras ...... -0.2 3.2 4.9 4.3 0.1 2.2
Nicaragua . 4.6 -4.1 -1.1 - 5.1 1.0 -0.7

Real GDP per capita (1980= 100)
Costa Rica ..... 85.1 87.7 90.5 94.0 95.1 93.8
El Salvador *. 73.4 74.9 74.8 73.8 74.8 75.5
Guatemala . 87.1 82.0 80.9 82.8 83.1 83.5
Honduras *. 88.9 88.9 94.2 96.2 93.2 92.3
Nicaragua. 74.3 87.1 74.8 74.0 72.1 69.3

Investment as share of GDP (percentages)
Costa Rica . 24.2 25.9 28.2 26.0 28.3 23.3
El Salvador . 12.1 10.8 12.1 15.3 11.8 12.9
Guatemala . 11.1 11.5 13.8 13.5 13.2 12.9
Honduras ...... 14.9 18.1 14.7 17.6 22.3 21.6
Nicaragua. 22.5 23.1 15.8 26.4 20.2 19.8

Export Volume (1980 = 100)
Costa Rica . 101 108 118 143 155 166
El Salvador ... 83 86 86 64 78 84
Guatemala . 86 88 83 99 110 121
Honduras ... 90 105 101 111 120 114
Nicaragua. 118 75 70 68 78 70

Import Volume (1980= 100)
Costa Rica . 64 75 86 115 127 117
El Salvador ...... 93 94 98 113 94 108
Guatemala . 73 77 99 107 98 113
Honduras ...... 67 81 89 89 90 88
Nicaragua ...... 99 110 109 77 79 81

* 1978= 100.
Sources: Consejo Monetario Centroamericano and Economic Commission

for Latin America and the Caribbean.

COSTA RICA

After three decades of practically uninterrupted economic
growth with social progress and political stability, Costa Rica

R7-oq o - 93 - 8
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plunged into a severe recession in 1980-1982. Over the years the
country had accumulated large internal and external imbalances
as it tried to compensate for the income loss imposed by the oil
price shocks of the 1970s through domestic expansionary policies fi-
nanced by additional foreign borrowing. The situation became un-
tenable in the face of a sharp decline in terms of trade, coupled
with a steep rise in interest rates (given the large stock of short-
term and variable-interest debt), and the withdrawal of virtually
all external commercial credit.

TABLE 5. Central America: External Sector Indicators,
1983-1991.

1983 1985 1987 1989 1990 1991

Trade balance (percentage of GDP)
Costa Rica . -1.5 -1.8 -3.1 -7.8 -11.6 -6.5
El Salvador -2.0 -5.0 -7.2 -11.5 -12.6 -13.8
Guatemala ...... 0.4 -0.3 -5.0 -7.3 -6.2 -6.4
Honduras ...... -1.9 -2.6 -1.2 -0.7 -3.5 -3.3
Nicaragua . -13.2 - 20.5 -17.9 - 27.5 - 24.4 -21.0

Current account balance (percentage of GDP) a

Costa Rica . -9.1 -3.3 -6.0 -8.0 -9.1 -2.2
El Salvador ...... -0.9 -1.4 3.0 -3.2 -2.5 -2.8
Guatemala ...... -2.5 -4.0 -6.5 -5.4 -4.0 -3.0
Honduras ...... -7.3 -5.9 -5.5 -5.2 -3.8 -7.1
Nicaragua ...... -21.1 - 30.6 - 36.4 -38.6 - 36.3 -23.1

Unilateral transfers (percentage of GDP)
Costa Rica ...... 1.5 4.5 2.7 2.9 2.9 2.0
El Salvador 4.4 4.8 8.2 4.9 4.2 3.0
Guatemala 0.0 0.0 1.9 1.4 0.9 0.6
Honduras ...... 1.1 3.8 2.9 1.4 7.1 3.8
Nicaragua ...... 2.8 4.5 7.6 10.6 12.8 33.2

Public external debt (percentage of GDP)
Costa Rica ...... 102.3 94.6 83.4 73.3 55.0 57.2
El Salvador ...... 50.8 49.8 37.9 26.4 29.0 30.1
Guatemala 23.7 39.4 37.9 39.5 37.7 27.9
Honduras ...... 57.4 62.1 66.7 77.0 106.9 93.6
Nicaragua ...... 122.9 180.9 226.9 NA 751.1 671.8

Debt service (percentage of exports)
Costa Rica ...... 54.8 52.1 44.3 40.9 NA NA
El Salvador ...... 41.1 41.5 41.9 NA 35.1 58.2
Guatemala 28.3 40.9 30.0 16.2 16.8 15.7
Honduras ...... 23.6 24.4 36.0 40.5 59.9 51.1
Nicaragua ...... 19.7 14.7 NA 188.0 187.0 500.0

, Inclusive of unilateral transfers.
Sources: Consejo Monetario Centroamericano and Economic Commission for

Latin America and the Caribbean.

At the trough of the recession, income per capita had plunged 15
percent below its peak (1979) level; the rate of unemployment was
nearly 10 percent; inflation reached 100 percent; the fiscal and cur-
rent account deficits hovered at around 15 percent of GDP; the ex-
change rate veered out of control, multiplying 5-fold in a matter of
months; foreign reserves were all but depleted and, having lost
access to virtually all credit sources, the country had to suspend
most external payments.

Upon taking office in May 1992, the Monge administration im-
mediately adopted a 5-point economic stabilization plan aimed at:
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1) restoring order and stability to the foreign exchanges; 2) drasti-
cally reducing the fiscal deficit; 3) ensuring equitable burden-shar-
ing of the adjustment costs through an incomes policy designed to
protect the most vulnerable groups from the worst onslaughts of
the crisis and the policies; 4) restructuring all external debt obliga-
tions and 5) renewing orderly financial relations with multilateral
agencies and friendly governments.

The "shock treatment" was remarkably successful. Within two
years the foreign exchange market had been consolidated and sta-
bilized and a crawling-peg system had been put in place to prevent
the overvaluation of the colon. The fiscal deficit had been cut back
to 6 percent of GDP. Inflation had receded to an annual rate of 10-
15 percent. The decline in national income had been halted, and
the rate of unemployment was diminishing. Within this two-year
period, the country also entered into a stand-by agreement with
the IMF, restructured its official bilateral debt at the Paris Club,
rescheduled its commercial bank debt, and started preliminary dis-
cussions with the World Bank on a structural adjustment loan.

In subsequent years, the emphasis shifted toward the consolida-
tion of the stabilization process, the reactivation of economic activi-
ty, and the outward reorientation of the economy. It took several
years of consciousness-raising and consensus-building, but the coun-
try is by now fully committed to a process of outwardly-oriented
structural transformation.

A major preoccupation in those years centered on relieving the
country s precarious external payments situation: full servicing of
the external debt on contractual terms would have absorbed over
45 percent of export earnings and nearly 75 percent of national
savings. An outward transfer of that magnitude would have pre-
cluded any real growth. The economy was able to expand at an av-
erage annual rate of 4.5 percent largely because it did not fully
meet its external financial obligations. It was not until May 1990
that the country was able to normalize relations with its commer-
cial creditors, through a Brady-type debt deal that reduced by two-
thirds its outstanding commercial debt. 5

At present, internal debt is the larger problem. Indeed, while
fiscal deficits have been on the decline, the external resources
available to finance those deficits have declined even more, so that
deficits are now almost entirely financed domestically through the
issuance of high-yield, short-term bonds. Apart from the crowding-
out of other potential borrowers and the generalized upward pres-
sure on domestic interest rates that this causes-and that feeds
back into the public budget-the extremely short-term structure of
the internal debt requires constant refinancing and obstructs the
proper use of open market operations by the Central Bank. A criti-
cal review and radical reform of public finances-the amount of re-
sources to be allocated, the purposes to be served, the efficiency
with which those resources are used, and how they are financed-
will be one of the main challenges for Costa Rica in the 1990s. In
the years ahead, the country will also have to face up to its social
and environmental debts.

5 For a discussion of the agreement, see Saborio, Sylvia "The Costa Rican Debt Accord: Les-
sons and Implications", elsewhere in this volume.
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EL SALVADOR

Rather than big upheavals, the Salvadorean economy experi-
enced a long decade of stagnation. Following a sharp decline when
the insurrection first broke out in the late 1970s, real GDP per
capita has remained essentially unchanged at a level 25 percent
below its peak in 1978. With violence in the countryside undermin-
ing the country's agricultural base, the shrinking local and region-
al markets depressing industrial activity, and sabotage damaging
much of the country's infrastructure, El Salvador has suffered a
significant drain of its productive resources: human, physical, and
financial. The economy settled into a pattern of low resource utili-
zation (25-30 percent open unemployment) and low output genera-
tion.

Throughout most of the 1980s, large infusions of external trans-
fers-mostly AID grants and remittances from Salvadoreans in
exile-financed as much as 80 percent of the country's import bill
and a similar portion of the fiscal deficit, masking the need to
adjust the highly overvalued currency and correct the negative real
interest rates. In effect, El Salvador suffered from an aid-induced
"Dutch disease."

The Cristiani administration has undertaken a radical change of
course. Its "Economic and Social Development Program" is a blue-
print for reform that fully takes account of the Washington consen-
sus. It aims to redress macroeconomic imbalances, increase efficien-
cy through greater reliance on market forces, protect the poor from
the adverse impact of adjustment measures, and reduce absolute
poverty. The program calls for: monetary restraint and positive
real interest rates; a two-tier foreign exchange regime with market
forces playing a role in determining the exchange rate; reducing
tariff protection to a maximum nominal tariff of 20 percent by the
end of 1992 and eliminating all non-tariff barriers; reducing the
public deficit through privatization of public enterprises and activi-
ties (including the banking system), higher taxes and better tax ad-
ministration, and through expenditure cuts, (i.e., a freeze on public
employment and wages, an early retirement program, and the
elimination of subsidies); and liberalizing most prices.

GUATEMALA

After a prolonged period of relatively rapid growth, the Guate-
malan economy contracted sharply: from 1980 through 1986, GDP
per capita fell annually, for a cumulative decline of 20 percent in
per capita income levels. In order to counteract the contractionary
impact derived from the decline in terms of trade and the precipi-
tous fall in exports (in 1980-85, the purchasing power of exports
fell by 30 percent), the authorities pursued an expansionary domes-
tic policy financed by external borrowing. As it happened, external
debt trebled between 1980 and 1985 (from $934 million to $2,695
million), but did not produce the intended reactivation of domestic
activity, as political instability and a severely overvalued exchange
rate caused most of the inflow to be dissipated in capital flight.

The crisis erupted in 1985 when, unable to continue borrowing
abroad, the central bank proved no longer able to support the
highly overvalued official exchange rate; a black market developed
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and eventually the authorities established a parallel market where
the rate was nearly three times the official rate. In turn, imports
contracted by nearly 20 percent from 1984 levels, external arrears
began to accumulate, and domestic inflation soared from 3 percent
in 1984 to over 30 percent in 1986.

The Cerezo administration, which took over in early 1986,
launched the "Programa de Reordenamiento Economico y Social de
Corto Plazo" (PRES) to stabilize the foreign exchanges, cut back
the fiscal deficit, reduce internal liquidity so as to contain infla-
tionary pressures, and improve the external payments position.
The PRES was a watershed: it restored confidence within Guate-
mala and, very importantly, it helped to secure large amounts of
external support for the country.

Within a year, improvements were evident in several areas: for
the first time in seven years the decline in per capita GDP was ar-
rested. Price escalation reverted to a rate of around 10 percent,
aided by the easing of speculative pressures against the quetzal and
the very large increase in imports (50 percent), which boosted do-
mestic supplies. Even though the deficit of the nonfinancial public
sector expanded somewhat, 70 percent of it was externally fi-
nanced-half of it through grants-so that the pressure on domes-
tic financial markets was actually reduced. Further relief was de-
rived from a sizeable reduction in the losses of the central bank
due to the stabilization of foreign exchange markets and the deci-
sion that public agencies, not the central bank, would, from then
on, absorb the exchange risk of their own external indebtedness.

Despite a large trade deficit, the balance of payments position
was eased by large capital inflows in the form of official credits,
unilateral transfers, and foreign direct investment, as well as some
reflow of domestic capital that had previously fled the country. The
external payments situation was further eased by the fact that
Guatemala rescheduled a portion of its external public debt.

These positive trends have generally continued, and Guatemala
seems to be well on its way to consolidating its internal balance.
Investment-both public and private-has been rising; economic
activity is expanding moderately at around 3.5 percent annually;
and through a combination of adroit foreign exchange management
and fiscal incentives, nontraditional exports have been growing at
an average annual rate of 18 percent over the last three years.
Nevertheless, there are signs of increasing tension between the
government and the private sector about the present and future
course of economic policy, and the recent wave of political assassi-
nations may yet destroy the climate of confidence painstakingly
built over the last few years.

HONDURAS

Like El Salvador, throughout most of the 1980s Honduras experi-
enced a prolonged period of slow decline or semi-stagnation rather
than a severe crisis; and it, likewise, settled into a pattern of low
savings, low investment, low growth, low inflation, high unemploy-
ment, and heavy reliance on external transfers-mostly grants
from AID-to help finance both its fiscal and current account defi-
cits.
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By decade's end, Honduras too had to mend its ways. Confronted
with the prospect of a significant decline in U.S. transfers, it had toundertake major policy reforms in order to regain entry into the
international financial community from which it had been shunned
because of its massive arrears. Partly out of conviction and partly
out of lack of choice, the Callejas administration adopted a reform
plan strictly in line with the Washington consensus.

NICARAGUA

Throughout the 1980s, Nicaragua was in a virtual state of war.
Apart from the heavy toll in terms of human lives, the war caused
profound dislocations in production and population and inflicted
severe damage to the infrastructure, and the war effort itself
stretched public finances to the breaking point. In addition, politi-
cal ramifications from the conflict-such as the barring of Nicara-
gua from access to multilateral credit sources and the U.S. trade
embargo-seriously compounded the country's internal political
and economic difficulties.

Against this background, the degree of impoverishment and dis-
array that came to pass is not difficult to fathom. By 1988, real
GDP per capita was 40 percent below its peak (1978) level, real
wages stood at only 9 percent of their 1980 level, open unemploy-
ment was conservatively put at 26 percent of the labor force, and
consumer prices were escalating at an annual rate of over 14,000
percent. In addition, the public sector deficit (including external ar-
rears and central bank losses) reached nearly 50 percent of GDP,
while the current account deficit of the balance of payments stood
close to 30 percent of GDP, and the external debt/exports ratio ex-
ceeded 3,000 percent.

The road to hyperinflation was a simple and familiar one: the
central bank accommodated whatever public deficit was left unfin-
anced by other sources. As the generous external support Nicara-
gua received during the initial years of Sandinismo began to wane,
a rising share of the cost of the war, the revolution (i.e., the politi-
cal commitments of the new regime), subsidies, and other current
expenses came to be financed through monetary emission.

Several attempts were made to rectify the course when it became
obvious that things were getting increasingly out of control. Thus,
in 1986 and 1987 several large devaluations of the cordoba were ef-fected and nominal interest rates and reserve requirements were
increased; but, in both cases, inflation quickly eroded the nominal
adjustments; and, in real terms, the exchange rate remained highly
overvalued and real interest rates stayed very negative (-80 per-
cent). Similarly, in an attempt to reduce the deficit, expenditures
were compressed, indirect taxes were raised, and surcharges were
imposed on foreign exchange transactions, but then the smaller
deficit was entirely financed by the central bank, feeding anew the
inflationary spiral.

By late 1988, it was evident that nothing short of an "orthodox
shock" would do. Accordingly, a monetary reform package was put
in place that changed the currency base; unified the exchange ratemarkets, thereby transferring the exchange risk from the central
bank to the users of foreign currencies; and realigned relative
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prices through the selective indexation of some key variables-the
exchange rate, interest rates, public utility rates, fuels, basic con-
sumer goods, and certain indirect taxes on consumption and im-
ports-and the deregulation of private sector wages and other
prices. At the same time, the reduction in hostilities made it possi-
ble to roll-back public expenditures and lay-off some 30,000 public
employees, half of them from the security forces.

However, it fell upon the Chamorro administration to take deci-
sive steps to restore macroeconomic balance and start the painful
process of economic and political reconstruction. While the country
still has a long way to go, Nicaragua seems well on its way to
taming the worst imbalances and restoring orderly relations with
foreign governments and the international financial institutions.

CONCLUDING REMARKS

Central America is in bad shape, but there are winds of change
everywhere in the region. For the first time in a decade, people are
preoccupied with peace, not war. And the lowering of hostilities
will not only permit but indeed, demand, that reconstruction and
development-rather than political survival-become the top na-
tional priorities. One clear lesson from these troubled years is that,
if peace is to be lasting, Central America must begin to service, in
earnest, the hefty social debt that it has incurred over many years
of indifference and neglect.

The economic crisis, likewise, has taught some valuable, if costly,
lessons. The first is that there is no real alternative to biting the
bullet, but that how this is done is instrumental in determining the
associated costs and ultimately, the success of the effort. In order
for reform to succeed, a "critical mass" of mutually-reinforcing and
compensatory changes appears to be necessary. But the ability to
act on many fronts at once requires both a highly qualified techno-
cratic/bureaucratic elite and a broad base of political support. The
latter requires, in turn, that the social costs of adjustment be ex-
plicitly factored in and addressed and that alliances be forged with
the potential beneficiaries of the changes in order to be able to
withstand the pressures from the losers.

Another important lesson relearned is that appropriate domestic
policies are not enough. If anything, the process of trade liberaliza-
tion will make Central America even more vulnerable to external
conditions. Thus, even though policy response to exogenous shocks
may have improved, developments in the region will continue to be
largely dominated by events outside these countries' control.
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INTRODUCTION

The onset of Latin America's most recent external debt crisis is
commonly dated from Mexico's decision in August 1982 to suspend
the servicing of its external debt to commercial-bank creditors. But
Costa Rica can fairly lay claim to triggering the crisis, having
made the same decision more than a year earlier, in July 1981.
Costa Rica's action did not make a large splash on the internation-
al financial waters because the absolute size of its external debt
was small; but in terms of other debt-burden indicators, its problem
had become more serious than Mexico's.

Before the decade of the 1980s came to a close, three other Cen-
tral American countries-Nicaragua, Panama, and Honduras-also
had debt problems rivaling or exceeding those of Mexico. I El Salva-
dor and Guatemala, on the other hand, kept their debt burdens
from reaching Mexican proportions, although both experienced sig-
nificant debt-servicing difficulties at one time or another during
the 1980s.

Costa Rica was the first country in Central America to under-
take economic stabilization and structural adjustment programs in
response to the hemisphere-wide economic crisis of the last decade,
whose dimensions are well known and need not be repeated here.
Guatemala began to address its economic problems in a serious
manner in the mid-1980s; so did Panama, although its efforts were
not sustained for a combination of internal and external reasons.

* The author is an International Economist with the U.S. Agency for International Develop-
ment (AID), Bureau for Latin America and the Caribbean. The views expressed in this paper are
those of the author alone and should not be interpreted as representing the policies of AID or
any other part of the U.S. Government. The author wishes to thank James Elliott and Gary
Linden for helpful comments on an earlier draft of this essay, while absolving them of any re-
maining errors of fact or interpretation.

lFor this essay, Central America is defined to include Panama as well as the five traditional
Central American countries of Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua.
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In El Salvador, Honduras, and Nicaragua, major economic reforms
came only at the end of the decade.

This essay will briefly review changes in Central America's ex-
ternal debt during the 1970s, then provide a more detailed analysis
of trends in the 1980s.2 A subsequent section will discuss debt relief
under a variety of programs beginning in the late 1980s. The con-
cluding section will comment on the debt outlook for the 1990s.

DEBT BUILDUP IN THE 1970s

Central America's external debt in 1970 was relatively modest.
Long-term debt for the six countries combined totalled just under
$1.0 billion (see Table 1).3 The average ratio of long-term debt to
gross national product (GNP) was 17 percent, and servicing of this
debt averaged 11 percent of goods and services exports. Most of the
long-term debt, in all countries except Panama, was owed to official
creditors; the unweighted average for the six countries was 69 per-
cent (see Table 2).

2 For a detailed analysis of trends through the mid-1980s, see Caballeros, Rhmulo. "External
Debt in Central America," CEPAL Review, No. 32, August 1987. p. 123-148.

3 Debt with a maturity of more than one year. Short-term debt figures for 1970 are not avail-
able. In 1980, short-term debt accounted for 22 percent of the region's total debt.



TABLE 1. Central America: Total Debt Outstanding, 1970-1990.
(millions of dollars)

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Costa Rica-Total ........ n.a. n.a.
Lon-Term ........ 246 649

Public I .134 421
Private 2...................................... 112 228

Use of IMF Credit ......... 0 35
Short-Term 3 ........ n.a. n.a.

El Salvador-Total ........ n.a. n.a.
Long-Term . . ...... 176 392

Public I . . ...... 88 196
Private 2,,,,,,,,,,......................... 88 196

Use of IMF Credit ......... 7 21
Short-Term 3 ........ n.a. n.a.

Guatemala-Total ........ n.a. n.a.
Long-Term ........ 120 243

Public .106 143
Private 2...................................... 14 100

Use of IMF Credit ......... 0 0
Short-Term 3 ........ n.a. n.a.

Honduras-Total ........ n.a. n.a.
Long-Term ........ 109 360

Public .90 264
Private 2...................................... 19 96

Use of IMF Credit ......... 0 20
Short-Term 3 ........ n.a. n.a.

Nicaragua-Total ........ n.a. n.a.
Lon-Term .147 593

Public 1 .147 593
Private2 ......... 0 0

Use of IMF Credit ........ 8 18
Short-Term 3 ....... n.a. n.a.

2,738 3,301 3,640 4,177 3,988 4,399 4,575 4,720 4,544 4,603 3,772
2,107 2,578 2,772 3,490 3,497 3,834 3,930 4,009 3,877 3,863 3,380
1,695 2,206 2,391 3,142 3,180 3,532 3,624 3,707 3,560 3,559 3,076

412 372 381 348 317 302 306 302 317 304 304
57 103 93 192 156 189 172 132 71 35 11

575 620 775 495 335 377 472 579 596 705 380
911 1,130 1,443 1,740 1,826 1,854 1,850 1,975 1,987 2,070 2,132
659 851 1,108 1,507 1,590 1,660 1,661 1,739 1,733 1,857 1,924
499 704 974 1,386 1,476 1,556 1,578 1,669 1,678 1,818 1,898
161 147 134 122 114 104 83 70 55 39 26
32 67 129 139 125 111 62 22 11 5 0

220 212 206 94 111 84 127 214 243 208 209
1,166 1,264 1,538 1,799 2,353 2,654 2,768 2,769 2,605 2,594 2,777

831 1,017 1,312 1,540 2,052 2,272 2,387 2,428 2,222 2,201 2,306
549 807 1,144 1,386 1,947 2,166 2,268 2,312 2,109 2,078 2,179
282 210 168 154 105 106 119 116 113 123 127

0 111 106 140 150 116 70 59 88 73 67
335 136 120 119 151 266 311 282 295 320 405

1,470 1,704 1,842 2,125 2,284 2,728 2,973 3,302 3,305 3,333 3,480
1,165 1,408 1,571 1,822 1,935 2,278 2,503 2,818 2,857 2,906 3,226

974 1,236 1,412 1,627 1,773 2,137 2,378 2,703 2,758 2,822 3,159
191 172 159 195 162 141 125 114 100 84 66
33 54 119 161 149 147 110 77 37 35 32

272 242 152 142 199 303 361 407 410 391 222
2,170 2,439 2,516 4,058 4,751 5,736 6,730 7,864 8,587 9,568 10,497
1,661 2,076 2,076 3,366 4,059 4,892 5,726 6,349 6,885 7,508 8,067
1,661 2,076 2,076 3,366 4,059 4,892 5,726 6,349 6,885 7,508 8,067

0 0 0 0 0 0 0 0 0 0 0
49 25 19 14 9 0 0 0 0 0 0

460 338 421 678 683 843 1,004 1,514 1,703 2,060 2,430

oo
00



Panama-Total ................. n.a. n.a. 2,974 3,366 3,923 4,389 4,365 4,755 4,896 5,629 6,044 6,268 6,676
Long-Term . ................ 194 771 2,271 2,429 2,917 3,145 3,181 3,320 3,533 4,026 4,005 3,935 3,987

Public I . . ............... 194 771 2,271 2,429 2,917 3,145 3,181 3,320 3,533 4,026 4,005 3,935 3,987
Private 2.............. ........................ 0 0 0 0 0 0 0 0 0 0 0 0 0

Use of IMF Credit .................. 0 21 23 94 84 193 271 311 353 346 328 320 272
Short-Term 3 ................. n.a. n.a. 680 843 922 1,051 913 1,124 1,010 1,256 1,711 2,013 2,417

Central America-Total ................. n.a. n.a. 11,429 13,204 14,902 18,288 19,567 22,126 23,792 26,259 27,072 28,436 29,334
Long-Term ................. 992 3,008 8,694 10,359 11,756 14,870 16,314 18,256 19,740 21,369 21,579 22,270 22,890

Public I ................. 759 2,388 7,649 9,458 10,914 14,052 15,616 17,603 19,107 20,766 20,995 21,720 22,366
Private 2...................................... 233 620 1,046 901 842 819 698 653 633 602 585 550 523

Use of IMF Credit ................ 15 115 194 454 550 839 860 874 767 636 535 468 382
Short-Term 3 .n.a. n.a. 2,542 2,391 2,596 2,579 2,392 2,997 3,285 4,252 4,958 5,697 6,063

Source: World Bank, World Debt Tables 1991-92 (published version and diskette).
I Public and publicly guaranteed.
2 Private nonruaranta .
3Including interest arrears on long-term debt.
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The 1970s, on balance, were a period of strong economic growth
in Central America. In the 10 or so years prior to the sharp de-
clines in per capita income at the end of the decade or early in the
1980s, per capita gross domestic product (GDP) rose at an average
annual rate of 2.6 percent and per capita consumption by 2.5 per-
cent.4

TABLE 2. Central America: Long-Term Public Debt by Creditor, 1970-1990.

(percentage distribution)

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Costa Rica
Official ... 71.6 56.5 46.0 41.2 45.0 44.1 44.7 49.0 51.1 55.8 59.9 61.8 77.2
Private ... 28.4 43.5 54.0 58.8 55.0 55.9 55.3 51.0 48.9 44.2 40.1 38.2 22.8

El Salvador
Official ... 79.5 74.0 97.6 98.0 90.1 83.6 86.4 89.7 92.4 94.7 94.6 91.9 91.6
Private ... 20.5 26.0 2.4 2.0 9.9 16.4 13.6 10.3 7.6 5.3 5.4 8.1 8.4

Guatemala
Official........................... 50.9 90.2 97.3 91.6 87.2 78.9 59.1 62.1 67.2 70.1 79.4 80.8 81.9
Private ... 49.1 9.8 2.7 8.4 12.8 21.1 40.9 37.9 32.8 29.9 20.6 19.2 18.1

Honduras
Official ... 95.6 92.4 72.0 70.6 73.1 74.5 76.5 78.1 78.3 81.1 82.6 85.3 88.2
Private ... 4.4 7.6 28.0 29.4 26.9 25.5 23.5 21.9 21.7 18.9 17.4 14.7 11.8

Nicaragua
Official ... 69.4 41.3 54.0 59.9 59.9 68.9 68.0 72.0 75.8 78.0 79.7 81.2 82.2
Private ... 30.6 58.7 46.0 40.1 40.1 31.1 32.0 28.0 24.2 22.0 20.3 18.8 17.8

Panama
Official ... 47.9 34.9 26.2 28.6 29.1 32.6 33.1 35.8 36.7 39.1 37.8 37.6 37.7
Private ... 52.1 65.1 73.8 71.4 70.9 67.4 66.9 64.2 63.3 60.9 62.2 62.4 62.3

Source: World Bank, World Debt Tables, 1991-92 (published version and diskette).

Economic growth in the 1970s, however, was uneven. All coun-
tries were affected adversely by the first petroleum-price shock in
1973-74, with only El Salvador avoiding a modest decline in per
capita GDP for at least one year (1974 and/or 1975).5 Subsequently,
favorable commodity export prices contributed to a spurt of rapid
economic growth. Another contributing factor to this expansion
was an increase in external borrowing, which was relatively easy-
and relatively cheap-because of the glut of "petrodollars" in
world financial markets. Central American countries tapped these
resources to help cushion the negative impact of higher oil prices
on their foreign exchange reserves, and therefore on their capacity
to import in order to maintain GDP growth rates. The second pe-
troleum-price shock, in 1979-80, stimulated additional borrowing
for similar reasons.

4 Zuvekas, Clarence Jr. and Joseph Nassif, Trends in Per Capita Consumption in Central
America, Staff Working Paper No. 4, Bureau for Latin America and the Caribbean, U.S. Agency
for International Development Washington, May 1992. p. 5. These figures are unweighted aver-
ages for the five traditional Central American countries. Per capita GDP began to decline first
in Nicaragua, in 1978. El Salvador was next to experience a downturn, in 1979, followed by
Costa Rica and Honduras in 1980 and Guatemala in 1981. In Panama the decline in per capita
GDP did not begin until 1983.

5 Guatemala is the only Central American country producing any of its own petroleum, and
this production covers only a small proportion of its total consumption.
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By 1975, Central America's long-term external debt had risen to
$3.0 billion, with 81 percent of the increase since 1970 accounted
for by public-sector or public-sector-guaranteed borrowing. An even
greater expansion occurred in the next five years, with the regional
total rising to $8.7 billion by 1980. More than half of the increase
since 1975 was accounted for by Costa Rica and Panama, each of
which added about $1.5 billion to its long-term debt. Central Amer-
ica's total external debt outstanding in 1980 amounted to $11.4 bil-
lion, with short-term debt accounting for $2.5 billion and use of
International Monetary Fund (IMF) resources for $0.2 billion (see
Table 1).

The so-called "debt crisis," however, was not yet evident.6 Ar-
rears on long-term debt had not accumulated in any country (see
Table 3). Net transfers on debt (disbursements minus repayment of
principal and interest payments) exceeded $500 million in 1980 (see
Table 4). On the other hand, one or more debt-burden indicators
had become ominous in all Central American countries except El
Salvador and Guatemala: debt-service/export ratios exceeded 20
percent in Costa Rica, Honduras, and Nicaragua; debt/GNP ratios
had climbed to 92 percent in Panama and 112 percent in Nicara-
gua, and were around 60 percent in Honduras and Costa Rica; and
per capita debt had reached $1,220 in Costa Rica and $1,520 in
Panama (see Table 5).

TABLE 3. Central America: Interest Arrears on Long-Term Debt, 1980-1990.
(millions of dollars)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Costa Rica ........ 0 84 228 15 66 13 80 220 280 385 80
El Salvador ........ 0 0 0 0 0 2 4 5 9 23 6
Guatemala ........ 0 0 0 0 10 50 59 83 96 117 198
Honduras ......... 0 2 4 11 30 44 63 107 135 164 112
Nicaragua ........ 0 0 18 103 158 296 455 809 1,038 1,342 1,696
Panama ........ 0 0 0 1 1 1 0 16 311 613 1,017
Total ......... 0 86 250 130 265 406 661 1,240 1,869 2,644 3,109

Source: World Bank, World Debt Tables, 1991-92 (published version and diskette).

THE ECONOMIC CRISIS OF THE 1980s

A REGIONAL PERSPECTIVE

The second oil-price shock of 1979-80 triggered a worldwide re-
cession, depressing the prices of Central America's primary-product
exports and lowering the demand for its nontraditional exports,
which then were of only modest proportions. At the same time,
world interest rates rose sharply, raising the cost of servicing the
debt to commercial banks acquired in the latter half of the 1970s.7

6 The term "debt crisis" is somewhat misleading in that some observers have associated the
economic problems of Central America (and Latin America as a whole) in the 1980s too closely
with debt issues, while paying insufficient attention to shortcomings in domestic economic poli-
cies, depressed prices for the region's primary commodity exports, other unfavorable trends in
the world economy, and political turmoil.

I One of the most dramatic increases was in Costa Rica, where the average interest rate on
new debt commitments from private creditors rose from 7.1 percent in 1970 to 15.8 percent in

Continued
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Large-scale capital flight further contributed to the loss of foreign-
exchange reserves. To help mitigate the heavy blows inflicted on
their economies by these adverse trends, Central American coun-
tries borrowed even more money from foreign commercial banks-
despite its increasingly unattractive costs-until the banks realized
the dimensions of the regional economic depression that was occur-
ring (and the weakening prospects for repayment) and stopped new
lending.8

TABLE 4. Central America: Net Transfers on Debt, 1980-1990. 1.2

(millions of dollars)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Costa Rica ............. 202 109 -1-150-183 -76-268-242-236-215-315
El Salvador ............. 53 184 240 194 41 -82-106 -43 -35 17 -87
Guatemala ............. 25 208 189 166 2 46-166-309-108-126 -60
Honduras ............ 167 119 81 100 72 209 -41 -84 -87 -11-183
Nicaragua ............ 151 142 80 209 283 686. 787 626 388 615 445
Panama .. -84 -50 131 45 -67 -59-362 -80 197 22-221
Total .. 514 712 720 564 148 724-156-132 119 302-421

Source: World Bank, World Debt Tables, 1991-92 (published version and diskette).
I Net transfers on debt = disbursements minus repayment of principal and interest payments.
2Excludes short-term loan disbursements prior to 1985.

For Latin America as a whole, the details of the debt saga of the
1980s are widely known and need not be reviewed here.9 Those fa-
miliar with the Mexican and Brazilian cases will recognize many of
the same patterns in Central America. It is useful to take a brief
look at these patterns on a region-wide basis before examining the
debt situation in the individual countries.

1980. In Honduras, where there was no long-term borrowing from commercial banks in 1970,
interest rates on new long-term loans from private creditors in 1980 averaged 16.0 percent
(World Bank, World Debt Tables, 1991-92). In addition, interest rates were adjusted upwards on
previously acquired debt to commercial banks, which generally called for changes every six
months based on movements in LIBOR (the London inter-bank offered rate) or the U.S. prime
rate.

8 Cumulative declines in per capita GDP were as follows (in percent and years: Costa Rica,
-14.6 (1979-82); Honduras, -14.3 (1979-86); El Salvador, -26.5 (1978-83); Nicaragua, -57.5
(1977-89); Guatemala, -20.1 (1980-86); and Panama, -4.3 (1982-84). Sources: Zuvekas and
Nassif, p. 13 and World Bank, World Tables for Panama; does not take into account the steep
decline in Panama's per capita GDP between 1987 and 1989.

9 Two of the best studies with a hemispheric focus are Kuczynski, Pedro-Pablo. Latin Amren-
can Debt. Baltimore: The Johns Hopkins University Press, 1987 and Devlin, Robert. Debt and
Crisis in Latin America: The Supply Side of the Story. Princeton, N.J.: Princeton University
Press, 1989.



TABLE 5. Central America: Debt Burden Indicators, 1980-1990.

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

A. Total Debt Service (TDS) (millions of dollars) I
Costa Rica ....... 353 330 244 698 424 526 499 334 402 345 501
El Salvador 96 ....... 93 129 202 237 259 286 260 203 170 214
Guatemala 145 ....... 249 148 189 272 334 382 341 376 299 211
Honduras ....... 207 235 244 203 197 228 299 342 370 140 432
Nicaragua ....... 115 223 201 107 86 64 40 40 26 14 16

Panama .488 517 643 491 566 472 516 459 28 11 227
Total . 1,404 1,647 1,609 1,890 1,782 1,883 2,022 1,776 1,405 979 1,601

B. TDS/Exports of Goods and Services (percent) 2

Costa Rica . 29.0 27.5 21.3 59.5 32.3 41.4 34.7 22.4 24.2 17.7 24.5
El Salvador 7.5 ....... 9.6 14.9 19.7 22.2 24.0 23.9 23.3 17.5 14.6 23.7
Guatemala 7.9 ....... 16.3 11.3 15.6 21.6 28.0 31.7 29.2 28.0 19.6 13.3
Honduras . 21.4 26.1 31.1 24.9 22.9 24.9 29.2 34.8 35.9 12.7 40.0
Nicaragua . 22.3 38.4 44.2 21.2 18.4 18.5 13.8 12.1 9.6 4.1 4.1
Panama 3.

C. Interest/Exports of Goods and Services (percent) 2

Costa Rica . 14.6 11.8 10.3 46.7 19.9 28.4 18.2 12.6 13.8 8.7 10.1
El Salvador 4.7 ....... 5.7 8.6 9.1 9.4 8.8 7.7 8.0 6.8 5.9 9.3
Guatemala 3.7 ....... 4.7 6.8 8.3 8.8 11.2 14.2 14.3 9.8 8.5 6.9
Honduras . 12.4 15.3 19.3 14.6 13.0 13.9 13.9 12.9 15.4 6.3 19.4
Nicaragua . 13.4 19.4 31.2 11.0 11.1 9.0 8.2 4.8 4.5 1.4 3.0
Panama 3.

D. Total Debt Stock/Gross National Product (percent)
Costa Rica . 59.5 141.8 167.2 148.4 119.0 120.8 110.6 111.4 106.2 95.2 69.2
El Salvador 25.9 33.5 42.8 48.5 45.8 49.2 48.4 43.4 37.0 36.8 40.4
Guatemala . 14.9 14.9 17.9 20.1 25.4 27.8 39.4 40.2 34.0 31.6 37.5



TABLE 5. Central America: Debt Burden Indicators, 1980-1990.-Continued

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Honduras ....... 61.5 65.0 68.7 74.2 74.8 82.3 83.9 86.3 91.5 109.3 140.9
Nicaragua ....... 112.1 106.2 110.7 172.3 219.7 272.2 247.0 n.a. n.a. n.a. n.a.
Panama ....... 92.3 94.6 101.3 110.0 102.9 105.7 102.3 113.9 146.8 154.0 152.4

E. Total Debt Outstanding Per Capita (dollars)
Costa Rica ....... 1,220 1,710 1,290
El Salvador ....... 200 390 410
Guatemala ....... 170 330 300
Honduras ....... 420 670 740
Nicaragua ....... 780 1,750 2,710
Panama ....... 1,520 2,180 2,760

Source: World Bank, World Debt Tables 1991-92 (published version and diskette). Population data are from U.S. Agency for
International Development, Latin America and the Caribbean: Selected Economic and Social Data (Washington, D.C., April 1992).

' Interest and prinicpal on long-term debt; IMF repurchases and charges; interest on short-term debt.2Services include workers' remittances.
3The published debt service ratios for Panama are not included in this table because they are misleadingly low. Export data in the

source are bloated by the way free-zone and financial-sector transactions are recorded.

I-.
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Table 1 shows that the region's total debt outstanding rose from
$11.4 billion in 1980 to $22.1 billion in 1985 and $29.3 billion in
1990. This increase of 157 percent over the decade exceeded the 78
percent rise in the debt for Latin America as a whole.10 Most of
the increase-at least through 1986-was accounted for by long-
term public and publicly-guaranteed debt. Private long-term debt
fell by 50 percent, while use of IMF credit rose in the first half of
the decade and then fell in the second half. Short-term debt rose
slowly at first, from $2.5 billion in 1980 to $3.0 billion in 1985, then
jumped to $6.1 billion in 1990, with 88 percent of the 1985-90 in-
crease representing interest arrears on long-term debt (see Table
3).

Trends in the distribution of long-term public debt by creditor
are shown in Table 2. In all of the more aggressive borrowing coun-
tries-Costa Rica, Honduras, Nicaragua, and Panama-the share of
the long-term public debt owed to private creditors (mainly com-
mercial banks) was significantly higher in 1980 than in 1970. But
by 1990, these shares had all declined dramatically, except in
Panama, a reflection of the near-cessation of commercial-bank
lending after the early 1980s as well as debt buybacks in Costa
Rica and swaps in both Costa Rica and Honduras. In El Salvador
and Guatemala, the least-indebted countries in Central America,
only 2-3 percent of the long-term debt in 1980 was owed to private
creditors. This share rose to 41 percent in Guatemala (1984) and 16
percent in El Salvador (1983), then declined over the balance of the
decade.

Table 4 shows net transfers on debt based on principal and inter-
est actually paid. (If unpaid amounts were taken into account, posi-
tive flows would be less and negative flows greater.) For the region
as a whole, net transfers on debt were positive from 1980 through
1985, but with no clear trend and considerable variation from the
annual average of $564 million.

The regional tables, however, are distorted by Nicaragua, where
significant debt arrears accumulated beginning in 1983 (see Table
3), while new lending was available from a variety of external
sources." Excluding Nicaragua, net transfers were negative from
1984 through 1990 (except for a small positive figure in 1985), with
annual flows averaging -$464 million. On the other hand, these
outflows were offset-especially in Costa Rica, El Salvador, and
Honduras-by Economic Support Fund (ESF) grants from the U.S.
government, the great bulk of which were provided for balance-of-
payments support. 12

Debt-service indicators, based on payments actually made, are
shown in Table 5. Panel A shows that regional debt-service pay-

I' World Bank, World Debt Tables, 1991-92, Vol. 1, p. 136. The 1970-80 regional average is
distorted to some extent by the large jump in Nicaragua's debt. Excluding Nicaragua, Central
America's debt rose over this period by 103 percent.

" See Stahler-Sholk, Richard. "Foreign Debt and Economic Stabilization Policies in Revolu-
tionary Nicaragua," in The Political Economy of Revolutionary Nicaragua, ed. Rose J. Spalding.
Boston: Allen & Unwin, Inc., 1987. p. 151-168.

12 Average annual ESF assistance to Central American countries between U.S. fiscal years
1984 and 1990 (in millions of dollars, including a modest amount of soft loans) was as follows:
Costa Rica $114; El Salvador $198; Guatemala $56; Honduras $87; Nicaragua $35 (virtually all in
1990); Panama $64 (88 percent in FY 1990); for a total of $554. Source: U.S. Agency for Interna-
tional Development.
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ments were $1.4 billion in 1980, then rose to $2.0 billion in 1986
before declining to an average of $1.0 billion in 1988-90. Through
1987, Costa Rica and Panama consistently accounted for 50-63 per-
cent of the regional total. Their combined share fell to 45 percent
in 1987, then dropped dramatically to 33 percent in 1988-89, when
Panama's politico-economic crisis left it with few resources to serv-
ice its debt. The resolution of the Panamanian crisis in 1990
brought the combined Costa Rica-Panama share back to 45 percent.
The other notable pattern in Panel A is the sharp decline in Nicar-
agua's debt-service payments after 1983.

Panel B of Table 5 shows the ratio of debt-service payments actu-
ally made to exports of goods and services. The regional ratio rose
in the early 1980s, then displayed generally unclear trends for the
rest of the decade while remaining relatively high except in Nica-
ragua. For the entire period 1980-90, the average ratios (percent-
ages) in the individual countries were as follows: Costa Rica 30.4;
El Salvador 18.3; Guatemala 20.2; Honduras 27.6; and Nicaragua
18.8.13 Panel C shows the interest component of total debt servic-
ing.

The ratio of the total debt stock to GDP is shown in Panel D. For
all four aggressive Central American borrowers, the debt/GNP
ratio exceeded 100 percent for at least some years, with Costa Rica,
Nicaragua, and Panama all having joined this club of dubious dis-
tinction by 1982; Honduras was a latecomer, joining in 1989. In an
interesting comparison, the debt/GNP ratio in Mexico-perhaps
the most publicized Latin American debtor nation-peaked at 82
percent in 1986-87, and by 1990 was down to 42 percent. The latter
figure is only slightly higher than the ratios for Central America's
cautious debtors, El Salvador (40 percent) and Guatemala (38 per-
cent) in the same year.

Panel E shows data on debt outstanding per capita. Panama
edges out Nicaragua for first place in 1990, $2,760 to $2,710, al-
though a more realistic population estimate for Nicaragua would
result in a switch in the top two places.14 Costa Rica ($1,290) and
Honduras ($740) occupied the intermediate positions, while El Sal-
vador ($410) and Guatemala ($300) had relatively modest burdens
in terms of this indicator. (Mexico's per capita debt in 1990 was
$920.) In all Central American countries, nominal per capita debt
in U.S. dollars was higher in 1990 than in 1980; real per capita
debt was lower only in Costa Rica.

Table 6 provides information on debt restructuring since 1985.1i5
All six countries had some debt restructuring activity during this
period, with the most occurring in Costa Rica and Nicaragua and
the least in El Salvador.

1 3 The debt-service ratios for Panama are not included in Table 5 because exports as reported
in the source are misleadingly high.

14 Nicaragua's reported annual population growth rate of 3.3 percent between 1978 and 1989
is difficult to believe in view of the deaths, outmigration, and other disruptions created by the
civil war and its aftermath.

15 Data on earlier debt restructuring in Costa Rica are not available in the World Bank's
World Debt Tables.
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TABLE 6. Central America: Debt Restructurings, 1985-1990.

(millions of dollars)

1985 1986 1987 1988 1989 1990

Costa Rica
Principal rescheduled............................................................. 488 172 10 0 111 20
Interest rescheduled............................................................... 3 0 0 79 151
Principal forgiven................................................................... 0 0 0 0 0 0
Interest forgiven.................................................................... 0 0 0 0 0 187
Disbursements from rescheduling........................................... 555 174 10 150 189 640
Debt stock rescheduled.......................................................... 0 0 0 1 49 0 469
Debt stock reduction I.................................. 10 0 145 189 46 668

El Salvador
Principal rescheduled............................................................. 60 0 0 0 4 42
Interest rescheduled............................................................... 0 0 0 0 4 43
Principal forgiven................................................................... 0 0 0 0 0 0
Interest forgiven.................................................................... 0 0 0 0 0 0
Disbursements from rescheduling........................................... 60 0 0 0 17 86
Debt stock rescheduled.......................................................... 0 0 0 0 0 0
Debt stock reduction I................................. 0 0 0 0 0

Guatemala
Principal rescheduled............................................................. 17 141 46 0 0 13
Interest rescheduled............................................................... 0 0 0 0 0 7
Principal forgiven................................................................... 0 0 0 0 0 0
Interest forgiven.................................................................... 0 0 0 0 0 0
Disbursements from rescheduling........................................... 17 156 46 253 38 30
Debt stock rescheduled.......................................................... 0 14 0 253 3 8 8
Debt stock reduction '..................................0 0 0 152 20 0

Honduras
Principal rescheduled............................................................. 0 12 0 0 14 93
Interest rescheduled............................................................... 0 3 0 0 10 88
Principal forgiven................................................................... 0 0 0 0 3 0
Interest forgiven.................................................................... 0 0 0 0 13 7
Disbursements from rescheduling...................................... ..... 0 14 0 0 101 180
Debt stock rescheduled .......................................................... 0 0 0 0 0 0
Debt stock reduction 1..................................0 0 0 0 74 41

Nicaragua
Principal rescheduled............................................................. 112 14 5 121 0 0
Interest rescheduled............................................................... 124 128 18 178 54 30
Principal forgiven................................................................... 0 0 0 0 0 0
Interest forgiven ......... ........................ 0 0 0 0 0 0
Disburesments from rescheduling........................................... 268 370 33 500 54 30
Debt stock rescheduled.......................................................... 31 180 8 2 00 0 0
Debt stock reduction '................................. 0 0 0 0 0 0

Panama
Principal rescheduled............................................................. 221 369 0 0 0 0
Interest rescheduled............................................................... 0 0 0 0 0 0
Principal forgiven................................................................... 7 0 2 0 0 0
Interest forgiven.................................................................... 0 0 0 0 0 0
Disbursements from rescheduling........................................... 225 376 0 0 0 0
Debt stock rescheduled.......................................................... a 0 0 0 0
Debt stock reduction ................................. 0 0 0 0 0 0

Source: World Bank, World Debt Tables, 1991-92.
'Reductions through debt conversion schemes.

COUNTRY TRENDS

The primary focus of this essay so far has been on regional
trends. It is useful to complement this analysis with a summary of
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what happened in the individual countries.1 6 As Richard Feinberg
has argued, debt problems differ among these countries, calling for
different strategies for dealing with them.' 7

Costa Rica. When the government of Costa Rica suspended debt
service in July 1981, the amount of the country's external debt was
unknown because resources had been borrowed by a number of dif-
ferent government entities with no central monitoring. Outside
consultants computed a total public external debt of nearly $2.6 bil-
lion as of July 15, 1981, and they estimated that scheduled debt
service, plus payment of arrears on interest and principal, would
total $927 million in the 15 months from October 1981 to December
1982, or about 65 percent of commodity export earnings during this
period.' 8 The import compression required to service this debt fully
would have been politically unsustainable, and traditional debt re-
structuring or some other type of debt relief was clearly in order.

By the end of 1981, interest arrears on the long-term debt had
reached $84 million; a year later they had risen to $228 million. In
1983, the government concluded the first of a series of debt renego-
tiations with its private creditors as well as with its official credi-
tors through the Paris Club.19 Discussions with private banks
during the 1980s were often protracted. The Government came to
look upon extraordinary debt relief as inevitable, and sought espe-
cially favorable terms. The banks, after coming to the same conclu-
sion themselves, wanted to minimize their losses and avoid setting
a precedent for renegotiated terms with large debtors such as
Brazil and Mexico.

Traditional reschedulings, of course, did nothing to lower Costa
Rica's debt, and the capitalization of interest increased the amount
of long-term debt outstanding, as did a modest amount of new bor-
rowing from commercial banks made possible by generally good
macroeconomic policies. But in the second half of the decade inter-
est arrears again became a serious problem, as Costa Rica was
paying only part of its interest obligations in an effort to save for-
eign exchange.for imports to sustain a moderate rate of economic
growth-and in the expectation that the international financial
community would devise some sort of plan for, or at least stumble
into, debt relief on a worldwide basis. Even so, it is worth noting
that Costa Rica's ratio of actual debt service paid to exports be-
tween 1980 and 1990 averaged 30.4 percent, the highest in the
region.20 This performance clashes with the notion in some finan-
cial circles that Costa Rica was a deadbeat, and illustrates the se-
verity of its debt burden.

16 Data are from Tables 1-6 unless otherwise indicated.
1 Feinberg, Richard. "Central American Debt: Genuine Case-by-Case Studies," in Central

American Recovery and Development: Task Force Report to the International Commission for
Central American Recovery and Development, eds. William Ascher and Ann Hubbard Durham,
N.C.: Duke University Press, 1979. In Feinberg's view, "the industrial nations that manage the
international debt strategy claim to be operating on a case-by-case basis, but in fact a single
basic formula has been applied to all countries across the board," p. 260.

s8 Zuvekas, Clarence, Jr. "Costa Rica: A Review of Macroeconomic Conditions, with Projec-
tions to 1985," [prepared for USAID/Costa Rica], September 12, 1981.

19 Major reschedulings with both commercial-bank and Paris Club creditors occurred in 1983
and 1985, and additional Paris Club agreements were reached in 1989 and 1991.

20 Even during 1986-89, when interest arrears climbed from $13 million (at the end of 1985) to
$385 million (at the end of 1989), the debt service/exports ratio averaged 24.8 percent, and net
transfers on debt averaged -$240 million.
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In late 1989, after a long period of negotiations, Costa Rica
reached a debt relief agreement with its commercial-bank creditors
under the umbrella of the Brady Plan.2 I The details of the agree-
ment are described in the next section.

Costa Rica's economy, despite large debt-servicing payments,
grew at an average annual rate of 4.0 percent between 1982 and
1991. This growth was facilitated by improved macroeconomic poli-
cies (including a large real depreciation of the exchange rate), a
rapid expansion of nontraditional exports, and significant economic
assistance from the U.S. government.

El Salvador. El Salvador's external debt remained relatively
modest by Latin American standards throughout the 1980s. After
rising from $911 million in 1980 to $1,740 million in 1983, it grew
rather slowly to $2,132 million in 1990. The share owed to private
creditors peaked at 16 percent in 1983, then fell to an average of 7
percent during 1986-90. The debt/GNP ratio peaked at 49 percent
in 1985, then fell to 40 percent in 1990. Interest arrears did not
appear until 1985 and were never large. Only a modest amount of
debt was restructured.

Debt service, peaking at 23 percent of exports during 1984-87,
was facilitated by large inflows of remittances and of grant assist-
ance from the U.S. government. Even though net transfers on debt
were negative for all but one year between 1985 and 1990, these
net outflows (an average of -$56 million) were not as great as in
some other Central American countries.

Improved economic policies, and better prospects for peace, boost-
ed the GDP growth rate from an anemic 1.6 percent a year be-
tween 1982 and 1989 to 3.4 percent in 1990 and 3.5 percent in 1991,
even with depressed prices for coffee, El Salvador's principal
export.

Guatemala. Historically a country with conservative fiscal, mone-
tary, and debt-management policies, Guatemala responded to the
economic difficulties triggered by the second oil-price shock by sig-
nificantly increasing its fiscal deficit to an average of 5.4 percent of
GDP during 1980-82. While most of the deficit was financed inter-
nally, external financing also increased. The total external debt
rose from $1,166 million in 1980 to $2,654 million in 1985. The
share of the long-term external debt borrowed from private credi-
tors jumped from less than 3 percent in 1980 to nearly 41 percent
in 1984. Servicing of this debt, requiring less than 8 percent of ex-
ports in 1980, became burdensome at an average of nearly 28 per-
cent between 1984, and 1988. Interest arrears began to accumulate
in 1984, and by the end of 1990 amounted to $198 million, including
arrears to the World Bank and the Inter-American Development
Bank (IDB). Net transfers on debt turned negative in 1986 and
were especially large (-$309 million) in 1987. A modest amount of
debt was rescheduled.

Economic policy has been erratic since 1985, and a stand-by ar-
rangement negotiated with the IMF in late 1988 soon became inac-
tive due to noncompliance. Still, policy was on the whole better
than in the first half of the decade, and between 1986 and 1991 the

21 See: "The Costa Rican Debt Accord: Lessons and Implications," by Sylvia Saborio, else-
where in this volume.
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GDP grew at an annual rate of 3.5 percent. There was very little
growth in the external debt between 1985 and 1990. Interest ar-
rears are now being reduced.

Honduras. Honduras' external debt had increased sharply before
the second oil price shock, from $360 million in 1975 to $1,165 mil-
lion by 1980. It then rose inexorably through the next decade,
reaching $3,480 million in 1990, or 141 percent of GNP. Interest ar-
rears appeared as early as 1981 and by 1987 exceeded $100 million.
The great bulk of the external debt was owed to official creditors,
with the share owed to private creditors falling from 28 percent in
1980-82 to 15 percent in 1988-90. During 1986-90, debt service ac-
tually paid averaged 30.5 percent of exports even as interest ar-
rears rose.

Honduras postponed major economic reforms until 1990. The
fiscal deficit averaged almost 9 percent of GDP between 1980 and
1990. Net transfers on debt turned negative in 1986, but the nega-
tive flow averaged a modest -$56 million a year before reaching
-$183 million in 1990. These outflows were offset by large inflows
of U.S. assistance, which facilitated GDP growth averaging 3.4 per-
cent a year between 1983 and 1989. GDP remained virtually un-
changed in 1990, as long-delayed policy reforms began to be imple-
mented, then grew by 2.2 percent in 1991.

A major event in 1990 was the clearance of approximately $250
million in interest and principal arrears to the IMF, World Bank,
IDB, and one bilateral creditor. This action-made possible by ex-
ternal loans and grants-gave Honduras renewed access to the re-
sources of these institutions. Improved economic policies have also
permitted debt relief from the U.S. government and favorable re-
scheduling terms for official bilateral debt under the Paris Club
(see below).

Nicaragua. As early as 1980, Nicaragua's debt/GNP ratio, at 112
percent, was the highest in Central America. By 1986, it had
reached 247 percent, reflecting both a sharp increase in external
indebtedness and a significant drop in GDP. Although the World
Bank does not publish debt/GDP ratios for subsequent years, the
figure clearly rose as additional indebtedness accumulated-inter-
est arrears alone rose from $455 million in 1986 to $1,696 million in
1990-and GDP continued to fall. The cumulative decline in GDP
between 1981 and 1991 was 21 percent.

By the end of 1990, Nicaragua's total external debt outstanding
was nearly $10.5 billion. So little of its debt-service obligations were
actually being paid that the debt-service ratio on a much reduced
level of exports was down to a mere 4 percent in 1989-90.

With the change of government in 1990, economic policies began
to improve, especially when a major stabilization program was in-
troduced in March 1991. This facilitated external assistance to
enable Nicaragua to clear its arrears with the World Bank and the
IDB and to negotiate a stand-by arrangement with the IMF. In De-
cember 1991, Nicaragua concluded a favorable debt-rescheduling
agreement with its Paris Club creditors (see below). In addition, ne-
gotiations with Mexico and Venezuela reduced Nicaragua's debts to
these countries ($1.1 billion and $243 million, respectively) to 5 per-
cent of face value.
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Panama. By 1980, Panama was already a heavily indebted coun-
try, with a total debt outstanding of nearly $3.0 billion, equivalent
to 92 percent of its GNP. Its per capita debt of $1,520 was the high-
est in the region. By the end of a turbulent political decade, the
external debt had reached almost $6.7 billion (152 percent of GNP),
including interest arrears of $1.0 billion and $1.4 billion of other
short-term debt. Of the $4.0 billion in long-term public debt out-
standing, 62 percent was owed to private creditors. Net transfers
on debt were negative in most years between 1980 and 1990, and
were especially large in 1986 (-$362 million) and 1990 (-$221 mil-
lion).

Economic policy since 1980 has been erratic, with occasional
bursts of policy reform interspersed with periods of fiscal laxity. Al-
though the economy is open in many respects, including the use of
the U.S. dollar as the country's currency, Panama continues to pro-
tect its small manufacturing and agricultural sectors more than
any of its neighbors in Central America. Despite economic policy
shortcomings and political travails, the GDP in 1991 was higher
than in 1980. The average annual GDP growth rate of 1.6 percent,
however, lagged behind the annual population growth of 2.2 per-
cent.

In November 1990, Panama reached an agreement with its offi-
cial bilateral creditors for rescheduling debt-servicing arrears
through the Paris Club. In February 1992, having adopted a major
economic policy reform program, it received external assistance to
help clear about $640 million in principal and interest arrears to
the international financial institutions. A stand-by arrangement
was approved by the IMF. Negotiations with commercial-bank
creditors were expected to begin later in 1992.

NEW FORMS OF DEBT RELIEF

Apart from the traditional commercial-bank and Paris Club debt
restructurings discussed above, Central American countries have
been able since the late 1980s to take advantage of one or more
programs offering debt relief through discounted debt buybacks,
more favorable reschedulings on official bilateral debt through the
Paris Club, and debt forgiveness and other benefits under several
U.S. government initiatives. Costa Rica, Guatemala, and Honduras
have also been able to retire a modest amount of external debt
through other swap mechanisms.

The Brady Plan. U.S. Treasury Secretary Nicholas Brady pro-
posed, in an address to a conference at Bretton Woods on March
10, 1989, that the Baker Plan of October 1985 22 be augmented by a
menu of options including debt-for-debt swaps under which poor-
quality debt would be exchanged for new, higher-quality debt with
a lower face value and/or lower interest rates, with the World
Bank and IMF replenishing foreign exchange used by debtor coun-

22 The Baker Plan was announced on October 8, 1985 by then U.S. Treasury Secretary James
A. Baker III at the joint IMF-World Bank annual meeting in Seoul. Its key elements-continued
under the Brady Plan-were: (1) structural policy reforms by debtor countries to promote more
rapid economic growth; (2) significant new financing for developing-country debtors from both
commercial banks and official lenders; and (3) case-by-case solutions to developing-country debt
problems. The Baker Plan was unduly optimistic about the amount of financing likely to be
forthcoming, especially from commercial banks.
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tries for debt buyback operations. 23 Such funding from the interna-
tional financial institutions, of course, would be contingent on a
country's following sound programs of stabilization and structural
adjustment. Moreover, these institutions could be expected to pro-
vide only part of the development finance needed by developing
countries. Increased domestic savings would also have to play a
major role, as would direct foreign investment, international cap-
ital markets, and the return of flight capital.24 Access to these
sources of financing, too, would require sound economic policies in
recipient countries.
* Costa Rica is the only Central American country to have reached
an agreement with its commercial-bank creditors under the Brady
Plan.2 5 Under that agreement, made in November 1989 and cover-
ing $1.6 billion in debt (including $366 million of past-due interest),
Costa Rica bought back $990 million in debt in May 1990 at a cost
of $158 million (16 percent of par value); the balance was ex-
changed at par for bonds with interest rate of 6.25 percent. This
operation lowered Costa Rica's total debt outstanding from $4.6 bil-
lion at the end of 1989 to $3.8 billion at the end of 1990, and its
debt/GNP ratio fell from 95 percent to 69 percent. Although the
debt-service/exports ratio in 1990 was 24 percent, and net transfers
on debt were -$315 million, the buyback operation greatly im-
proved Costa Rica's debt status.

Paris Club. The major industrial nations (the "Group of Seven"),
at their July 1990 economic summit in Houston, agreed that the
Paris Club should offer special debt relief arrangements to lower-
middle-income countries that were severely indebted (with debt/
GDP ratios of more than 50 percent) but not so poor as to qualify
for the more generous "Toronto terms" offered to sub-Saharan Af-
rican countries in the fall of 1988.26 Among the Central American
countries, El Salvador and Honduras have negotiated bilateral debt
reschedulings on these terms, which extend repayment periods to
20 years with a 10-year grace period for Official Development As-
sistance (ODA) and to 15 years with 8 years of grace for non-ODA
loans.2 7

In December 1991 Nicaragua became the first country to renego-
tiate its debt with the Paris Club creditors under the so-called
"Trinidad terms." This had the effect of reducing debt service in

23 Both the Baker and Brady Plans are discussed in Truman, Edwin M. "U.S. Policy on the
Problems of International Debt," Federal Reserve Bulletin, v. 75, November 1989. p. 727-735.
The author was then Staff Director, Division of International Finance, Board of Governors of
the Federal Reserve System.

24 The importance of these other resources is emphasized in Truman, op. cit.
25 Other Latin American countries for which Brady Plan arrangements have been negotiated

are Chile, Mexico, Uruguay, Venezuela, Argentina, and, most recently, Brazil.
25 The Toronto terms take their name from proposals to the Paris Club made by the Group of

Seven at their 1988 summit meeting in Toronto. Three options were offered: debt reduction, ex-
tended maturities, or concessional interest rates. Countries eligible for IDA-only assistance for
the World Bank, and having IMF adjustment programs, are eligible for Toronto terms. See Wil-
liam B. Milam, "Strategy for an LDC Debt Workout: A U.S. Perspective," Current Policy No.
1100, U.S. Department of State, August 1988) for a brief summary of the Toronto terms. The
author was then Deputy Assistant Secretary of State for International Finance and Develop-
ment.

27 Through mid-1991 Congo, Morocco, and Nigeria also benefited from such reschedulings. See:
U.S. Department of State. "Gist: Developing Country Debt," US Department of State Dispatch,
July 29, 1991, p. 557.
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half during 1992-94 and could lead to a reduction in the debt stock
($750 million) at the end of this period.

Section 572. Section 572 of the Foreign Operations Appropria-
tions Act of 1989, which took effect in Fiscal Year 1990, permitted
eligible poor countries to service their Development Assistance and
ESF debts to the U.S. government in local currency, and also pro-
vided for complete debt forgiveness. Sub-Saharan African and other
relatively least developed countries were eligible if they had IMF
and World Bank adjustment programs and were in compliance
with the conditionality for at least one of these programs. Hondu-
ran debts to the United States of $325 million, and Nicaraguan
debts of $262 million, were forgiven under Section 572 in Septem-
ber 1991.

Enterprise for the Americas Initiative (EAI). The EAI, announced
by President Bush in June 1990, offers Latin American and Carib-
bean countries benefits in the areas of trade, investment, and debt
relief. To be eligible for the debt-relief provisions of the EAI, coun-
tries must adopt stabilization and structural adjustment programs
(generally with IMF and World Bank support), liberalize their in-
vestment regimes (to the extent needed to become eligible for an
IDB investment sector loan), and, if appropriate, negotiate agree-
ments with their commercial-bank creditors.2 8

The EAI proposed that relief be granted on both concessional
(A.I.D. loans and PL-480 food aid) and nonconcessional (Export-
Import Bank loans and Commodity Credit Corporation food sales)
debt, the latter through swap mechanisms. Nonconcessional debt
owed to the United States by the Central American countries is
relatively small, amounting to only $55 million at the end of 1990.
Concessional debt, however, totalled nearly $2.2 billion in the
spring of 1991. (See Table 7). As of July 1992, Congress had author-
ized EAI relief only for PL-480 debt.

TABLE 7. Concessional Debt Outstanding from Central America
to the U.S. Government.

(in millions of dollars)

AID PL-480 Total

Costa Rica 331.1 121.5 452.6
El Salvador 275.3 349.7 625.0
Guatemala 175.6 83.8 259.4
Honduras 321.4 96.3 417.7
Nicaragua 205.2 17.5 222.7
Panama 183.3 0.0 183.3
Total 1,491.9 668.8 2,160.7

Source: U.S. Agency for International Development. The AID data are as of
March 31, 1991; the PL-480 data as of May 31, 1991.

28 For a brief summary of the EAI, see U.S. Department of State, Bureau of Public Affairs.
"Gist: Enterprise for the American," February 18, 1992.
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Under the EAI program for concessional debt, the stock of debt
outstanding would be significantly reduced, the amount of the re-
duction depending on the situation in individual countries. Pay-
ments on this smaller debt would be applied to retirement of prin-
cipal. In the medium term, annual principal payments might not
be reduced by much, since the smaller debt would be repaid over a
shorter period of time. Over the long run, however, debt relief
would be substantial.

EAI beneficiaries negotiating environmental agreements with
the United States may make interest payments on their renegotiat-
ed debt in local currency, to be deposited into a country environ-
mental fund managed by a commission whose members would com-
prise representatives of the U.S. government, the debtor govern-
ment, and non-governmental organizations from the country in
question. Environmental agreements were signed with Bolivia and
Jamaica in 1991 and Chile in 1992, but not yet with any of the Cen-
tral American countries.

Section 411. PL-480 debt relief was also made available to low-
income countries, with less stringent conditionality, under the pro-
visions of Section 411 of the Agricultural Trade Development and
Assistance Act of October 1990.29 Honduras ($109 million) and
Nicaragua ($25 million) have received debt forgiveness under this
legislation.

Debt Swaps. In August 1986, Costa Rica experimented briefly
with a debt-for-equity swap program, authorizing a maximum of
$180 million in these types of conversions with the objective of
stimulating investment in export enterprises and other priority
economic activities. The program was terminated at the end of the
year, with $123 million in debt having been converted to equity in-
struments. A well-informed evaluation of this program concludes
that its balance-of-payments impact was difficult to determine; its
net fiscal impact was probably negative; and the expansionary
monetary impact was such that limiting its size was a good idea.3 0

Beginning in 1987, swaps were limited to small debt-for-develop-
ment programs, mainly of the debt-for-nature variety. Between
1987 and 1990 Costa Rica retired debt with a face value of $86 mil-
lion through this mechanism, far more than any other country in
the world, but still only about 2 percent of its total external debt.

Elsewhere in Central America, Honduras has used a debt-swap
program since 1987 to retire about $150 million in commercial
bank debt through debt-for-equity and other types of exchanges. In
Guatemala, stabilization bonds held by nonresidents were resched-
uled into long-term securities denominated in either quetzales or
dollars and held mainly by residents.

29 Section 411 benefits are available to low-income countries eligible for placement on the
World Bank's Civil Works Contracting Preference List, or food-deficit countries eligible for Title
III food aid from the U.S. Government.

so Rodriguez, Ennio. "Reconversi6n de deuda y desarrollo en el caso de Costa Rica," in Conver-
sion de deuda externa y financiacibn del desarrollo en America Latina, eds. Roberto Bouzas and

Ricardo Ffrench-Davis, Buenos Aires: Grupo Editor Latinoamericano, 1990. p. 97-124.
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THE OUTLOOK FOR THE 1990S

Central America's debt problems remain significant. Table 8
shows that projected net annual transfers on the existing debt, as-
suming no change in the pattern of debt-servicing obligations after
1990, would average -$2.2 billion during 1991-94 before falling to
-$1.8 billion in 1995-97 and -$1.2 billion in 1998-2000. Nicaragua
is by far the most burdened country, both in terms of absolute
amounts (about -$985 million in 1991-93, before subtracting
actual and prospective relief in these years) and the size of its
burden relative to GNP. Panama's net outward transfers would be
heavy early in the period (about -$405 million annually in 1991-
93) but light at the end. The projected net outflow in Costa Rica
remains roughly constant at an annual average of about -$330
million. Honduras' outward transfers, temporarily eased in 1991,
average about -$285 million a year for the rest of the decade-
much more of a burden relative to the size of its economy than
Costa Rica's. Guatemala and El Salvador, as would be expected,
have relatively modest (but far from painless) projected net out-
flows.

There is good reason to believe that the easing of the debt
burden now under way in Central America should continue during
the course of the 1990s. Debt relief, or at least old-fashioned re-
scheduling, will clearly still be needed in some countries, and a va-
riety of mechanisms for providing this relief are now in place. Im-
proved economic policies throughout the region, and the end of
most of the armed conflicts, should be reflected in higher GDP
growth rates due to better resource allocation alone. The prospects
for nontraditional exports-already growing rapidly 31-should
remain bright, especially if progress continues to be made toward a
North American Free Trade Area (NAFTA). This would offset the
gloomy outlook for primary commodity prices and the possible loss
of some banana sales in the European Community (EC) market.

While commercial banks are not likely to lend much to Central
America in the 1990s, the region's need to borrow externally to
support a given growth rate should diminish. Better economic poli-
cies should raise both public and private savings-a trend already
under way in some countries. They will also encourage private cap-
ital inflows, for both direct and portfolio investment. In addition,
good economic policies will facilitate continued access to the inter-
national financial institutions, although perhaps not at the high
levels hoped for in some circles.

Sound economic policies in the industrial countries would also
benefit Central America, e.g. by raising demand for the region's
traditional as well as nontraditional exports, creating additional
export opportunities through further trade liberalization, and keep-
ing nominal interest rates relatively low by controlling inflation.

3I Central America's nontraditional manufactured and agricultural exports to the UnitedStates rose from $328 million in 1983 to $1,674 million in 1991, an annual growth rate of 22.6percent (U.S. Department of Commerce, Imports for Consumption, Customs Value). Most of the1991 exports were from Costa Rica ($723 million) and Guatemala ($441 million). Nontraditionalexport growth rates have accelerated recently in Honduras and El Salvador. These figures in-clude the full value of assembled goods and thus overstate the importance of nontraditional ex-ports to the Central American economies; but the strong upward trend is impressive.



TABLE 8. Projected Net Transfers on Outstanding External Debt, 1991-2000.

(millions of dollars)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Costa Rica-Balance .................... - 331 -282 -303 - 345 - 362 -362 -361 - 332 - 314 -292
Disbursements .................... 242 223 159 111 71 40 21 4 3 1
Principal ........ ............ 372 -314 - 274 - 275 - 264 - 247 -241 -209 - 204 -193
Interest............................................... -201 -191 -188 -181 -169 -155 -141 -127 -113 -100

El Salvador-Balance .................... - 93 -131 -148 -224 -151 -137 -134 -132 -131 -125
Disbursements .................... 97 88 59 28 15 9 3 0 0 0
Principal ........ ............ -114 -133 -128 -179 -104 - 89 - 84 - 81 - 85 - 83
Interest............................................... - 76 - 86 - 79 - 73 - 62 - 57 - 53 - 51 -46 - 42

Guatemala-Balance ..................... -197 -183 -253 - 261 - 239 -219 -214 -177 -133 -125
Disbursements .................... 179 167 115 79 48 26 17 9 6 2
Principal ........ ............ -247 - 230 - 261 - 249 - 210 -181 -177 -142 -103 - 97
Interest............................................... 129 -120 -107 -91 -77 -64 - 54 -44 -36 -30

Honduras-Balance ................ -.... 110 - 242 - 290 -304 -309 -311 -303 - 286 -267 -236
Disbursements .................... 243 139 75 41 15 6 1 0 0 0
Principal ........ ............ -200 - 211 - 206 -199 -190 -195 -194 -190 -183 -164
Interest............................................... -153 -170 -159 -146 -134 -122 -110 -96 -84 -72

Nicaragua-Balance .................. .. -1,143 - 980 - 830 -666 - 587 - 500 -422 -384 - 312 -231
Disbursements .................... 45 16 6 3 1 0 0 0 0 0
Principal ........ ............ - 927 - 785 - 650 - 514 -431 - 366 - 307 - 285 - 228 -159
Interest............................................... - 261 - 211 -186 -155 -157 -134 -115 - 99 - 84 - 72

Panama-Balance .............. ...... -442 -421 -355 - 301 - 252 -229 -202 -97 - 80 - 74
Disbursements .................... 16 12 9 8 7 6 5 3 2 0
Principal ........ ............ - 310 -310 - 264 - 230 -197 -188 -175 - 77 - 64 - 60
Interest ....... ............. -148 -123 -100 - 79 - 62 - 47 -32 - 23 -18 -14

Central America-Balance ............ -2,316 - 2,239 - 2,179 -2,101 -1,900 -1,758 -1,636 -1,408 -1,237 -1,083
Disbursements ............ 822 645 423 270 157 87 47 16 11 3
Principal ............ -2,170 -1,983 -1,783 -1,646 -1,396 -1,266 -1,178 -984 -867 -756
Interest............................................... - 968 - 901 - 819 - 725 - 661 - 579 - 505 -440 - 381 - 330

Source: World Bank, World Debt Tables, 1991-92.
Excludes projected new borrowings; does not reflect any changes in repayment patterns due to rescheduling or other factors that

may have occurred after 1990.
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This is an optimistic scenario, of course, not a projection. Within
the region, it could be dashed by such factors as a resumption of
political turmoil or the revival of populist economic policies. Exter-
nally, the specter of protectionism is still in the picture. Success in
the GATT and NAFTA negotiations cannot be taken for granted,
and the impact on Central America of the new EC 92 arrange-
ments remains unclear. Nevertheless, there are good reasons for
believing that the 1990s can be a much better decade for Central
America than the 1980s.
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INTRODUCTION

In May 1990, Costa Rica concluded an agreement with its com-
mercial creditors, which is by far the most successful debt reduc-
tion package reached to date under the Brady Plan. Because there
are important policy lessons to be learned from that experience,
and because a clear understanding of the forces at play is crucial
in assessing negotiation results, the following account focuses not
so much on the agreement actually reached as on the negotiation
process itself. Before dwelling on the specifics of the Costa Rican
case, however, certain key elements which constitute the essential
parameters of any negotiation are briefly reviewed.

THE CAST, THE SETTING

The first general point to bear in mind is that a commercial debt
negotiation is not, ordinarily, a strictly bilateral affair between a
debtor country and its creditor banks. Typically, four main players
are involved:

Debtor countries. While negotiations are conducted on a case-by-
case basis, fear that precedents set in one case might spill over to
others, effectively injects other debtors into the proceedings. For all
intents and purposes, their presence is as real as if they were right
there, sitting at the table.

Creditor banks. A country typically does not negotiate with all
its creditor banks (which may number several hundred) but with a
select group of them: its Bank Advisory Committee. During the ini-

* Ms. Saborio, on special leave from the Overseas Development Council, is currently serving
as Senior Advisor to the Government of Costa Rica and the U.S. Agency for International Devel-
opment under the Reform of the State Pr`gam. From 1986-1989, she was Costa Rica's resident
financial representative in Washington and a member of that country's debt negotiating team.
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tial years of the crisis, since the banks acted as a cartel, the matter
of representation was not an issue. Over time, important rifts de-
veloped between regional and money center banks and between
U.S., European, and Japanese banks, reflecting differences both in
bank corporate strategies towards individual debtors and in the ac-
counting, tax, and regulatory environment in which banks operate.
Accordingly, committees have been torn by internal dissent and by
charges that they do not adequately represent the interests of the
universe of banks. In order to break deadlocks, negotiators often
have had to by-pass the advisory committee structure altogether,
both to reach higher levels of management in banks within the
committee and to consult banks outside the committee.

World Bank/International Monetary Fund (IMF). Collectively,
their role in the debt workout process has been to design and en-
force "appropriate" economic reform packages for debtors, provide
financial support for such stabilization and structural adjustment
processes, and act as catalysts for funds from other sources. Under
the Brady Plan, the international financial institutions (IFIs) have
also become the main vehicles through which official resources in
support of debt and debt service reduction schemes are channeled.
The mediating role of these institutions-particularly the IMF-is
crucial to the outcome of most debt negotiations. And yet, over
time and across countries, IFI involvement in debt matters has
lacked both consistency and predictability, largely as a result of
conflicting mandates from shareholders, institutional in-fighting
and differences of opinion between staff, management and the re-
spective Boards as to how to deal with individual cases.

Industrial-country governments. Their first and foremost concern
throughout the debt crisis has been to avert the collapse of the
international financial system. As the systemic risk has declined in
recent years-through increased provisioning and capitalization of
banks and reductions in their exposure via write-downs and sales
of sovereign debt-a rift has developed among industrial govern-
ments concerning the treatment of debtors. The Europeans, in par-
ticular, never keen on the Brady Plan and increasingly preoccupied
with Eastern Europe, have progressively tried to distance them-
selves from Latin America's debt debacle. The United States and
Japan are still engaged but less intensely so, as the systemic risk
continues to recede, the most obvious candidates for Brady-type
treatment are duly processed, other potential "success cases"
become harder to come by, and Eastern Europe moves center stage.

The second point to bear in mind is that the "debt strategy"-
that is, the official views on the debt problem at a particular point
in time-constitutes the essential backdrop of any negotiation.

Since the onset of the debt crisis in 1982, one can distinguish
roughly three stages of official thinking on the subject:

1982-85: Muddle-Through Approach. The debt problem was seen
as a temporary liquidity problem. The prescribed solution involved:
recessive adjustment with severe import compression in debtor
countries + restructuring of existing external obligations + some
additional financing to keep interest payments current. To be sure,
this approach did not solve the debt problem, but to its credit, it
did avert a generalized financial collapse, set in motion actions by
banks that over time strengthened their financial position and
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forced debtor nations to adopt policy reforms that in many cases
were long overdue.

1985-88: Baker Plan. This strategy recognized that the debt prob-
lem was more akin to insolvency than illiquidity, that the mere
reallocation of existing domestic resources towards debt servicing
would be insufficient to fill the gap and that in order to be able to
pay and regain creditworthiness, countries needed to grow. Accord-
ingly, it prescribed: continued adjustment on the part of debtors;
faster growth and enhanced market access in developed countries,
so that growth impulses would trickle down to the debtors through
export expansion; and new lending to ease cash-flow difficulties. In
terms of its stated purpose, the Baker Plan failed miserably: debt-
ors did not grow out of their payments difficulties, creditworthiness
was not restored, and voluntary lending did not resume. On the
other hand, the plan did "buy" additional time for the banks to im-
prove their financial position and further reduce their external vul-
nerability.

1989-present: Brady Plan. This strategy recognized that voluntary
lending to the highly indebted countries was not likely to resume
any time soon and moreover, that in many cases debt levels were
already excessive, so that what was needed was not so much addi-
tional lending as a reduction in the size of the debt and/or in the
stream of debt service payments. It prescribed: continued adjust-
ment on the part of debtors; the pledging of some official resources
through the World Bank/IMF to secure debt and debt service re-
duction in exchange for certain enhancements I on the remaining
bank claims; and new commercial lending.

To date, seven deals have been concluded under the Brady
Plan-Mexico, Philippines (twice), Costa Rica, Nigeria, Uruguay,
and Venezuela-and agreements in principle have recently been
reached by Argentina and Brazil with their creditor banks. Few of
the deals would have come to pass without rather intense involve-
ment on the part of the U.S. Treasury. Even so, the outcomes have
been quite modest. With the exception of the Costa Rican package
which reduced eligible debt by 77.5 percent (in present value
terms), other deals have done little more than provide limited
breathing space to the debtors: Philippines, 14 percent; Venezuela,
22 percent; Mexico, 26 percent; and Uruguay, 46 percent.

COSTA RICA'S DEBT TRAP

Costa Rica's road to over-indebtedness was a well-travelled one:
the country over-borrowed in the 1970s to absorb the oil shocks,
and was then doubly squeezed in the late 1970s and early 1980s by
a severe deterioration in terms of trade, coupled with a sharp in-
crease in interest rates. In addition, at just about that time, the
Central American Common Market virtually collapsed and a wave
of political instability began to sweep the region. By late 1981,
having run out of reserves and credit, the country had little choice
but to declare a moratorium on all external payments.

I Such enhancements might take the form of a collateral on the principal and/or partial guar-
antees on interest payments. In any case, the purpose is to reduce the risk to the bank associat-
ed with the remaining claims on a particular debtor.
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Soon thereafter, the nation set to the task of restructuring its do-
mestic economy and restoring its external financial relations.
Through drastic internal adjustment measures, within two years,
the free fall in income was halted, both the fiscal and current ac-
count deficits were cut back by about two-thirds (from around 15
percent of gross domestic product [GDP] to less than 5 percent),
and the annual rate of inflation was rolled back from a peak of
nearly 100 percent to a more manageable 12 percent. Meanwhile,
two Stand-by Agreements were signed with the IMF (1983, 1985), a
Structural Adjustment Loan was negotiated with the World Bank
(1985), and the country went through two rounds of Paris Club res-
chedulings (1983,1985) and two rounds of conventional commercial
debt restructurings (1983, 1985).

The 1983-1985 period was, thus, an era of virtually continuous
debt negotiations and, at the end of the day, there was little to
show for it: the country had managed, barely, to stay current with
its multilateral obligations, but it was falling into arrears with
other creditors practically before the deals were even signed, and
some accords never got implemented.

The year 1986 was the turning point. When Oscar Arias came to
power in May of that year, he instructed his economic team to
search for a comprehensive, long-term solution to the debt problem,
compatible with the country's capacity to pay and development ob-
jectives.

Arias may, or may not, have fully realized the implications of his
mandate, but the team entrusted with that task certainly did not
anticipate the difficulties involved, or the fact that it would take
nearly four years to deliver on that request!

THE QUEST FOR A DEBT SOLUTION

In principle, Costa Rica's debt problem should have been easy to
solve: in absolute terms, Costa Rica's public external debt was quite
small-around $4 billion-of which only about $1.5 billion was
owed to commercial banks. In relative terms, however, the debt
burden was clearly unsustainable: at the time (end 1985) the stock
of external debt was roughly the same as the country's GDP and
three and one-half times the value of its exports. Interest payments
alone (on a contractual basis) would have absorbed some 7-8 per-
cent of GDP, one-third of export earnings, or the equivalent of
nearly one-half of total domestic savings.

Thus, without doubt, Costa Rica urgently needed a significant re-
duction of its debt overhang. Moreover, having undergone drastic
internal adjustment, the country also felt that it deserved some
measure of debt relief. So, why was it so difficult to work out a
deal? It was partly a matter of size and partly a matter of timing.

Small may be beautiful, but it doesn't carry much weight, either
with the banks, the IFIs or Washington officials.

From the point of view of the banks, Costa Rica was mainly a
"nuisance" case that they would rather not take on at all. It could
neither make them nor break them, and yet, it posed a conundrum:
a "conventional" solution was out of the question, both because the
banks refused to put up new money, given the existing debt over-
hang, and because the Costa Rican government had made it clear

57-035 0 - 93 - 9
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that it was looking for ways to reduce the debt, not increase it. On
the other hand, a "non-conventional" approach to actually reduce
debt payments seemed unthinkable at the time, not because the
banks could not afford it-they clearly could in this case-but out
of fear that it would set an ominous precedent for their negotia-
tions with other, larger debtors. Indeed, the specter of Brazil,
Mexico and Argentina was never far away from these delibera-
tions.

Official Washington was, likewise, reluctant to get involved. Debt
strategy has been driven, primarily, by the need to safeguard the
integrity of the international financial system, not to solve individ-
ual debtor's problems. Nevertheless, because of their systemic
impact, much time and energy has been spent rescuing the big
debtors and making sure their crises do not overlap. On the other
hand, smaller debtors have tended to be neglected, since they nei-
ther pose challenges of systemic proportions, nor constitute the
yardsticks against which the success of the strategy is measured.
Only through considerable persistence and ingenuity was Costa
Rica able, from time to time, to get on the policy agenda.

With the IFIs, the issue was not so much a matter of neglect
since, after all, they are compelled to pay attention to all their
member countries. For them, Costa Rica posed a thorny policy
challenge.

During the initial years of the crisis, the IFIs, as a matter of
policy, refused to enter into agreements with debtor countries that
were not current in their obligations to commercial banks, serving,
in effect, as "collecting agencies" for the banks.

Beginning in mid-1986, as part of its new debt initiative, Costa
Rica quietly began making only partial payments on its external
debt, as its foreign exchange availability allowed. As a result, ar-
rearages began to build up.

By late 1987, after a year of fruitless talks with the banks, Costa
Rica challenged the IMF to formalize a "shadow" program under
whose guidelines it had been acting and with which it was in full
compliance, except for the arrears. It argued that, having done ev-
erything under its control, and having sought in good faith-but
without success-an agreement with the banks, the country should
not be penalized for the failure, since it obviously could not force
the banks into a deal.

The ensuing debate sent shock waves through the system. The
IMF's eventual consent marked a turning point in Costa Rica's re-
lationship with the banks, for by legitimizing the arrears, it altered
the balance of power in the negotiations. 2

The IMF's decision also had an immediate impact on Costa
Rica's relations with the World Bank. As part of its overall financ-
ing plan, Costa Rica had negotiated a structural adjustment pro-
gram with the World Bank, with assurances from high ranking of-
ficials at the Bank that approval of the loan would not be explicitly
conditioned on an agreement with the commercial banks, but only
on the customary Stand-by Arrangement with the IMF. This

2 That this policy reversal at the IMF has fundamentally altered the debtor/creditor relation-
ship is amply acknowledged in a publication by the Institute of International Finance, Inc., Debt
Strategy: Arrears Are Not The Way, Washington, May 1990.
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seemed like a safe and ingratiating promise for the Bank to make,
on the premise that the IMF would never go ahead with a Stand-by
Arrangement without a commercial bank accord. When the IMF
did precisely that, the Bank attempted, in various and sundry
ways, to go back on its commitment. As a result, the Bank did not
formally rescind the Structural Adjustment Loan agreement, but it
did find numerous mechanisms to delay the loan disbursements.

As these incidents suggest, another important reason for the
delay in reaching a debt accord was that Costa Rica was ahead of
the times and had to play a pioneering role in changing official
views on the issues.

Back in 1986, when Costa Rica proposed that the only way to
attain a durable solution to its debt problem was through some
measure of debt reduction, coupled with a restructuring of the re-
maining obligations in a manner compatible with the country's ca-
pacity to pay, it was considered anathema by all concerned. Later
on, of course, such a proposition became the cornerstone of the
Brady Plan!

In time, the pieces began to fall in place, laying the foundation
for a workable compromise. The banks accepted the notion of debt
reduction-the question was how and how much-provided that no
new money from them would be required and that Costa Rica be
somehow penalized for having built up a sizeable amount of inter-
est arrears. Costa Rica accepted penalty on arrears, though not
their pre-payment, and agreed not to seek new bank financing, pro-
vided that the reduction of its debt burden were deep enough. The
IFIs mediated as "arbiters" of how much debt reduction was neces-
sary, and as contingent "guarantors" of some provisions of the
agreement. Finally, the U.S. Treasury played a crucial role in
steering everyone towards a compromise on the eve of the October
1989 Hemispheric Summit of Heads of State in San Jose. President
Bush was to attend the meeting which featured debt-along with
development, democracy, disarmament, drugs, and deforestation-
as the main items in the agenda, and the White House thought it
would be a splendid idea to mark the occasion with a breakthrough
in the debt stalemate of the host country.

THE DEBT AGREEMENT

The agreement was finally reached in November 1989 and signed
on May 5, 1990 (two days before the end of the Arias administra-
tion), with the following terms:

1) It covered total commercial bank debt: $1.8 billion, including
some $366 million in interest arrears, held by some 220 banks. U.S.
banks held about a third of the claims, and European banks an-
other third.

2) It contained two sine qua non conditions (Costa Rica's): a) that
at least 95 percent of the claims participate in the transaction (to
minimize free-riding); and b) that at least 60 percent of the debt be
tendered in the cash repurchase option (to guarantee a minimum
amount of debt reduction).

3) It was a debt and debt/service reduction package only, with no
new money provisions. The agreement offered banks two options: a)
a cash repurchase of their claims at 16 cents/$1.00; or b) a debt ex-
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change of the unrepurchased claims, as follows: i) banks tendering
at least 60 percent of their total individual claims were entitled to
exchange their unrepurchased claims for "A" bonds, at par, 6.25
percent interest, 20 years maturity/10 years grace, unsecured but
with an 18-month rolling interest guarantee; ii) other banks were
entitled to "B" bonds, at par, 6.25 percent interest, 25 years matu-
rity/15 years grace, without collateral or interest guarantee.

4) Past Due Interest. Interest arrears were recognized as separate
claims; 20 percent would be paid in cash upon closing, and the bal-
ance could either be tendered at 16 cents per $1.00 or be exchanged
for new instruments at par, at LIBOR plus 13/16, with a 36-month
rolling interest guarantee, to be amortized over 15 years on a mort-
gage-like schedule.

5) Value Recovery Clause. The agreement contains a formula for
raising bond yields in keeping with the country's rising ability to
pay over time. The provision kicks in once real GDP exceeds 120
percent of 1989 GDP, is linked to the difference between the ratio
of total interest payments to GDP in a given year and that same
ratio in 1990, and has an upper limit on the amount that can be
recaptured in any given year.

6) Debt Conversion Feature. $100 million worth of claims could be
converted over 5 years to cover the local cost of investment projects
for exports and tourism. The scheme gives preference to "A"
claims and is to be effected through an auction process.

OUTCOME

Of total outstanding claims, some 63 percent were repurchased at
16 cents per dollar of face value, around 17 percent were ex-
changed for "A" bonds, and some 18 percent were exchanged for
"B" bonds. Free-riding was minimal, about 1 percent. The total up-
front cost of the transaction was $226 million, required to finance
the cash buyback, the down payment on the arrears and the guar-
antees on "A" bonds and past due interest claims. The financing
came from Costa Rica's own reserves ($43 million), and official
credits ($183 million), including bridge loans from Mexico, Venezu-
ela, and the United States. Remarkably enough, neither the IMF
nor the World Bank provided financial support for the deal. It is
unconscionable that these institutions would have been willing to
jeopardize a deal their own staff had helped to craft and they knew
to be in the best interest of the country, so as to have more lever-
age over the incoming administration.

In present value terms, net debt reduction amounted to $1.08 bil-
lion, 3 or nearly 60 percent of the commercial debt outstanding
prior to the deal. In terms of cash flow, the accord represented a
net savings to the country equivalent to 73 percent of its previous
contractual obligations to the commercial banks. This, however, did
not translate into significant additional financial relief to Costa
Rica, given that the country had been paying, on average, only
about a third of its commercial debt servicing obligations in the
years preceding the agreement. What the arrangement essentially

3 In present value terms, the gross reduction in commercial claims was $1.23 billion, equiva-
lent to 67 percent of the outstanding claims. However, $151 million new resources had to be
borrowed from official sources to finance the transaction.
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did was validate de jure, the cash flow relief that Costa Rica had,
de facto, given itself over this period.

The agreement did provide significant benefits to Costa Rica, not
the least of which is that it enabled the country to put the debt
issue behind it and get on with the business of development. None-
theless, Costa Rica's external financial position will remain con-
strained well into the medium term, with little margin to cope
with adversity. In addition, the country's debt structure has
become much more rigid, as a large share of it is now made up of
non-reschedulable, multilateral obligations and other official
claims, and even the remaining commercial obligations, being es-
sentially "exit" bonds, are less amenable to rescheduling.

As far as the banks are concerned, the accord provided them
with an opportunity to rid themselves quickly of Costa Rica's
claims in exchange for cash, and they chose to liquidate in this
manner nearly two-thirds of their claims. The banks also succeeded
in subjecting interest arrears to terms that are much more onerous
than those applicable to the rest of the debt, not only to penalize
Costa Rica, but also to discourage other debtors from resorting to
arrears. They also prevailed in incorporating into the agreement a
debt conversion feature, which the government did not want, but
was prepared to concede. And last, but not least, the value recovery
clause will enable the banks to cash-in on Costa Rica's future pros-
perity.

LESSONS

We set out on these uncharted waters armed only with a clear
sense of purpose and full awareness that Costa Rica s lack of clout
made it imperative that we actively engage in the process as much
the official establishment in Washington, as the banking communi-
ty in New York. Other than that, we did not have a script so much
as a "radar" to try to avoid head-on collisions.

Throughout the negotiations we followed many leads, pursued
many courses, used many tactics, and even pulled a few tricks-but
when all was said and done, what appears to have worked, in retro-
spect, narrows down to a few basic principles that might serve as
guidelines for other heavily indebted, small economies seeking to
negotiate reductions in their commercial bank debt:

1) Make a serious, sustained and credible commitment to eco-
nomic stabilization and policy reform, not only for the sake of
reform itself, but also because in order to generate goodwill and of-
ficial support for your cause-which are essential in order to suc-
ceed-you need a good track record. Thus, before setting out to so-
licit concessions from others, make sure you have done enough do-
mestic adjustment to warrant such external support.

2) Do not politicize the debt issue internally in order to strength-
en your external bargaining position. This may sound counter-intu-
itive, but to do so would actually reduce your room for maneuver.
Whatever you might be tempted to say for domestic consumption is
bound to play very badly abroad. Inflammatory public statements
about what you will or will not do are counter-productive for they
define "success" in terms you are unlikely to attain. If you were in
a position to dictate your conditions, you would not be in this pre-
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dicament in the first place! Likewise, keep the debt issue above the
fray of domestic party politics: it is hard enough to deal with the
banks and the Washington establishment, without having the polit-
ical opposition barking at your heels as well!

3) Avoid confrontation: it is never a good tactic when you chal-
lenge from a position of weakness. Persuasion should be your
weapon of choice. Accordingly, be open to dialogue at all times, not
just with the banks, but with anyone who could conceivably have
anything to do with this matter. Be alert to the notions in vogue at
the moment, so that you can continuously recast your case in those
terms. And, last but not least, be sensitive to the needs of those
from whom you seek help: they are only likely to give it if they see
what is in it for them!

4) Make it clear from the start that you are unable, not unwill-
ing, to pay and, indeed, make the notion of ability to pay the center
of your discussions with the banks. To avoid a situation in which it
is your word against the banks', get the IFIs squarely behind you
as "arbiters" of the concept, making sure enough room for growth
is duly factored in. Be tenacious on this point, for it is crucial to
the outcome. On the other hand, be extremely flexible regarding
the "menu of options" for debt relief. In fact, let the banks do their
own financial engineering, provided they work around your notion
of "ability to pay".

5) Exercise extreme caution in matters of arrears, for both the
banks and the authorities strongly oppose this "anomaly" and will
only tolerate it as a last resort measure. In truth, withholding of
payments may be the only leverage a debtor has with its creditors,
but if used frivolously as a mere negotiating chip, it is bound to
backfire. In resorting to arrears, one has to make a strong case
that there is really no alternative. In that case, the clearance of
the arrears naturally becomes a part of the overall financial pack-
age, rather than a precondition for the negotiation. Having said
that, bear in mind that occasional "goodwill" payments do tend to
help the negotiations along.

6) Finally, recognize that, realistically speaking, net new com-
mercial lending is unlikely to take place, no matter what you do.
Focus instead on deep cuts in debt and debt service payments. This
will also do away with the inherent contradiction of asking the
banks simultaneously to write-down bad loans and offer new cred-
its to the same uncreditworthy customers.

WHITHER THE BRADY PLAN?

While rumors about the demise of the Brady Plan may be prema-
ture, there is no doubt that the debt work-out process is riddled
with difficulties.

1) There are serious process problems that render the exercise ex-
tremely costly, time-consuming and unsatisfactory. The Bank Advi-
sory Committee process has unravelled: committees at this point
neither advise the countries, nor do they really represent or are
able to act on behalf of the universe of banks. Because negotiations
take such a lot of time, the level of representation at these commit-
tees has dropped considerably, so that members often cannot speak
authoritatively even for their own institution. As a result, all deals
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so far have been struck essentially outside the advisory committee
structure.

The negotiations have become incredibly complex in terms of the
actors involved, either directly or indirectly: the IMF (various de-
partments), the World Bank (ditto), the Inter-American Develop-
ment Bank, the Federal Reserve Board, the U.S. Office of the
Comptroller of the Currency, the U.S. Treasury, the U.S. State De-
partment, the U.S. Congress, Japan, the Paris Club, the banks in
the advisory committee, the banks outside the committee, the coun-
try's financial advisors, the country's legal counsel and so on, and
there is no ringmaster!

The legal complexities are mind-boggling: the implementation of
new agreements often requires waivers of restrictive clauses in
past contracts, which must be granted by unanimity-including the
consent of banks that have already disposed of their claims and are
no longer involved with the country. Meanwhile, differences in the
accounting, tax and regulatory environment in which banks oper-
ate make it necessary to design lengthy "menus of options" rather
than rely on more general mechanisms, all of which adds to the
complexity of the exercise.

2) There are certain conceptual problems in the strategy itself
that must be resolved somehow in the negotiating process. For in-
stance, how can one eliminate free riders and ensure equitable
burden-sharing among banks within a strictly voluntary frame-
work? Who decides who gets debt relief, and on what grounds?
How much debt relief should be granted? Is debt relief a reward for
good behavior in the past or in the future? Can debt reduction and
new money really be reconciled when country risk is not material-
ly altered? Are the resources currently available to support the
process sufficient? Are the existing guidelines ruling the use of
those resources adequate? Would greater flexibility in the use of
those funds increase their effectiveness? Would it result in an un-
acceptable transfer of risk to the multilateral financial institu-
tions?

At bottom, this is a process of burden-sharing, of adjudicating
losses between debtor countries, creditor banks and industrial
country governments. In the past, industrial countries had always
sided with the banks, but under the Brady Plan, responsible,
reform-minded debtors are supposed to be rewarded with debt
relief.

That this constitutes a major realignment of forces is best illus-
trated by the rift that has developed between the U.S. Treasury
and the commercial banks. The banks are particularly incensed at
what they consider to be official condoning of arrears to the banks,
but they also claim that industrial governments are not doing
enough in terms of providing sufficient credit enhancements to
attain significant commercial debt reduction.

3) Everyone is suffering from debt fatigue. There is increasing
frustration and restlessness among the various players, and a feel-
ing that the outcome is not worth the effort. The banks, as noted,
resent having to shoulder what they consider to be a disproportion-
ate share of the burden and claim that industrial countries are not
doing enough to reduce the burden of their own official debt. Many
debtors, on the other hand, feel that for all the conditions, commit-
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ments and attendant costs, they are not getting the kind of relief
they need. The IFIs, for their part, are frustrated at having to
juggle the interests of all sides, without ultimately having the clout
to bring about better deals. Moreover, they are increasingly con-
cerned about the transfer of risk from the banks to their own port-
folios and dread the day when they will have to reschedule their
own claims. Finally, the US. Treasury, which has been instrumen-
tal in forging past deals, may not be prepared, except in special
cases, to continue to invest the amount of hands-on effort and polit-
ical capital that have been required in each deal so far, especially
since the alarm over the systemic risk is receding. And, without
the Treasury squarely behind it, how far will the process go?

My own view is that, without intense involvement on the part of
the IFIs and the U.S. Treasury, the concerted debt work-out proc-
ess will begin to crumble, and that such decisive official participa-
tion will only be forthcoming in cases such as Brazil, where the
stakes are high and the country has earned, through drastic domes-
tic action, a certain amount of external support. The prospect for
smaller debtors is not encouraging. Without strong official involve-
ment, those debtors would have to confront the banks essentially
on their own. Given the asymmetry in the balance of power, if they
manage to maintain the concerted process going at all, debtors may
at best get only marginal concessions. More likely, the process
would splinter and debtors would quietly begin to retire as much of
their discounted claims as they could, work out deals one-on-one
with banks when possible, and simply not pay the rest.

The choice for the future would appear to be, either to have a
strengthened debt strategy, or to be willing to tolerate arrears and
a certain amount of chaos.

It is significant that now that the immediate threat to the inter-
national financial system has receded, nobody in Washington talks
about a debt crisis anymore. For most debtors, of course, debt re-
mains a serious problem. While declining interest rates in recent
years have eased the debt burden, a reversal of this trend would
once again put them in jeopardy.

If and when it happens, the next episode in this unfolding drama
will not be a mere replay of the 1980s, however. The 1990s version
will feature a whole new cast of characters-Eastern Europe and
the former Soviet Union readily come to mind-and is likely to re-
volve around official debt, both bilateral and multilateral. Thus,
the next episode is likely to take place at the Paris Club and fea-
ture the Bretton Woods sisters.
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INTRODUCriON

The year 1979 was an eventful one for Central America and one
that completely changed the nature of its relations with the United
States. In Nicaragua, the Sandinista-led insurgents took power
after an intense civil war. In El Salvador, a coup by reformist mili-
tary officers brought new efforts to deal with the country's social
and political problems and more intensified conflict with the guer-
rillas. The oil shock of 1979, which doubled world oil prices for the
second time in a half decade, shook the economies of the Central
American countries to their roots. Falling world prices for their ex-
ports and the rising cost of imports seriously damaged their bal-
ance of payments and cut their rates of domestic economic growth.
Many of them turned to the World Bank, the International Mone-
tary Fund (IMF), and the United States for economic aid to bolster
their economies. In the process, they often agreed to make (or at
least consider) major changes in their economic policies.

The U.S. Government has been especially concerned about events
in Central America since the late 1970s. Many analysts saw the
1979 Sandinista victory in Nicaragua and the guerilla wars in El

' Jonathan E. Sanford is an Analyst in International Political Economy, Foreign Affairs and
National Defense Division, Congressional Research Service.
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Salvador and Guatemala as major threats to U.S. strategic inter-
ests. The volume of U.S. foreign aid to the region grew substantial-
ly in the 1980s, to help the regional countries cope with their prob-
lems. U.S. aid commitments to the region jumped from $194 mil-
lion in fiscal 1980 to $1.4 billion by fiscal 1985 and averaged more
than $1.1 billion a year through fiscal 1990. More recently, though,
the U.S. aid program in the region has shrunk considerably, with
proportionally the largest share of the reduction coming in mili-
tary aid programs. In fiscal 1992, the Administration programmed
$658 million in Central America and it is seeking $702 million for
fiscal 1993. The last two amounts are less, in real terms, than what
the United States provided Central America in fiscal 1982. Figure 1
shows the amount the United States has provided the region (in
constant 1993 dollars 1) since 1980.

Figure 1. US. Foreign Aid to
Central America, FY1980-93

Mlillons of Constant 1993 Dollars
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'It is necessary, when comparing aid levels over a 14 year period, to use a measure that ad-justs for inflation. In this chapter, a common unit of measurement ("constant dollars") is used to
translate the amounts of aid provided in any particular year ("current dollars") into dollars ofequal purchasing power. This can have a major effect on the analysis. In current dollar terms,for instance, the U.S. aid program in Central America was bigger in 1992 ($658 million) than in1982 ($497 million). Adjusting for inflation, however, the relationship is reversed. In real terms,the United States provided more in 1982 ($743 million in constant 1993 dollars) than in 1992
($680 million in constant 1993 dollars). A constant 1993 dollar is the future purchasing power,estimated by the Office of Management and Budget (OMB), that a U.S.dollar will have in fiscal1993 (October 1992 through September 1993).
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This paper discusses major trends in the programs the United
States has funded in Central America since October 1979 (the start
of fiscal 1980). It looks at the evolution of U.S. aid policy, changes
in the overall composition of U.S. foreign aid in Central America,
the goals and emphases of U.S. economic aid, and plans for future
U.S. aid to the region. The study is based on data supplied by the
U.S. Agency for International Development (AID) and other U.S.
agencies. Eleven tables at the end of this paper show the amounts
provided yearly to Guatemala, El Salvador, Honduras, Nicaragua,
Costa Rica, and Panama by the 12 U.S. foreign aid programs active
in the region between fiscal 1980 and 1992; they also show the
amounts proposed for fiscal 1993. 2

FOUR PERIODS FOR U.S. AID POLICY TOWARDS CENTRAL AMERICA

THE EVOLUTION OF U.S. CENTRAL AMERICAN AID POLICY

The U.S. foreign aid program for Central America in the past
dozen years can be divided into four periods. The first, fiscal years
1980 through 1984, was a time of rapid increases in the level of
U.S. aid and much conflict between the President and Congress re-
garding the scope and purpose of U.S. policy toward the region.
The second, fiscal years 1985 through 1987, was a time of substan-
tial executive-legislative agreement about the broad goals of U.S.
aid policy and high levels of U.S. aid to the region. The third, fiscal
1988 and 1989, was a time of reorientation and adjustment in U.S.
goals in the region and declining levels of U.S. aid. The most recent
period, fiscal 1990 (after January 1990) to the present, has been a
time of major shifts in the political situation and consequent
changes in the focus and distribution of U.S. foreign aid.

Build-Up: Fiscal 1980 to 1984
The first four years of the 1980s were a period of continuing con-

flict between the executive and legislature about general U.S.
policy towards Central America, the amounts of aid the United
States should provide, and the composition and goals for U.S. aid
policy in the region. The level of U.S. aid increased rapidly, in the
face of Central America's serious economic, social, and security
problems. The Administration and Congress both sought to respond
to the changes taking place in the region. Their perceptions of the
problem differed, however, as well as and the relative priority they
attached to particular issues. Major struggles took place between
the President and Congress, between the House and Senate, and
among the authorizing and appropriating committees and subcom-
mittees themselves, regarding the appropriate "balance" between
economic and military aid. Congress appropriated substantial
amounts of money for the U.S. Central American aid program
during this period. Its approvals often fell short of the President's
requests, however, and they sometimes carried restrictions not wel-
comed by the Administration.

2 For more information on the goals and composition of the U.S. aid programs in Central
America during most of this period, see CRS Report 89-374F, Central America: Major Trends in
US. Foreign Assistance, Fiscal 1978 to Fiscal 1990, June 19, 1989. For more on relevant Congres-
sional action and executive-legislative interaction, see CRS Issue Brief 84075, Central America
and US. Foreign Assistance: Congressional Action (updated regularly.)
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The funding levels for El Salvador grew most rapidly during the
early years of the period, from $64 million in fiscal 1980 to $276
million in fiscal 1982 to $412 million in fiscal 1984, a five-fold in-
crease in real (constant dollar) terms. The build-up in aid levels for
other countries started later in the period. Between fiscal 1980 and
1984, however, U.S. aid to Costa Rica went up almost nine-fold in
real terms. In fiscal 1983 and 1984, that country received almost as
much economic assistance from the United States as El Salvador
did and more of it took the form of fast-disbursing balance of pay-
ments aid. U.S. aid to Honduras also more than doubled, in real
terms, with Economic Support Fund (ESF) assistance and military
aid grants accounting for almost all the increase. The modest rise
or decline in U.S. aid levels for the other countries of the region
were not significant by comparison.

During this period, most of the controversy about U.S. aid policy
in Central America centered on El Salvador. The Carter Adminis-
tration had provided that country with some military aid in fiscal
1981. The Reagan Administration decided to increase the level of
U.S aid when it took office. 3 It claimed the El Salvador war was a
test case in the struggle against communism. The State Depart-
ment issued a White Paper charging that the Salvadoran guerrillas
were getting arms from Soviet-bloc countries via Nicaragua and
other channels.

Many in Congress saw the Salvadoran situation not as a struggle
against indirect Soviet aggression, but as a test of the War Powers
Act (where gradually escalating involvement might drag U.S. per-
sonnel into war) and an erosion of previous U.S. standards regard-
ing human rights and democracy. Congress and the Administration
disagreed whether increased aid would lead to a settlement by
strengthening the Salvadoran government's hand or delay a settle-
ment by giving it more capacity to resist the pressure for settle-
ment and negotiation.

Over the next several years, Congress approved significantly less
than the Administration sought for security assistance to El Salva-
dor (military and ESF aid) and adopted tight policy conditions re-
garding such aid. It required that the President certify semi-annu-
ally that the Salvadoran government was making progress (among
other things) in its adherence to human rights, its economic and
political reforms, its assertion of civilian control over the military
forces, and its progress towards early, open and free elections. 4 It
also said some of the Salvadoran military aid funds could not be
obligated until the President certified that progress had been made

I The Carter Administration originally proposed, and Congress agreed, to provide $5.4 million
in non-lethal military aid in fiscal 1981. It suspended that aid in early 1981, pending investiga-
tion of the murder of several U.S. citizens and members of the Salvadoran opposition. After the
Salvadoran guerrillas launched a major new military offensive in mid-January, however, the
Carter Administration released the funds. It also gave El Salvador $5 million worth of arms and
equipment from Defense Department stocks, using the President's authority under Section 506A
of the Foreign Assistance Act (which needs no Congressional assent.) The Reagan Administra-
tion provided the country with $20 million more from DOD stocks, using the same Section 506A
authority and gave an additional $20 million in reprogrammed ESF funds.

4 For a detailed account of U.S. policy issues regarding El Salvador, see: CRS Rept. 90-149 F,
El Salvador Highlights, 1960-1990: a Summary of Major Turning Points in Salvadoran History
and US. Policy. March 13, 1990. See also the review of congressional action on Central Ameri-
can policy prepared by CRS and published as a committee print by the House Committee on
Foreign Affairs each year under the title Congress and Foreign Policy, [Year].
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on issues of concern. (These included, for example, prosecution of
the persons responsible for murdering certain U.S. citizens and
continued implementation of the Salvadoran land reform program.)

During the latter part of the build-up period, Nicaragua was also
the focus of controversy. The United States had provided economic
aid to Nicaragua in the early 1980s. 5 By fiscal 1982, it was also
providing funds to help the anti-Sandinista contras put military
pressure on the Sandinista regime. Congress generally supported
the Administration's overall approach, although the House voted
twice to end all funding for the contras. In 1982, Congress eventual-
ly agreed to allow continued some "covert" funding for the contras
(through the U.S. intelligence agencies), although it put limits on
funding levels, on the activities of the contras based in Honduras,
and on U.S. goals (barring any use of U.S. funds to overthrow the
Nicaraguan government or provoke a conflict between Nicaragua
and Honduras).

The money the United States gave to the Nicaraguan contras
was not foreign aid money and it was not channeled through
normal foreign aid programs. It is relevant to a discussion of U.S.
foreign aid policy in Central America because of the effect it had
on U.S. policy towards Nicaragua and the influence that U.S.
policy toward Nicaragua (and the conflict between the President
and Congress on this issue) had on U.S. foreign policy and aid fund-
ing levels in the region. The rapid growth in U.S. aid to Costa Rica
and Honduras was influenced largely by the perceived threat of the
military build-up in neighboring Nicaragua. There was concern
over the possible instigation of terrorist acts by the Sandinistas in
these countries and over the fact that contra groups were based
(with implicit consent) on those countries' soil. Similarly, the
United States held a series of military exercises and built military
facilities in Honduras in part to make it more secure against for-
eign attack and to pressure the Nicaraguan regime. Some observ-
ers worried (or hoped), after the U.S. invasion of Grenada in 1983,
that the Administration might use the facilities and U.S. troops in
Honduras as the staging area and forward troops for a similar
strike against the Sandinista government.

Consensus on Higher Levels of Aid: Fiscal 1985 to 1987
In January 1984, the National Bipartisan Commission on Central

America, chaired by former Secretary of State Henry Kissinger,
issued its report on conditions in the region. The Commission found
that the "acute crisis" in the region was of fundamental impor-
tance to U.S. security. The countries of the region needed $24 bil-
lion in external assistance in the next seven years, it said, to help

5 Following the Sandinista victory in the 1978-79 civil war, the Carter Administration wanted
to provide aid to Nicaragua in order to develop good relations and to influence the character of
the post-war government. Congress approved the Administration's proposal (for fiscal 1980) for
$75 million in ESF aid, but it required that the funds not be obligated until fiscal 1981. It also
said the President must certify that the Nicaraguans were not aiding international terrorism or
helping the Salvadoran guerrillas. The Carter Administration obligated $53 million in October
1980. In November, however, as U.S. relations with Nicaragua deteriorated, it quietly blocked
release of the remaining funds. President Reagan announced, in April 1981, that the funds were
frozen. His Administration later tried to provide $5.1 million in aid, through the Nicaraguan
private sector and the Roman Catholic Church, to keep hopes for a pluralist society alive. Only
about $700 was spent before the Sandinistas forbade further disbursements in August 1982, ar-
guing that church officials were getting funds from U.S. intelligence sources.
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alleviate their significant economic and social problems. Of this, it
said, the private sector might provide as much as $6 billion in new
loans and investments, the international financial institutions and
other countries perhaps $6 to $8 billion in new loans, and the
United States $10 to $12 million in new aid. Some U.S. assistance
could be market-rate guarantees and some could be budgeted for-
eign aid. It also proposed that the United States provide an in-
crease in military aid to El Salvador and Honduras (no amount
was specified) and it said future U.S. military aid to El Salvador
should be linked to improvement in the country's human rights sit-
uation. It said the United States should continue applying external
pressure (through the contras and other means) on the Sandinista
regime in Nicaragua.

President Reagan had appointed the Kissinger Commission the
previous year, in response to a bipartisan Congressional initiative,
in an effort to end the conflict about U.S. policy towards the
region. 6 By mid-1983, it seemed clear that the Administration and
its critics in Congress were both influential but neither had enough
strength to get its way in the executive-legislative policy process.
As a result, the composition of the U.S. aid program for Central
America was often more the product of struggle and compromise
than it was the result of any overall plan. The size and terms of
the U.S. program could vary with the changing alignment of politi-
cal forces and the result satisfied few participants on any side of
the policy debate. President Reagan had asked the Commission to
assess the situation in Central America and to advise the President
and Congress on "a long-term United States policy that will best
respond to the challenges of social, economic, and democratic devel-
opment in the region, and to internal and external threats to its
security and stability."

Following release of the Kissinger Commission's report, the Ad-
ministration sent its Central American Democracy, Peace, and De-
velopment Initiative to Congress. In this, it proposed that the
United States provide Central America with $8.4 billion in econom-
ic assistance during the next five years (fiscal 1985 to 1989)-$2 bil-
lion in guarantees and $6.4 billion in foreign aid. It also recom-
mended substantial, though unspecified, increases in U.S. military
aid.

The Kissinger Commission's report helped knit together a con-
sensus regarding U.S. foreign aid policy towards Central America.
Also, and perhaps more important, the election of reform-minded
Jose Napoleon Duarte, from the Christian Democratic party, as
President of El Salvador in March 1984 softened Congressional re-
sistance to increased Salvadoran military aid. In early 1984, to
carry out the Commission's recommendation that urgent attention
be given to the region's immediate needs, the Administration asked
Congress to approve $364 million in economic aid and $259 million
in military aid as supplemental fiscal 1984 appropriations for Cen-
tral America. The House initially rejected the request. After Presi-
dent-elect Duarte visited Capitol Hill in May 1984, however, Con-

6 Twelve respected individuals from both political parties and many walks of life were ap-
pointed and 11 Members of Congress from both parties were named "senior counselors.'
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gress approved legislation appropriating $364 million in economic
and $183 million in military aid for the region. 7

Congress considered several bills that sought to enact some of
the Kissinger Commission's major aid proposals. They were not ap-
proved, however, as several broader issues blocked agreement on

possible changes in the overall U.S. foreign aid program. Neverthe-
less, in the appropriations enacted in subsequent years (fiscal 1985
to 1987), Congress approved more aid funds for Central America
and enacted less restrictive policy guidelines for U.S. aid than
before. It also enacted fewer measures limiting U.S. aid levels for
countries in the region. As more Central American countries elect-
ed democratic governments, Congress sometimes said that certain
countries should receive no less aid than the amounts proposed by
the Administration.

There was no consensus, however, on the Commission's recom-
mendation that the United States continue exerting covert para-
military pressure on Nicaragua. Nicaraguan policy issues remained
a major flash point for executive-legislative tensions. The Adminis-
tration urged that funds be given to the contras to protect other
countries from Nicaraguan aggression and to make the Sandinistas
accept a settlement that preserved freedom for their citizens. Crit-
ics argued, on the other hand, that the external pressure was
making the Sandinistas more repressive and less willing to accom-
modate their opposition. They urged support for the peace initia-
tives by Central American leaders. They also worried that U.S. for-
eign aid, especially to Honduras and El Salvador, tended to
strengthen the forces most resistant to a regional settlement.

The Administration asked Congress to approve large amounts for
the contras during this period. Congress, particularly the House,
was resistant and refused to allow further "covert" funding of the
contras through the intelligence budget. It voted, however, to pro-
vide specific amounts for direct funding ($27 million in 1985 for
non-lethal aid and $100 million in 1986 for military and non-lethal
aid.) The debate on contra funding was particularly contentious, as
the Administration and its critics maneuvered for advantage in the
broader controversy about U.S. policy towards Nicaragua and Cen-
tral America.

Adjusting U.S. Goals Downward: Fiscal 1988 and 1989

During fiscal years 1988 and 1989 (calendar years 1987 through
1989), the United States revised its foreign aid goals for Central
America in light of budgetary realities. It also shifted policy on
Panama and adopted a new strategy towards Nicaragua.

The Kissinger Commission had recommended that the United
States provide Central America with about $1.3 billion annually in
economic aid during the five-year period. 8 In the three years after

I Analysts disagree whether fiscal 1984 was the last year of the buildup period or the first

year of the second period. It is treated here as the last year of the first period. Congress treated

the regular 1984 appropriation bill much as it had treated the bills for prior years. The 1984

supplemental was enacted late in the fiscal year. Most of the supplemental military aid was

obligated in the last weeks of fiscal 1984. Most of the economic aid, however, (the majority of the
funds) was obligated early in fiscal 1985.

s For a review of congressional action, see: CRS Rept. 87-291 F, Kissinger Commission Imple-

mentation: Action by the Congress through 1986 on the Recommendations of the National Bipar-

tisan Commission on Central America. March 7, 1987. The report maintains that Congress gener-
ally supported the Commission's major recommendations.
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the Commission's report appeared (fiscal 1985 to 1987), the Admin-
istration asked Congress to provide $3.298 billion for U.S. economic
aid to the region, a level somewhat smaller than anticipated by the
Commission. For reasons having more to do with the overall budg-
etary situation than with any opposition to Central American aid,
however, it was only able to program $2.692 billion for this pur-
pose. 9 Congress made no major cuts in funding for U.S. aid pro-
grams in Central America during these years. It did, however, ap-
propriate less than the Administration requested for the total level
of U.S. foreign aid worldwide. A large share of the total aid was
also earmarked (at or near the request level) to assist specific coun-
tries. This meant that the programs without protective earmarks
(for example, those in Central America) had to absorb all the cuts
required by the funding "shortfall."

In March 1987, responding to legislation directing the Adminis-
tration to submit a plan in 1987 for "fully funding" assistance to
Central America in keeping with the recommendations of the Kis-
singer Commission, President Reagan proposed that U.S. foreign
aid goals for the region be recast. lo The aid target for the multi-
year period should be raised by $500 million, he said, and the com-
mittment period stretched out an additional three years (through
fiscal 1992). This would reduce the annual aid target to $860 mil-
lion, a more realistic figure given the budgetary situation. The Ad-
ministration also said, in the report accompanying the President's
message, that the new aid target was a realistic reflection of the
political, security, and economic realities affecting the region. A
three-year extension of the Central American initiative would
ensure, the report stated, solid progress towards democratization,
reform and stabilization of the regional economy, and broader dis-
tribution of the economic benefits of growth.

Congress took no explicit action on the revised timetable for im-
plementing the Kissinger Commission proposals, although key
Members and committees were supportive. For fiscal 1988 and
1989, the Administration requested $845 million and $752 million,
respectively, for economic aid to Central America. As in previous
years, less was appropriated for the overall foreign aid program
than was sought. Nevertheless, total allocations for economic aid to
the region were $785 million and $784 million in fiscal 1988 and
1989. 11

9 The aid allocations for Central America for fiscal years 1985, 1986, and 1987 were, respec-
tively, $973 million, $893 million, and $826 million. It should be noted that the aid allocation
figures are different from the aid obligation figures reported in the appendix. The Administra-
tion must inform Congress within 30 days after enactment of a foreign aid appropriation act
how it plans to allocate the funds among countries. The funds are not obligated, however, until
the United States and the recipient country sign a formal agreement as to how they will be
used. The funds appropriated and allocated in one fiscal year may be obligated in another fiscal
year. The final disbursement (expenditure) may not occur until several years after the funds are
obligated.

'° Report to the President and the Congress: A Plan for Fully Funding the Recommendations
of the Nat ional Bipartisan Commission on Central America. Special Report No. 162. Prepared by
the U.S. Department of State, Agency for International Development and Office of Management
and Budget. Washington, U.S. State Department Bureau of Public Affairs, March 1987. The
report includes President Reagan's message to Congress of March 3, 1987.

"' The Administration also requested $216 million and $166 million for military aid to the
region for those years. It was able to allocate $132 million and $137 million for such aid in fiscal
1988 and 1989. Note that these and the totals for regional economic aid are the amounts allocat-
ed, not the amounts obligated. Some funds allocated from the fiscal 1988 appropriation were ob-
ligated in later years, while some of the funds obligated in 1988 were appropriated earlier.



247

In El Salvador, President Duarte's government was faltering at
this time, as rival wings of the Christian Democratic party strug-
gled for priority. The rightist Nationalist Republican Alliance
(ARENA) won control of the national legislature in 1988 and the
presidency in early 1989. Many in Congress were concerned that
the level of human rights violations in El Salvador might increase
and the new Salvadoran government might back away from some
of the reforms implemented by the Duarte administration. Con-
gress rejected by close votes several measures that would have lim-
ited U.S. aid to El Salvador pending improvement in the human
rights situation and movement toward a negotiated settlement to
the war. It approved other less far-reaching measures, however,
that gave effect to its concern and showed its willingness to adopt
legislation directly affecting U.S. policy in Central America. It
specified, for example, that some of the U.S. military and security-
related economic aid provided to El Salvador in fiscal 1988 and
1989 would be available only if the Salvadoran government took (or
refrained from taking) certain steps. It also cut the U.S. military
aid level for El Salvador in 1989 by $10 million.

A major shift also took place in U.S. policy towards Panama at
this time. In the early 1980s, a period in which the United States
sought Panama's cooperation on a range of Central American
issues, the United States had a small but significant aid program
for that country. In mid-1987, however, the Administration sus-
pended U.S. aid, because of growing opposition in Panama to the de
facto political rule of General Manuel Noriega and charges that
Noriega was trafficking in illegal drugs. Congress voted in Decem-
ber, in the fiscal 1988 foreign aid appropriations act, to bar further
U.S. aid to Panama. The President imposed economic trade sanc-
tions in 1988. He also directed secretly that $10 million be provided
covertly to help the Panamanian opposition prepare for the May
1989 elections. After the elections were nullified by the Noriega
regime (when it became evident that the opposition would have
won by a 3-to-1 margin), Congressional leaders issued a bipartisan
statement supporting new steps for "restoring democracy" in
Panama. Congress voted in late 1989 to continue the ban on U.S.
aid through fiscal 1990, unless the President certified that certain
democratic conditions had been met. Congress also suggested that,
if a democratic regime were established, U.S. aid would be restored
and increased levels would be considered.

During this period, the United States also changed its approach
to Nicaragua. Support in Congress for the policy of military pres-
sure declined after 1986 as more lawmakers became dissatisfied
with the results of the Administration's approach. The crash of a
contra supply airplane in October 1986 also brought to light a
series of illegal actions by executive branch officials (the so-called
Iran/Contra scandal). Congressional leaders sought to shift the
focus of U.S. policy away from the military onto the political track.
They urged that, instead of pressing with outside force for change
in Nicaragua, the United States should push the Sandinistas to
adopt democratic reforms through negotiations and other diplomat-
ic means. Helped in part by the U.S. efforts, the Central American
presidents adopted a peace plan (Esquipulas II) that opened up
prospects for an end of the wars and a restoration of civil liberties
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in the regional countries. 12 In October 1988, Congress approved an
amendment (to a Montana wilderness bill) which said that failure
by the Sandinistas to comply with the terms of the peace plan
would "very likely" cause Congress to resume military aid (includ-
ing lethal military aid) to the contras. 13

Congress voted funds during this period for some special aid for
Nicaragua. In March 1988, for example, it approved legislation pro-
viding $17.7 million for non-lethal aid to the contras and an equal
amount for medical aid to children "who are victims of the Nicara-
guan civil strife." (AID was given responsibility for delivering the
aid.) In August 1988, Congress voted to give the Catholic Church of
Nicaragua $5 million for medical assistance to the civilian victims
of the Nicaraguan conflict. (Another $4.2 million for this purpose
was subsequently approved in April 1989.) In September 1988, $2
million was earmarked in the fiscal 1989 foreign aid appropriation
(through the National Endowment for Democracy) for Nicaraguan
opposition groups not affiliated with the contras. In mid-1989, Con-
gress earmarked another $3 million in fiscal 1990 foreign aid funds
for this purpose.

New Departures and Recipients: Fiscal 1990 through 1992

As the political and military situation in Central America has
changed in recent years, the priorities of U.S. foreign aid to the
region have also changed. The level of U.S. aid has declined as the
perceived threat to U.S. security has diminished. The focus of the
U.S. aid program in El Salvador has shifted. New aid programs
have opened in Panama and Nicaragua as regimes that were previ-
ous opponents of the United States have been replaced by more
friendly democratic governments. Other countries (Costa Rica and
Honduras, for example) have seen their aid levels decrease.

In 1990, Congress enacted legislation once again (as it had during
the early 1980s) that sought to substantially affect U.S. policy and
events in El Salvador. For example, it withheld half the military
aid provided for El Salvador in the fiscal 1991 foreign aid appro-
priation act, pending action by the government and guerrillas to
move towards a negotiated settlement of the Salvadoran conflict. 14

12 The Central American governments signed the peace plan in August 1987. In the agree-

ment, they promised to reach ceasefires in their internal wars, to stop aiding insurgents in other

countries, to hold talks with their unarmed opposition, to declare amnesties, and to take steps

towards political liberty that included freedom for the press and political parties and free elec-

tions. The Central American presidents subsequently met in January 1989 to confirm that

progress had been made in implementing the peace plan. Congress had voted in October 1986 to

provide $100 million in military aid to the contras, $40 million of it for lethal aid. After the

peace plan was signed, Congress approved no further lethal military aid for the contras, al-

though it did approve several allocations of "humanitarian" aid (non-lethal military support) to

help keep the contra forces intact during negotiation and implementation of an agreement be-

tween the Nicaraguan government and the contras.
13 Congress had just approved an allocation of $27 million for non-lethal aid to the contras

through the fiscal 1989 Department of Defense appropriation act. No lethal aid for the contras

was subsequently approved. Legislation approved in April 1989 provided $49.8 million more in

non-lethal aid for the period through February 1990 (the date of the presidential election in

Nicaragua.) For more information, see: CRS Rept. 89-611 F, Contra Aid: Summary and Chronol-

ogy of Major Congressional Action, 1981-1989. November 1, 1989.
14 For the funds to be available, the President would have to certify that the Salvadoran gov-

ernment was willing to negotiate in good faith, that it was prepared to prosecute the persons

responsible for the murder of several Jesuit priests in 1989, and that it was controlling acts of

violence against civilians by the military or security forces. On the other hand, the funds would

also be released if the President determined that the guerrillas were not ready to negotiate in
Continued
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President Bush later kept the suspension in effect on his own au-
thority, after making some of the required determinations, in order
to encourage negotiations. Congress retained the suspension in its
fiscal 1992 foreign aid appropriation act.

The Salvadoran government and the guerrillas reached a com-
prehensive cease-fire and peace agreement on December 31, 1991
which was formally signed on January 16, 1992. Congress passed
legislation in April 1992 shifting $63.8 million (all except $21.3 mil-
lion) of the fiscal 1992 military aid funds to the Demobilization and
Transition Fund (an account established earlier under U.S. law).
The fiscal 1993 foreign aid appropriation bill approved by Congress
in October 1992 limited military aid to $11 million (non-lethal as-
sistance only) and transferred $29 million more to the Demobiliza-
tion and Transition Fund. It also cut El Salvador's ESF funding by
$10 million (to $150 million).

Following the U.S. invasion of Panama in December 1989 (Oper-
ation Just Cause), a new government, consisting of opposition lead-
ers who were widely believed to have won the May 1989 elections,
took office. In January 1990, President Bush announced an econom-
ic package of just over $1 billion to help that country. It included
$551 million in emergency and long-term economic aid and $500
million in preferential market access, market-rate loan and guar-
antees, and investment initiatives through various U.S. programs.
In February, Congress provided $42 million for emergency con-
struction, help to small business and to reactivate public services.
In May, it appropriated an additional $420 million in ESF aid. Of
this, $130 million was used to clear Panama's payment arrears to
the international financial institutions and $355 million was desig-
nated for programs to revitalize the private sector, rebuild infra-
structure, and otherwise promote long-term economic recovery. The
combined $462 million allocation made Panama the largest recipi-
ent of U.S. aid in Latin America and the fifth largest worldwide in
fiscal 1990. Obligation of the money would be stretched out over
two years, however. No new funds were requested in fiscal 1991
and only small amounts were sought in fiscal 1992 and 1993. 15

Nicaragua also went in early 1990 from the status of a pariah
state to the status of a major recipient of U.S. foreign aid. Conform-
ing with the Central American peace accords, Nicaragua held a
free election in February 1990. Violeta Chamorro, supported by a
broad coalition of opposition groups, won the vote for President and
the Sandinistas turned over administration of the country to its op-
ponents. In May 1990, in the same fiscal 1990 act providing funds
for Panama, Congress appropriated $300 million for ESF aid to
Nicaragua. The Administration later allocated $150 million more
in ESF aid and $11 million in development aid from the fiscal 1991

good faith, that they were receiving significant shipments of lethal military equipment fromabroad, that they were undertaking military action that jeopardized the government, or that
they were attacking civilian targets.

'5The General Accounting Office subsequently reported, in a draft report cited in the Wash-
ington Post on June 13, 1992, that the U.S. aid program has had "no significant impact" on thePanamanian economy. It reportedly said that too much of the U.S. aid had gone to bolster thePanamanian banking sector and that 70 percent of the money for development projects had notyet been disbursed. Senior AID officials challenged the report and said a panel of impartial ex-perts would study the issue. For the AID response, see the Congressional Record, June 30, 1992,pp. S9188-90.
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appropriation and $140 million in ESF aid and $17 million in devel-
opment aid from the fiscal 1992 appropriation.

Nonetheless, U.S. assistance to Nicaragua still was controversial
among U.S. policymakers in 1992. At the request of Senator Jesse
Helms, ranking minority member of the Senate Foreign Relations
Committee, the Administration blocked the obligation of a portion
of the Nicaraguan aid funds. 16 The Senator, other Members of
Congress, and some observers were concerned that many expropri-
ated properties of U.S. citizens had not been returned to their
owners. They also were concerned that the Sandinistas still had
substantial influence in Nicaragua through their control of the
armed forces, national police, and other major Nicaraguan govern-
mental institutions. 17 State Department officials essentially
agreed with some of these concerns and pressed President Cha-
morro to remove from office a number of former Sandinista offi-
cials. In early September 1992, President Chamorro announced the
removal from office of the chief of the national police and 11 other
police commanders who were holdovers from the previous Sandi-
nista administration. The newly appointed chief of the national
police also had Sandinista affiliations, however. State Department
officials held several consultations with the Nicaraguan govern-
ment on this matter during this period, but the U.S. aid funds were
not released.

In October 1992, the House and Senate conferees for the fiscal
1993 foreign aid appropriation bill addressed this issue. Since Cha-
morro's election they reported progress in Nicaragua towards the
reconciliation, democratization, and economic reform of the coun-
try and the compensation of private property confiscated by the
Sandinistas. They stated that continued progress toward economic
recovery depends on prompt use of the U.S. economic aid funds,
and that they "believe that the fiscal year 1992 funds appropriated
for Nicaragua should be obligated." Once those funds were made
available, they said, several conditions should apply to any fiscal
1993 U.S. economic.aid for Nicaragua. 18 State Department officials
say that, despite the new proposal by the leaders of the House and
Senate appropriations committees, they will continue to respect the
earlier hold placed on release of the Nicaraguan aid funds. They
report that consultations with Congress and with the Nicaraguan
government on this matter are continuing.

16 As of mid-August 1992, this totalled $100 million in ESF funds slated for balance of pay-

ments support and $17 million in ESF and development aid intended for project aid.
17 For a statement of these concerns, see the letter from Senator Helms to AID Administrator

Ronald Roskins, the letter from 24 Congressmen to the Government of Nicaragua, and the letter

in response from the Government of Nicaragua, printed in the Congressional Record, June 12,

1992, pp. S8126-8. See also: U.S. Congress. Senate. Committee on Foreign Relations. Nicaragua

Today. A Republican Staff Report to the Committee on Foreign Relations. August 1992.
' "These include: the implementation by Nicaraguan military and police forces of a code of

conduct on human rights; judicial reform; further resolution of bona fide claims for compensa-
tion of expropriated property; and continued monitoring by the AID inspector general and GAO

of U.S. aid expenditures to be sure they are not misused or subject to corruption. See: Joint

Explanatory Statement of the Committee of Conference (for H.R. 5368), Congressional Record.
October 4, 1992, p. H11337.
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OVERALL COMPOSITION OF THE U.S. AID PROGRAM

Annual Levels
To show trends, it is useful to compare the average annualamounts of foreign aid the United States channeled to CentralAmerica during the four periods discussed here. (See Figure 2.)During the build-up period (1980 through 1984), the Central Ameri-can countries received an average $764 million each year (in con-stant 1993 dollars) in U.S. aid. During the next period (1985 to1987), by contrast, the U.S. aid level was more than twice as highwhen the countries of the region got an average $1.6 billion annu-ally (in 1993 dollars) from the United States. In the last years ofthe decade (1988 and 1989), the level of U.S. aid declined by morethan one-third, to an average $1.06 billion annually (in 1993 dol-lars). It has averaged about $1 billion annually since fiscal 1990,though the amounts provided in the last few years have been decid-edly below this level. In real terms, the United States programmedless foreign aid money in the region in 1992 than it did a decade

earlier in 1982.

Composition
The U.S. foreign aid program in Central America has had threefunctional components: development assistance, 19 balance of pay-ments support aid, 20 and military assistance. 21 In some cases, sev-eral agencies (AID, the Peace Corps, and the Inter-American Foun-dation, for example) may provide aid that serves a similar function.Similarly, one agency (AID, for example,) may also finance pro-grams that serve different functions.
In the years proceeding the build-up of U.S. assistance, develop-ment aid accounted for 80 percent of all U.S. foreign assistance toCentral America. During the 1980s, however, balance of paymentsaid accounted for almost 45 percent and military aid over 18 per-cent of all U.S. assistance to the region. These two forms of aid ac-counted for 47 percent and 18 percent, respectively, of all U.S. aidto the region between 1980 and 1993.
Figure 2 shows how the composition of the U.S. foreign aid pro-gram in the region changed during each of the four periods dis-cussed in this chapter. Balance of payments assistance has account-

ed for a growing share of the U.S aid provided to Central America

19 For purposes of this paper, development aid consists of six programs: the development aidprogram funded through the Agency for International Development (AID), project aid funded byESF assistance and implemented by AID, P.L. 480 Title 11 grant aid providing direct humanitar-ian food aid to needy individuals, the Peace Corp person-to-person technical aid program, Inter-American Foundation grants to cooperatives, microenterprise, and other small-scale private de-velopment-oriented organizations, and emergency relief provided by the State Department'sOffice of Foreign Disaster Assistance (OFDA).
20 For the purposes of this paper, balance of payments support programs include the commod-ity import and cash transfer programs funded by ESF assistance and credits provided by theP.L. 480 Title I food loan program. Between fiscal 1980 and fiscal 1993, ESF aid accounted forabout 85 percent of all such balance of payments assistance to Central America.21 For the purposes of this paper, military aid consists of the International Military Educationand Training (IMET) program, the Foreign Military Financing (FMF) grant aid program (and itspredecessor before fiscal 1988, the Military Assistance Program), and the FMF concessional andmarket-rate loan programs. The IMET program makes grants to finance the participation byindividual members of foreign military services in U.S. training programs designed to help im-prove their professionalism and military skills. The three FMF programs provide funds (on vari-ous repayment terms) to help foreign governments buy U.S. military equipment and services.
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since 1980. Beginning at 42 percent of U.S. aid during the early

1980s, it increased to 54 percent of the total by the early 1990s. De-

velopment aid accounted for more than a third (35 and 38 percent)

of U.S. aid to the region during each of the four periods. Military

aid, the smallest category, accounted for a declining share of U.S.

assistance. It reached its peak, as a share of U.S. assistance (23 per-

cent) in the early 1980s, and then declined (to less than 10 percent

of the total) in the period since 1990. In dollar terms, of course, the

Central American countries received their largest allocations of de-

velopment, military, and balance of payments aid when the flow of

U.S. aid to the region was at its peak between 1985 and 1987.

Figure 2. Purposes of US. Aid
to Central America, FY1980-93
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Recipients
The principal recipients of U.S. aid in Central America have also

changed significantly in the past dozen years. During the 1980s, for

example, El Salvador accounted for well over 40 percent of total

U.S. assistance to the region. Since 1990, as Figure 3 indicates, that

country has received about 30 percent of U.S. Central American
aid. (Though larger in dollar terms, this is a smaller share than the

one-third of total that El Salvador got in fiscal 1980.) The share of

U.S. regional aid going to Costa Rica also declined. In the 1980s, as

Figure 3 indicates, a great deal of U.S. aid went to that country. In

part, the United States wanted to stabilize it against possible sub-
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version by neighboring Nicaragua. In part, the United States also
wanted to encourage Costa Rica to adopt major economic reforms,
both for its sake and for the positive example it might set for
neighboring countries whose economies also needed reform. Since
1990, as Figure 3 shows, with the bulk of their reforms behind
them and a diminished threat from Nicaragua, the Costa Rican
share of U.S. aid in the region has dropped to about one-third its
previous level.

Figure 3. U.S. Aid to Central America: Recipients, FY1980-93
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By contrast, Nicaragua and Panama have received a much larger
share of U.S. aid in recent years. The U.S. aid level for Nicaragua
fell rapidly after 1981, as tensions between the United States and
that country increased. After the Chamorro government was elect-
ed in early 1990, however, the volume of U.S. assistance grew
sharply. As Figure 3 shows, Nicaragua received about 24 percent of
U.S. regional aid in the period since 1990. (This is comparable to
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the share it got in fiscal 1980 and 1981.) Panama's share of U.S.
Central American aid also went up rapidly after a democratic
regime was installed. It jumped from 4 percent or less of the total
in the 1980s to 14 percent in the period since 1990.

U.S. ECONOMIC AID PROGRAMS IN CENTRAL AMERICA

DEVELOPMENT ASSISTANCE

In 1984, the Kissinger Commission presented four major policy
goals for the U.S. foreign aid program in Central America: (1) stabi-
lization and adjustment of the regional countries' economies, (2)
long-term economic growth, (3) sharing the benefits of growth more
broadly, (4) and the promotion of democracy. The Administration
embraced these goals in its Central American Initiative in 1985
and made them the basis for its Central American aid policy for
the rest of the decade. 22 In 1991, AID consolidated these goals into
two general objectives: (1) the achievement of broadly based, sus-
tainable economic growth and (2) the development of stable demo-
cratic societies. AID says its aid program would deal with any prob-
lems that hamper attainment of these goals. 23

U.S. development aid programs mainly finance projects or activi-
ties which are intended to promote economic growth, alleviate pov-
erty, provide basic human needs, and strengthen democratic insti-
tutional and procedures in the recipient countries. Economic stabi-
lization and adjustment are also development goals, in the sense
that a basic reform of a country's economic policies and its econom-
ic institutions may be necessary before it can realize sustainable
growth, the alleviation of poverty, and the other development
goals. In practice, the United States in most cases has used balance
of payments (BOP) aid programs, rather than development aid pro-
grams, as the primary tool for getting countries to adopt funda-
mental economic reforms. The two principal vehicles for this aid,
ESF assistance and the Public Law 480 Title I food loan program,
are discussed later in this paper.

Since fiscal 1980, the U.S. Government has channeled over $2.82
billion in development aid, about 24 percent of the total to the
countries of Central America through the regular U.S. pro-
grams. 24 This figure does not count, however, the $1.5 billion in
development assistance funded through other accounts. 25 When
these funds are included, the count for U.S. development aid totals
$4.38 billion, about 36.6 percent of all U.S. foreign assistance to the
region since fiscal 1980. Of this, 58 percent was funded through the
regular AID development aid account. Another 28 percent was for
projects implemented by AID but funded by the Economic Support
Fund. Humanitarian grant assistance funded through the U.S. food

22 AID described these goals more fully and discussed ways of implementing and realizing
them in its annual presentation to Congress. See, e.g., AID Congressional Presentation, Fiscal
Year 1990, Annex III, Latin America and the Caribbean, pp. 20-29.

23 AID Congressional Presentation, Fiscal Year 1992, Main Volume, p. 708 and Congressional
Presentation, Fiscal Year 1993, Main Volume, p. 572.

24 Of this, over 90 percent was funded by the AID development aid program. The rest was
funded by the Peace Corps, Inter-American Foundation and the U.S. disaster assistance pro-
gram. These programs are discussed in the text below.

25 This includes $1.23 billion in project aid funded by the Economic Support Fund (ESF) and
$321 million in humanitarian grand aid funded by the U.S. food aid program.
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aid program accounted for another 7 percent of the total. The re-
maining 6 percent was funded through the small specialized devel-
opment aid programs discussed below. Both ESF and food aid are
discussed at length in the two sections below.

In the early 1980s (fiscal 1980 to 1984), the United States made
aid commitments totalling an average $265 million annually (in
constant 1993 dollars) for development assistance to Central Ameri-
can countries. (This includes an average $25 million annually into
development projects funded through the ESF account.) The
volume of U.S. development aid nearly quadrupled after the publi-
cation of the Kissinger Commission report, reaching an average
$989 million annually (in constant 1993 dollars) between fiscal 1985
and 1987. (This includes an average $185 million annually in devel-
opment aid funded by the ESF.) Most recently, the volume of U.S.
development aid to the region has declined. Since fiscal 1990, the
United States has provided Central America with an average $332
million annually (in constant 1993 dollars) in development aid.
Nearly half of this ($136 annually) has been development aid
funded through the ESF program.

Honduras and Costa Rica received about the same amount of de-
velopment assistance from the United States each year, in real
terms, during most of past 14 years. By contrast, U.S. development
aid for El Salvador went from an average $71 million annually in
the early 1980s (in constant 1993 dollars) to $154 million annually
between 1985 and 1987. It then fell to an average $62 million a
year after 1990. Likewise, for Guatemala, the average annual level
of U.S. development aid jumped from $17 million in the early 1980s
to $65 million (in constant 1993 dollars) between 1985 and 1987. It
also declined after 1990, to about $31 million a year. The Central
American regional program-an activity strongly endorsed by the
Kissinger Commission report-grew from an average $18 million
annually during the early period to more than $56 million yearly
(in constant 1993 dollars) between 1985 and 1987. Since 1990, how-
ever, the U.S. has channeled most of its aid into programs dealing
with a single country and the regional program has shrunk to an
average $19 million a year.

Until fiscal 1992, AID allocated its DA funds in Central America
through five functional accounts: (1) Agriculture, Rural Develop-
ment and Nutrition, (2) Population, (3) Health 26, (4) Education and
Human Resources, and (5) Selected Development Activities. 27
Since fiscal 1980, AID has obligated 46 percent of its DA funds for
agriculture, 19 percent for selected development activities (private
sector, etc.), 15 percent for health, 15 percent for education, and 5
percent for population programs.

There have been subtle but significant shifts since the early
1980s, however, in the ways AID has used its development funds.

26 For purposes of this discussion, the Child Survival and AIDS Prevention and Control func-
tional accounts are treated as part of the Health account.

27 In 1991, the last category was renamed the Private Sector, Environment, and Energy func-
tional account. For simplicity of wording and for continuity, the old name is used here. In fiscal
1992, only the funds for population and health were appropriated in functional accounts. In
fiscal 1993, only the money for population programs were approved in a single-use account. The
rest was appropriated in a multisector development assistance account. AID projects are catego-
rized by function after the agency decides what activities it will finance through this account.
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For one thing, its relative emphasis on the five functional accounts
has changed. The share allocated for agriculture has gone, for ex-
ample, from 60 percent of all DA in Central America in the early
1980s to 42 percent since fiscal 1990. (This parallels the comparable
trend de-emphasizing agriculture in AID's world-wide operations.)
The shares allocated for education, health, and population pro-
grams in Central America, on the other hand, have increased. In
part, this reflects the strong emphasis the Kissinger Commission
put on the need for more assistance for basic health care, educa-
tion, and related services. AID commitments in the education
sector went from 7 percent of all regional DA in the 1980-84 period
to almost 15 percent of the total after 1990. Meanwhile, program-
ming in the health sector went from 12 to 18 percent and activity
in the population area went from 4 to 8 percent of all regional DA.
AID's emphasis on projects in the Selected Development Activities
account increased some after the publication of the Kissinger Com-
mission report. Overall, though, AID channeled about 18 percent of
its development aid through this account during both the early
1980s and the period since 1990.

More importantly, AID has also changed the kinds of activities it
has funded through its functional accounts. In the late 1970s and
early 1980s, for example, most of the programs funded through the
agriculture sector focused on basic human needs, rural develop-
ment, and targeted assistance to the needy. More recently, AID
says it has put increased emphasis on programs to support com-
mercial agriculture, expand nontraditional exports, and related ac-
tivities. Similarly, before 1981, the Selected Development Activities
account focused mainly on activities-such as the development of
alternative energy supply systems or the funding of municipal im-
provements-that were designed to meet the needs of individuals.
AID says it has since put more emphasis on programs designed to
help make private firms more productive and to strengthen private
sector institutions, to supply credit and needed support services,
and to help companies take advantage of new export opportunities
created by the U.S. Caribbean Basin Initiative (CBI). 28

In the education sector, meanwhile, AID has put increased em-
phasis on scholarship programs (bringing Central American stu-
dents to colleges and universities in the United States) and on vo-
cational or non-academic training programs designed to provide
workers with new skills and resources. AID has financed programs
for rural or primary education and for strengthening the capacity
of the recipient countries' educational systems. AID's programs in
the health area in Central America are similar to those it funded
in the early 1980s, with an additional emphasis on child survival
and acquired immune deficiency syndrome (AIDS) prevention. On
the whole, AID says it continues to put most emphasis in this area

28 In 1992, controversy arose as a result of media and press reports that some U.S. foreign aid

projects in Central America might be causing jobs to be transferred from the United States be-

cause of AID efforts to stimulate the growth of private sector employment in recipient countries.

In October 1992, Congress adopted legislation (section 599 of the fiscal 1993 foreign operations

appropriations act) prohibiting any use of U.S. foreign aid funds: (a) for programs encouraging

firms to move jobs or production from the United States to another country; (b) for the establish-
ment of export processing zones abroad (for example, under the CBI program) where local tax,

labor, and environment laws do not apply; and (c) for activities that help violate internationally
recognized worker rights as defined by U.S. law.
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on programs to support the health system, to provide rural and vil-
lage level services, and to build the new infrastructure needed for
clean water and improved sanitation.

Apart from the regular AID development program discussed
above, the United States also provides development aid to Central
America through several smaller programs. The largest is AID's
Office of Foreign Disaster Assistance, which allocated $82 million
since 1980. Three-quarters of this went to El Salvador for emergen-
cy relief following the 1986 earthquake. (The ESF also provided
$100 million in 1987 for earthquake reconstruction.) Although
aimed at meeting emergency needs, the expenditure of these funds
has meshed with the broader efforts to meet the recipient countries
development needs. (For example, U.S. emergency assistance pro-
vided portable generators after the Salvadoran guerrillas destroyed
many electric transmission lines. Emergency relief put people back
to work rebuilding their country after public facilities were dam-
aged and homes and workplaces were destroyed by natural disas-
ters.) Large sums have also been programmed for development pur-
poses using local currency generated by the U.S. balance of pay-
ments programs.

Lesser sums have also been spent for development purposes
through the Peace Corps and the Inter-American Foundation (IAF).
The Peace Corps has programmed $122 million in Central America
since fiscal 1980 for education, village level training, and other ac-
tivities using U.S. volunteers. Almost all of its activities have cen-
tered in Honduras (the largest program), Guatemala, and Costa
Rica. The Inter-American Foundation has channeled an additional
$72 million to Central America, since fiscal 1980, to help coopera-
tives, micro-enterprise, and other small scale activities. 29 This aid
has been distributed relatively evenly throughout the region. For a
while, the IAF was the principal program through which the
United States provided economic aid and maintained foreign aid
contacts within Nicaragua and Panama.

ECONOMIC SUPPORT FUND

The Economic Support Fund is the largest single program
through which the United States has provided aid to Central
America, accounting in real terms for about 48 percent of all U.S.
aid to the region since fiscal 1980. The ESF program has also been
perhaps the most controversial U.S. assistance program in the
region.. ESF aid is allocated on the basis of foreign policy rather
than development criteria. It is economic aid, although it is author-
ized and appropriated (along with military aid) through the securi-
ty assistance portion of the U.S. foreign aid law and goes mainly to
countries of special political and security importance to the United
States.

Analysts have come to very different conclusions about the pur-
poses of the U.S. foreign aid program in the region depending on

29 The Inter-American Foundation is an independent development agency that works directly
with local private organizations in Latin America and the Caribbean to target assistance to low-
income individuals. The members of its Board of Directors are appointed by the President and
confirmed by the Senate. By law, six members are from private organizations and three are
from the U.S. Government.
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how they categorize the ESF program. Critics of U.S. aid policy
have argued, on the basis of aid data, that U.S. policy in the region
has been too militarized insomuch as security assistance has ac-
counted for 65 percent of all U.S. aid. They say more emphasis
should be put on development programs and on efforts to meet
countries' economic needs. By contrast, defenders of U.S. policy say
that economic aid accounts for nearly 84 percent (and military aid
only 16 percent) of all U.S. assistance to Central America in the
past dozen years. The amount spent on military aid has not been
disproportionate, they argue, compared with other concerns.

Both arguments are correct, although both are also incomplete.
ESF aid is both security aid and economic aid. It is used mainly to
fund fast-disbursing balance of payments aid programs for coun-
tries of high foreign policy significance to the United States. Never-
theless, development projects also account for a significant share of
ESF resources. Since 1980, about one-fifth of all ESF funds in Cen-
tral America have gone to fund development projects and activities
to help strengthen democratic institutions in recipient countries.
Often, especially in Central America, the United States has asked
recipient countries to adopt economic policy reforms as a condition
for access to this aid. The local currencies generated by the ESF
program have often been used to finance development-type activi-
ties. 30

Four other points about the ESF aid program in Central America
might be made. First, as Figure 4 shows, most ESF money in the
region has been used to provide BOP support. By definition, this
means it has been used to help countries pay for imported goods in
situations where they lack the necessary foreign exchange. Among
other things, this helps prevent sharp declines in the value of their
national currencies and helps avoid the major political, social, and
economic dislocations such declines may portend. In practice, how-
ever, the U.S. BOP aid often has been used, not just to pay for gen-
eral imports, but to give the private sector in the recipient coun-
tries access to foreign exchange so it can buy needed imports and
avoid bottlenecks or shortages that can hamper economic
growth. 31

Second, as Figure 4 also shows, a major share of ESF funds in
Central America have also been used to finance development
projects and other related activities. In many years since 1985, the
United States channeled one-third to one-half as much money into
project assistance through ESF as did AID's regular development

30 See, for example, the discussion of the uses of ESF aid and ESF-generated local currency in
CRS Report 89-369 F, El Salvador, 1979-1989: A Briefing Book on US. Aid and the Situation in
El Salvador, April 28, 1989, esp. pp. 31-60.

3 The United States and the recipient country sign agreements specifying the conditions and
limits on the way the BOP money and the local currency it generates may be used. Individuals
and private sector firms may purchase the BOP aid dollars from their central bank, in exchange
for an equivalent value in their own national currency, to finance purchases of qualifying im-
ports. The local currency generated by the BOP aid program belongs to the recipient country
government. As such, it is not included in the foreign aid totals reported in this paper. Never-
theless, it must be used, as specified in the aid agreements, to finance activities compatible with
U.S. foreign assistance laws. In many countries, the local currency is used to finance special
development projects or to fund the country's share of the cost (counterpart funds) of develop-
ment projects supported with foreign aid. For more information, see the chapter titled Composi-
tion of the U.S. Aid Program and the Uses Made of the Funds in CRS Rept. 89-369 F, El Salva-
dor Briefing Book.
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Figure 4. ESF Aid to legion,
FY1980-93: BOP and Project Aid
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assistance accounts. 32 (Congress passed legislation in 1990 requir-
ing that at least one-quarter of all ESF assistance to El Salvador be
used for project aid.) Many of the ESF projects in Central America
have been geared to special concerns, such as encouraging the de-
mocratization process or strengthening democratic institutions.
Some, particularly in El Salvador, were designed to fund the repair
of war-damaged or earthquake-damaged facilities and to help dis-
placed persons. Many were projects that were similar to (or some-
times the same as) projects funded through AID's regular develop-
ment aid accounts.

Third, there has been change in the countries receiving ESF aid.
The ESF is a flexible tool which responds quickly to changes in
U.S. foreign policy. Unlike the development aid program, the ESF
mainly finances quick-disbursing assistance that can be turned on
or turned off relatively quickly, as the foreign policy situation re-
quires. In fiscal 1981, Nicaragua was the largest recipient in Cen-
tral America of ESF aid. From 1982 to 1987, by contrast, Nicaragua
had ceased being a major recipient of U.S. aid. El Salvador received
42 percent of all ESF aid to the region during this period, followed
by Costa Rica (28 percent) and Honduras (18 percent). Between

32 Between fiscal 1980 and 1989, 19 percent of all ESF funds in the region were used for
project assistance. Since 1990, the figure has been approximately 24 percent. Overall, for the
period from fiscal 1980 to fiscal 1993, about 21 percent of ESF resources have been used for
project aid.
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1990 and 1992, Nicaragua (with 33 percent of the total) was again
the largest recipient of ESF aid in Central America, followed by
Panama (24 percent). El Salvador (with 21 percent) had become the
third-ranking recipient of ESF regional aid.

Fourth, the United States has attached tighter conditions, in the
past decade, on countries' access to its BOP support. Before 1981,
the main condition for U.S. BOP aid was a requirement that the
local currency proceeds be used primarily for activities designed to
help the poor or meet basic human needs. There were few if any
requirements concerning economic reform. Since 1981, the United
States has required in many instances that-as a condition for
access to ESF aid-recipient country governments implement
major programs of economic reform. Among other things, the
United States has urged them to cut budget deficits and subsidies
for domestic production or consumption. It has urged them to limit
the growth of their domestic money supply (to help control infla-
tion) and to adopt more realistic exchange rates for their curren-
cies (to better align their domestic prices with world market prices
and thus to make their economies more efficient and productive).

The capacity of the United States to persuade countries to adopt
economic reforms has often depended on the broader political situa-
tion. U.S. efforts to promote economic stabilization and adjustment
have been most successful in countries, such as Costa Rica and
Guatemala, where the governments have recognized the need for
reform and the United States has had no competing political and
security concerns. (The U.S. program in Costa Rica also operated in
conjunction with similar adjustment loan programs funded by the
World Bank and IMF.) AID and the General Accounting Office
(GAO) both say the U.S. aid program in Costa Rica was largely suc-
cessful in its efforts to encourage economic policy reform. 33 In
Guatemala, AID reports, "Macroeconomic policy has improved dra-
matically since 1985, and steady progress continues to be made."
The GAO also says the country's economic situation has markedly
improved and that "U.S. ESF balance-of-payments assistance ...
was timely, appropriate, and of critical importance to Guatemala's
success." 34

The U.S. efforts to encourage economic policy reform have been
less successful in the Central American countries where competing
political and security goals make it difficult for the ESF to apply
policy leverage. 35 In Honduras in 1985, for example, the U.S. AID

33 U.S. General Accounting Office. Central America: Impact of US Assistance in the 1980s.

GAO/NSIAD-89-170. Washington, D.C. July 11, 1989, pp. 39-41. Agency for International Devel-
opment. The Effectiveness and Economic Development Impact of Policy-Based Cash Transfer Pro-

grams the Case of Costa Rica. [AID Evaluation Highlight No. 1.] Washington, D.C. October 1988.
Clarence Zuvekas, Jr. Costa Rica: the Effects of Structural Adjustment Measures on the Poor,
1982-90 [Staff Working Paper No. 5] AID Bureau for Latin America and the Caribbean, June
1992.

34 Memorandum to the AID Administrator from Frederick W. Schieck, Acting Assistant Ad-
ministrator for Latin America and the Caribbean, March 10, 1989, titled "Central American
Program Assessment." Quote comes from the Guatemala section, p. 2. The GAO quote and as-
sessment comes from Central America.: Impact of U.S Assistance in the 1980s, p. 40.

35 For a further discussion of these situations, see: General Accounting Office. Providing Ef-
fective Assistance to El Salvador and Honduras: a Formidable Task. GAO/NSIAD-85-82. Wash-
ington, D.C., July 3, 1985. See also the report of a team of experts from the Agency for Interna-
tional Development, Department of State, and Office of Management and Budget. Economic As-
sistance to Central America, Conclusions of an AID/State/OMB Team. [No date, but after June
4, 1988.] Provided to CRS by AID.
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mission held up release of some ESF funds when Honduras balked
at implementing some promised economic reforms. The Honduran
President appealed to the White House and the BOP money was
released anyway. In Panama in 1985, a similar situation prevailed.
AID ultimately disbursed the funds, but it reduced Panama's
access to ESF money the following year. In 1986, the United States
persuaded the Salvadoran government to adopt some economic
policy reforms, although not the full range of changes that U.S. an-
alysts thought necessary. The United States could not cut its ESF
aid program in El Salvador to signal its dissatisfaction, as it had in
Panama, however, due to its broader foreign policy concerns.

The political/security situation in Central America has since
changed. The new governments that took office in El Salvador and
Honduras in 1989 and 1990 have adopted a number of far-reaching
economic reforms. 36

FOOD ASSISTANCE

Aid through the Public Law 480 (P.L. 480) international food as-
sistance program has accounted for about 11.8 percent of all U.S.
expenditures for foreign aid to Central America since fiscal 1980.
In real terms, allowing for the effects of inflation, the level of P.L.
480 aid has increased substantially during this period. In fiscal
1980, the United States provided food aid worth $53.63 million (in
constant 1993 dollars) to the region. The food aid program reached
its peak in constant dollar terms in 1985, at $168.2 million, before
gradually drifting downward to its present (fiscal 1992) level of
$125.2 million. In the 1970s and early 1980s, grant aid through the
Title II program accounted for a substantial share of U.S. food aid
to the region. Beginning in fiscal 1982, however, as Figure 5 indi-
cates, Title I loans have accounted for a growing share of this aid.
Since fiscal 1982, three-quarters of all U.S. food aid to Central
America has been provided on a loan basis.

This shift from grants to loans represents more than a mere
switch in its repayment terms. The P.L. 480 program consists of
two very different kinds of activities. The Title II program ships
food for direct distribution on a grant basis to needy people by pri-
vate voluntary organizations though supplementary feeding, food
for work, and other emergency feeding programs. The Title I pro-
gram, by contrast, makes low-interest loans to foreign governments
so they can buy agricultural products from U.S. commercial export-
ers. The imported food is distributed in the recipient country
through the regular marketplace. The imported food may help in-
crease the stock of food available in the country and it may thus
reduce food prices in time of scarcity. In the main, however, the
imported food mostly benefits the people who have the money to
purchase it. For the most part, the Title I food loans are a form of
balance of payments support to recipient countries, providing long-
term low-interest loans to finance commercial purchases of agricul-

36 See, for example, the evaluation of the impact of the adjustment programs in Honduras, El
Salvador, Guatemala, and Costa Rica in: Juan J. Buttari, "Economic Policy Reform in Four Cen-
tral American Countries: Patterns and Lessons Learned," Journal of Inter-American Studies
and World Affairs 34:1 Spring 1992, pp. 179-214. See also the relevant chapters discussing
recent economic changes in the Central American countries in The World Bank, Trends in De-
veloping Economies, 1992. International Economics Department, 1992.
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Figure 5. Food Aid to Region,
FY1980-9& Loans and Grants
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tural products in situations where the recipient country would
probably have purchased the goods anyway (though maybe from
another source). The U.S. loan frees up for other use the country's
foreign exchange resources that would have been used to pay for
the purchase.

Like the recipients of ESF aid, the recipients of P.L. 480 Title I
aid have been required to undertake "self help" procedures in
order to improve agricultural productivity. In the early 1980s, the
U.S. food aid program mainly required countries to improve their
food storage facilities and to use some of the local currency pro-
ceeds from their P.L. 480 Title I food sales to finance agricultural
development projects or programs meeting basic human needs.
Since the mid-1980s, however, the conditions on P.L. 480 Title I
loans have been tightened and synchronized more closely with
those for ESF aid. In general, borrowers are required to take steps
to improve their domestic agricultural institutions, to reduce or
eliminate price controls and food subsidies for consumers, and to
give farmers more incentives to help increase production.

In Central America, U.S. food loans have gone mainly to coun-
tries of high foreign policy significance to the United States. In real
terms, since fiscal 1980, about 44 percent of the P.L. 480 Title I
food loans to the region have gone to El Salvador and 15 percent
each have gone to Guatemala, Honduras, and Costa Rica. Title II
food grant aid has been allocated on the basis of broader humani-
tarian concerns. Since 1980, the main recipients have been Guate-
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mala (32 percent), El Salvador (31 percent), and Honduras (26 per-
cent of the total).

U.S. AID TO CENTRAL AMERICA: PROSPECTS FOR THE FUTURE

Since the Kissinger Commission published its report in 1984 and
the Administration sent its Central American Initiative to Con-
gress in 1985, a number of changes have taken place in Central
America. The United States has provided the region with $8.6 bil-
lion in economic aid and $1.6 billion in military aid since the
report appeared 37. The guerrilla war in El Salvador has been
brought to a negotiated settlement. The Sandinista regime in Nica-
ragua has been replaced through free election by a new govern-
ment supported by opposition groups. The U.S. military interven-
tion in Panama deposed the regime of General Noriega and en-
abled a new civilian government to take office. For the first time in
recent memory, the six countries are all governed by elected demo-
cratic governments. Most are seeking to achieve growth through
economic reform and market-based economic policies. The coun-
tries of the region also signed a series of agreements in 1990 pledg-
ing their cooperation to resolve regional conflicts, promote democ-
racy, and rebuild their economies.

With these changes, and with the end of Cold War tensions that
seemed to make instability in Central America a threat to U.S. se-
curity, questions arise about the nature of any future U.S. foreign
assistance programs in the region.

The Presidents of the Central American countries agreed, in dec-
larations adopted at Puntarenas and Antigua, Guatemala in 1990,
that three goals should guide their policies in future years: (1) the
development of stable, democratic societies; (2) the achievement of
broad-based, sustainable economic growth, and (3) the attainment
of effective regional cooperation. In January 1991, the Agency for
International Development announced that these three goals would
guide its economic assistance program in Central America for the
rest of the century. 38 To promote democracy, AID said it would in-
crease its support for democratic institutions in order to improve
their effectiveness, expand public participation, strengthen public
finances, and deepen support for democratic values. To promote
economic growth, AID said it would encourage the Central Ameri-
cans to adopt new programs of policy reform that strengthen the
private sector, protect natural resources, and improve the efficien-
cy and effectiveness of their basic social services. To foster regional
cooperation, AID said it would encourage intraregional trade and
help strengthen regional economic institutions. The Administration
has also proposed, through its Enterprise for the Americas Initia-
tive, that international trade and private foreign investment
should play a larger role in promoting growth in Central America
as well as in the rest of Latin America.

a7 The comparable figures for the entire period (fiscal 1980-93) are $10.1 billion in economic
aid and $1.9 billion in military aid, as the tables at the end of this paper indicate.

38 Economic Assistance Strategy for Central America, 1991 to 2000. Agency for International
Development, Washington, D.C., January 1991, p. 1. [Reprinted in this volume as the appendix
to Section II.] As noted earlier (note 23], AID also announced, in its annual program presenta-
tion document sent to Congress in early 1991, that the promotion of economic growth and de-
mocracy would be its principal goals in Central America.

57-035 0 - 93 - 10
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In terms of resources, AID says that its new strategy for Central
America assumes that less money would come from the United
States and more will come from the private sector and multilateral
institutions. (This means, among other things, that the repayment
terms for this aid will be stiffer, since most U.S. economic aid to
the region to date has been grant aid while most multilateral as-
sistance has been market-rate loans.) AID says that U.S. economic
assistance to the region (both development and ESF aid) will
shrink by about $50 million annually, to perhaps $430 million by
fiscal 1996, and that Nicaragua will be the largest single future re-
cipient of this aid. On the other hand, AID predicts, disbursements
from the World Bank and Inter-American Development Bank
should more than double if the regional countries continue to
follow sound economic policies. 39

If one had been asked to predict in 1975 what the U.S. Central
American aid program might look like in the 1980s, the response
would have probably erred with regard to its future size, content,
and principal recipients. Too many unanticipated events occurred
for accurate foresight. Similarly, one can not predict with accuracy
now what the future U.S. aid program for Central America will be.
The preceding AID plan is a largely projection of its current poli-
cies and the current regional situation.

The U.S. aid program may go forward in Central America large-
ly as AID predicts. On the other hand, the goals of the U.S. bilater-
al aid program may change. A new Administration or new legisla-
tion may shift AID's emphasis to more poverty alleviation and
basic human needs programs, for example. Alternatively, AID may
be asked to fund more capital projects in developing countries in
order to promote U.S. exports and expand future U.S. trade oppor-
tunities. In those cases, the composition and focus of the U.S. aid
program in Central America would be different from that which
AID predicts. Similarly, efforts to cut the U.S. Government budget
deficit through reductions in Federal spending might have a nega-
tive impact on the size of the U.S. foreign aid program. In that sit-
uation, less money might be available for programs in Central
American than AID currently expects.

The United States put large amounts of money into Central
America during the 1980s as a result of wars, revolutions, changes
in the world economy, and their resulting impact on the region's
political situation. Unanticipated crises (Eastern Europe or Central
Asia, for example) or new political opportunities (a friendly post-
Castro government in Cuba) may prompt the United States to shift
some aid money (in the absence of corresponding increases in the
size of the U.S. foreign aid budget) from Central America to other
regions. Alternatively, a new crisis in Central America (intensifica-
tion of the guerrilla war in Guatemala or new concerns over the
Panama Canal, for example) may prompt the United States to in-
crease its allocation of aid to the region.

Barring such changes in the focus and size of the U.S. aid pro-
gram and in the world situation, however, AID's description of its
plans for Central America is probably the best prediction available

39 Ibid.
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for the probable direction of U.S. foreign aid in that part of the
world. If its underlying assumptions are correct, the level of U.S.
aid to the region will decline, Nicaragua will be the largest recipi-
ent of U.S. aid, and AID's main emphasis in the region will be
given to programs for bolstering the private sector and strengthen-
ing indigenous democratic institutions.
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TABLES

A NOTE ON THE TABLES: CURRENT AND CONSTANT DOLLARS

Tables 1 through 9 show the amounts of money the United
States provided to Central America (for each country and each pro-
gram) between fiscal years 1980 and 1992. They also show the
amounts proposed for fiscal 1993. Tables 10 and 11 show the total
amounts provided for each country and each program) during this
period in constant dollars. Constant dollar tables for each country
are not provided.

To compare the amounts spent in different years, one must con-
vert current dollars into constant dollars. This removes the effect
of inflation and allows all expenditures to be recorded in money
having the same value. To convert the amounts shown in country
tables 1 through 9 into constant 1993 dollars, multiply by the
factor specified for each year and then divide by 124.74: 70.58
(1980); 77.76 (1981); 83.55 (1982); 87.02 (1983); 90.85 (1984); 94.32
(1985); 97.12 (1986); 100 (1987); 103.63 (1988); 108.23 (1989); 112.67
(1990); 117.09 (1991); and 120.72.
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Table 1. U.S. ASSISTANCE TO COSTA RICA
(doosanda of current U.S. dollars)

1980 1981 1982 1983 1984 1985 1986 1987
Delt t Aseistisic 13,561 11,475 11.540 V. 159 15,400 25,922 13.092 18.305
Ecre. S._ t Fund -- . , 20.00 15T.000 130.000 169,591 126,CS2 142.466
Pt 480 TitL: I Food Lous t6.000 28.000 22,500 21,400 20.000 17.200
PL 480 Title It Food grantts 300 1114 10'92 ISP - 232 20 103
Pc Coorp 1,445 1,746 1,007 1,690 1,26 2,t92 ,639 2,950
Inet r-Ariout Frxtiwt e00 295 933 690 1.331 2,038 1.224 610
Diameter Aolste" ... ... 14 80 25 10 ... ...
Intl IliLitery Ed 4 Treining . 35 58 125 133 231 222 228
Foreign il Frln n Grants ... ... 2,000 4,500 9,000 11,000 2,393 IS00
P0F Conceosiaerl Lou-s ... .. . --- ... ---
PNF INret-Rate Louis ... ... --- --- ... ...

TOTAL (arent dollars) 16,186 15,165 54,644 219,436 180,215 2D,316 165,848 10,362

1988 1989 1990 1991 1992 * 1993 * TOTAL
OeveLent Aosistwrc. 11,261 21,338 11,300 11,730 6,579 8,000 206,68S

Ecrlamic Suppo
t

Fund 90,001 93,4o2 63,540 25,000 10,000 10,000 1,037,092
PL 480 Title I Food Loris 15,000 1-- - IS,000 10,000 10O000 177,100
PL 480 Titte 11 Food Gr nts 95 368 210 7-4 --- ... 7,n1
Pew. Corps ,517 , 547 2,240 1,387 1,224 1,414 29,524
Inter-Amrfean FrAdstion 95 7n0 650 1, 600 647 11,971

-lt., Assistaco 103 125 1 529 194 ... 1,083
Intl Iltitary Ed & Training 230 230 230 340 230 230 2,522
Foreign Nit Flonn grants'- - ... ... ... ... 1,000 31.393
FOP Concooionsl LouDs 1,5 ... -,500
Fw Market-Rate Los --- --- --- .

TOTAL (Corrent dollars) 120,304 e22,820 79,671 55,106 28,874 31,444 1,SC6,611

* 19924Estimted, 1993*roposed - Military Aooistancoe Progrm befor 199
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Table 2. U.S. ASSISTANCE TO EL SALVADOR
(tihmxa of Arrea U.S. W e1r,)

1980 1981 1982 1983 1984 1985 1986 1987
DevetrLt Assistane 43155 331345 39,573 5S,75 41,136 91,120 86,.25 132,f96
Econeoic S.rt Fud 9,100 44,900 115,000 140,000 120,234 2e5,000 181,945 281,497
Pn 480 Titte I Food Loeu 3,000 26,200 19,900 39,000 49000 49,000 4SO000 42,000
n1 480 TitLe 11 Food Grants 2,465 9,077 7,687 7,738 5,563 8,lS0 10,l'7 6,403
Peace Corp. 514 --- . --- . .
Inter-Amrican FM, tfen 16 413 --- --- --- 12 323 80
Diamter Assiatance 25 3,030 11,899 --- 75 --- 51,334
Intl Mltitary Ed & Training 247 492 2,002 1.300 1,300 1.SO 1.431 1,521
Foreign Mit Firn nGrants- 8 25,000 63S500 33,SOO 176,730 124,7S0 120,367 110,000
FIF Corceesionat Lons --- --- ... --- ... 10,000 ... ...
FlF Market-Rat. Lonw 5,700 10,000 16,500 "6'5SW 18,500 --- ... ---

TOTAL (current dottars) 64,230 152,457 276,061 326,82 412,558 570,222 44,738 626,516

1988 1989 1990 1991 1992 * 1993* TOTAL
0e nt Aaistanne 7D,712 62,2i 61,800 55,900 55,000 55,000 856,991
Eerit uopport Furd 195,006 190,887 136,360 126,280 120,000 160,000 2,106,209
FL 480 Title I Food Loe I 35,500 40,00 48,80 33,000 30,000 30,000 4W.eO
PL 480 Titte 11 Food Grants 12.878 13.569 6,810 6,420 2,810 --- 101,007
Peace Corps --- --- 1,500 --- --- 419 2,433
Inter-AmeriCO Fe I tien 1,370 1,500 1.900 1,534 1,520 1,500 10,892
Diaaoter Assistance -- -- --- --- 66,907
Intt iltitary Ed A Training 1,500 1,400 1,590 1,040 1,400 1,400 18,123
Foreign MIl Finan Grantse- 80,000 0,000 79,640 65,940 21,250 40,000 1,020,705
FPF Ccr eaiuL Louu ... ... --- ... ..--- . 10,000
FLF Market-Rate Lons-- ... --- --- - 97.200

TOTAL (currmnt dottars) 3946966 389,944 330,34 292,114 2S1,980 288,319 4,803,271

^ 19923E.tthted, 1993.Propoaed - iltitary Assisteate Progra bafore 1989

Table 3. U.S. ASSISTANCE TO GUATEMALA
(thound of current U.S. dottars)

1980 1981 1982 1983 1984 1985 1986 1987
Detopeno t Asicstn*ce 7,76S 9,135 8,182 12,311 4,491 63,172 37,063 37,999
Etonmic tSWort Fur ... --. --- 10,000 --- 12,500 52,730 115,480
FL 40 Title I Food Lomns --- --- --- --- 6,650 19.90 18,050 22,700
PL 480 Titte 11 Food Greats 327 7,554 5,617 5,349 6,480 8,245 5.821 8,492
Peace Corps 1.813 2,046 1,653 1,949 2,605 3,040 2,931 3,076
Inter-AOriawn Founsdation 400 1,389 462 283 134 1,009 560 1,116
Diaeoter Aufistance --- --- 289 127 696 --- 15 ...
Intt Military Ed A Training --- --- --- --- -.-, 455 356 490
Foreign Nit Finen Grants- ... --- --- ... 3.000 5.000
FOF Cincesaionat Low,. --- ... --- ... ... --. 0 S,0 5,000
FAF Market-Rate Lowos --- .. --- ... ---

TOTAL (Iurret dotlars) 10,304 20,124 16,203 30,019 21,006 108.371 127,546 199,358

1988 1989 1990 1991 1992 1993 TOTAL
Devetopent Assistance 30,126 34,169 29,480 29,380 24,043 21,000 348,315
Economic Suort Fund 79,400 80,000 56,480 30,520 1S,000 10,000 462.135
FL 480 Title I Food Lows 13,205 17.100 18.000 18,000 15,000 15,000 163,655
FL 480 Title 11 Food Grants 3,382 11,541 8,490 10,920 10,210 9,840 104,268
Peace Corps 4,118 4,173 2,630 1,M 1,847 2,016 35,682
inter-American Founiation 1,430 1,400 1,900 1,500 1,732 1,25 14,565
Disaster Assistance ... ... ... . ... . 1,127
Intt Military Ed 2 Training 375 400 490 414 400 400 3,780
Foreign Nit Finn Gr, nrts 9,000 9,000 2,890 --- --- --- 30,890
F1F Concesoaat Lou,. 9,000 9,000 --- ... ... ... 28,000
F1F Market-Rate Lo. --- --- 9,00O --- --- --- 9.000

TOTAL tcurrent dottar,) 152,036 166,783 129,360 92,519 68,232 59,506 1,201,417

* 19924Eat1.td, 1993Proposed *- Mitary Assiate Progrs before 1989
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Table 4. U.S. ASSISTANCE TO HONDURAS
CthOo.ds of cwrst U.S. dollars)

1980 1981 1982 1983 1984 1985 1986 1987
Omlo tt Assistance 45,834 25,660 31,167 31,226 30,995 54,367 45.301 42,659
Econoic W.Frt F. n 36,800 56,000 1O1Ow IS0,19S 66,505 131,716
Pn 40 Title I Food Lows 2,000 3,600 7,000 10.000 1 5,000 15,000 1500 12,700
FL 480 Title 11 Food Grants 3,137 4,666 3,091 5,467 5,2m 4,406 4,601 5,418
Pea Cor 1,920 2,442 2,621 3,210 3,70 4.983 5,255 5,169
Imter-Amerlcn FPsedtlon 900 531 57 656 5s6 545 657 ssa
Oisster Anets25e h -- -- ... 7,525 ... .
Intl NIilltary Ed S Training 44I 535 1,275 796 940 1,104 1,045 1.200
Foreign t1N1 Ftn Grunts 11 --- 11,000 38,30 76.500 66,300 60,114 60,000
FOPF CanCessiul Lres ... ... . - -... ---
FIIF Nrket-Rate Lors 3,530 8,400 19,0C0 9,000 ... ... ---

TOTAL 1current dotters) 57.700 45,814 112,069 154,805 173,047 304,428 198,461 39,490

1988 1989 1990 1991 1992 * 1993 * TOTAL
Deveto mt Assistance 44,9I 38,007 34,640 38,300 34,468 31,600 529,155
Erooic u9pport Fund 85,000 IS5.0O 130,020 60,900 30.000 30,000 832,212
PL 480 Title I Food Lows 12,000 18,000 12,000 10,650 14,000 14O000 160,950
FL 480 Title II Fod Grants 8,348 10,169 9,600 5,720 6,270 6,050 62,161
Peace Corps 6,495 6,269 4,010 226 2,012 2,017 S0.397
lnter-Amvrlrn FouT dtian 920 1,000 1O150 1,405 792 1,347 11'104
Disaster Assistarnce ... ... 81 .. .. . 7,6819
Intl Iliitary Ed 2 Training 1,200 1,100 1,050 1,570 1,275 1,100 i4,631
Foreign 1Ni Flna Grants- 40,000 40.000 20,160 31,900 5,000 8,000 457,41s
FIF Conessiwul Lo.5 --- ... ---
FIF Narket-Rate Lows --- --- 60,000 --- --- --- 99.930

TOTAL Icurrent dollers) 198,904 129,S4S 272,711 150,671 93,817 94,114 2,245,714

* 1992.Estiinted, 1993*Propoed - ilitary Assistsce Program before 1989

Table 5. U.S. ASSISTANCE TO NICARAGUA
(0Ithan of currert U.S. dollars)

1980 1981 1982 1983 1984 1985 1986 1987
Delopet Assistance 18,306 l,' 679 --- ---
Ecronic Supprt Fwnd 1,125 56,574 5,100 - ---
PL 480 Title I Food Low 15.000 ..--- .. -

FL 480 Title II Food Grants 2,998 1,240 350 --- ... ... ...
Pesce Corps 98 141 -.- --- --- ... ...

lnter-A-mrin Fotodetion 1,300 265 450 383 106 730 6 ---
Disaster Assistance 152 31 3 --- . -- -- --- --
Intl Nititsry Ed & Treining ... - ...--- --- ---
Foreign Nil Fltnn Grants- .. -- .. --- --- - -
FIF Concession l Lows .-- --- --- ---
FOF Nrket-Rate Los --- -.- --- .. .

TOTAL Courrent dollars) 38,979 60,076 6,612 383 106 730 6

1988 1989 1990 1991 1992 * 1993 * TOTAL
D Lnelrmt Asslstance ... --- 1,400 11,00W 17,000 42,000 92,210
Eco ic Support Fund 250 3.500 242,910 226,840 140,000 125,000 801,299
Fl 480 Title I Food Los --- .- 15,100 23,800 25.000 17,000 05,900
PL 48o Title i Food Grants --- .-- 2,750 1,910 3,860 5,810 18,918
Peoce Corps --- --- --- 310 502 747 1,798

Inter-AM6ricon Foutdetion --- S50 650 1,766 2,476 2,000 10,682
Disaster A"sistance --- --- -- --- 40 --- 256

Intl silitary Ed k Training --- --- --- --- - ...

Foreign Nit Finsn Grants -- ... ... ... -- --- ---
FIIF Cnces Ionrl LoAns -.-- .-- -.- --
FTN Irket-Rate Lons --- --- ---

TOTAL (torrent dollars) 250 4,000 262,810 265,626 188,870 I92,557 1,021,063

* 1992oEstiited. 1993*Propsed - Military Assistance Progr- before 1969
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Table 6. U.S. ASSISTANCE TO PANAMA
(ttiasm. of curret U.S. dlottr)

1980 1981 1982 1983 1984 1985 1986 1987
Develont Aasfete 1,043 8,639 11,686 6,230 10,7ZO 2 2a6 2O07ti 12,132Ecooi S6upport Fund ... ... ... SO,000 13,174
PL 480 Title I Food Los --- --- --- --- ... --
PL 480i Title 11 Food Grants 1,038 1,8t0 1,358 1,046 1,353 80 78 12
Pea00 Corps . --- ---
Inter-Amrfcan Fo Irtion 200 667 107 481 68 656 929 876Olamter Assistance --- --- 95 --- --- 9 ... 25
Intl Military Ed & Tratning 289 378 401 445 SOO 089 S57 618
Foreign Nil Finan Grents 2 --- --- ... 8,00 10,000 3,828 2,900FrF Contessifnot Loom- --- -- ... ... ... 3,830 ...
FiF iiarket-Rete Loors --- ... 5,000 5,000 5,000 ... ... ...

TOTAL (current dollers) 2,572 11,534 18,667 13,202 28,641 85,620 42,466 16,563

1988 1989 1990 1991 1992* 1993* TOTAL
Developcent Assistonce 1.228 --- -. --- 14,50 8,400 118,934
Econoolo Sieport Fund --- - 394,490 44,370 10,000 10,000 522,034
PL 4ao 11t01 1 Food Lo --- -- --- 13,400 4,0O .-. 17,400
PL 480 Tltle II Food Grents --- 254 220 40 30 --- 7,359
Pewsc Corps --... --- 384 544 748 1,676
Inter-Amrioon Foundation 940 950 1,150 1,900 2,423 1,830 13.197
DMrter Assistance 257 --- 4,088 181 39 --- 4.694
Intl Nililtery Ed 0 Troining -- --- --- 3.777
Foreign Nt5 Finan Grgnts- --- --- --- 24,730
FIMF Conceosionol Loans --- --- -.- ... .. . 3,830
FNF Norket-Rats Loo m.. ..- . ... --- --- 1,000

TOTAL (current doLlars) 2,423 1,204 399,948 60,275 31,536 20,998 732,631

1 l924E8tiewted, 1993=Proprod - 5ititery Assistance PrOgr- before 1989

Table 7. U.S. ASSISTANCE TO REGIONAL PROGRAMS
(thousands of current U.S. dollars)

1980 1981 1982 1983 1984 1985 1986 1987
Devetopient Asslstonce 4,156 9,698 13,130 19,399 15,458 35.713 47,508 49,012
Econootc Support Furd --- 900 --. .. - . 70,f 15,358 9,340

TOTAL (current dollars) 4,136 10,598 13,130 19.399 1,458 106,608 62,866 58,352

1988 1989 1990 1991 1992 1993* TOTAL
Development Assistence 51,149 44,032 26,700 17,280 14,717 15,120 363,072
Ecicl Support Fund 7,404 3,563 70 se0 . .. 108,030

TOTAL (current dotlars) 58,553 47,S95 26,770 17,7t0 14,717 15,120 471,102

o 1992=Esti-ted, 1993=Proposed



271

Table 8. TOTAL AID (CURRENT $) TO CENTRAL AM ICA: COUNTRIES
(thomut of cwtntS U.S. dcltlr)

1980 1981 1982 1983 1984 1985 1986 1987
costs tica 16,.16 1s,365 54,664 219.46 180.215 233,316 165,868 183,362

Et 04I dos6 64,Z30 152,457 276.061 326,5 412,55 570,2 44.43 626n516

uotmol 10,304 20,121 16,n3 30.019 21,056 10S,371 12,546 199.338

ImrDS 57.73 4s,814 112,069 154,855 173.067 306.4n 198.461 259,490

iicarsom 38.979 60,076 6.612 383 106 730 6 --

PFu 2.m 11,534 16,647 13,202 25,641 5.620 42,466 16,563

89610n1 Prowmm 4,156 10,596 1i313 19.399 13.458 106,608 62.866 58,352

TMTAL (cuwit dolltr.) 194,215 315,968 497,366 716,117 63.081 1,409,295 1,041.901 1,343,641

1988 1989 1990 1991 1992 * 1993 * TOTAL
Costa RNic 130,304 12282 19,671 55,106 2.674 31.414 1,506.611

II salvidir 36,966 3994 3303,34 292,114 231,60) 388,319 4,33,27
t emts 152.036 1667M 129.360 92.519 66.232 59.50 1,201.417

Nmmk s 198.904 129,545 272s711 150s671 93.817 954114 2,245.714

91N sm 250 4,050 262,810 265,626 138.875 192,557 1,021,063

Ponmm 2.425 1,204 399.548 60.278 31.536 3.,998 732.631
bogiosl Progrm 565s3 47.595 26.70 1T7.70 14,717 15,138 471.102

TOTAL (crrunt dillor) 929sa8 861,941 1,501.614 934,091 658.034 702.058 11,96,609

* 1992.timstod. 1993wpropmad

Table 9. TOTAL AID (CURRENT $) TO CENTRAL AMERICA: PROGRAMS
(thousFm of ciwnt U.S. dollon)

Devlot it Assistance
EomIc hport FWW
FL 480 Titte I Food Leons
PL 4a0 Titt It Food Orwits
Pk Corps
Intr -Amwrlea Fortscn
01S t0W Assfstausi
Intl lliltry Ed 6 Trueing
Foreign Nit Fln Omuitr s
FPy Comorsaions La"
FRW Norket-uat* Lo"

TOTAL Corra m ilon)

Drvel_ Aosi tnc
Ica 1c Sport Fta
nL 480 Tltls I Food Loons
PL 480 Title 11 food Routs
Pea Corps
Inerr-ANWle n reandetlen
Disstir Asioltiti
Intl Nilitoy Ed 6 TrainlRu
Foreign Nit Ffoun Drntt
FM Concesufonot LOues
FRI Notrt-Nati Louis

1980
123,609
10,23

10,345

3,616
202
977

21

9,230

194,215

1988
239,417
457,061

15,105
26,705
14,130

4,735
362

3,30

29,000s9aoa
s.oe

TOTAL (cwvt ddlore) 929,438

1981 1982
99,m1 115.97

102,374 176,900
29.800 44,900
Z6,181 19,190

6,375 5,281
3,50 2,009
3,061 12,388
1 , 4 4 0 3 , 7 3 6

253ooe 76,soo

18,40 40o,5s

315,59 497,366

1989 1990
199,034 168,320
386,412 1,263,870
75,100 s5,300
39,31 2 8,0 60
13,989 10,300
6,150 7,4W

13 4,714
3,130 3,360

129,000 102,600
9,0 3 1,500

--- 69s000

861,941 1,501,614

1983
155,110
363,33

19,78
6,849
2,501

207
2,666

76,500

60,500

764,117

1991
163,610
514,410
115.600

25,010
4,002

710
3,364

97,860

9 .4..

1984 1985 1986 1987
118,230 294.590 239.262 293,063
290,234 7.38181 455,767 690,574

93,150 105,353 97,050 94,600
18,634 21.85 21,210 20,48
8,219 10,915 10.s80 11,103
2,22 4,990 3,699 3,965

96 7,544 Is S5.359
2,873 3,819 3,611 4,057

27,02 0 212,050 191, 02 1 9,400
-- 10,0 8,630 5,000

23,500 -- -

632,081 1,409,2 1,041,901 1,343,641

1992 * 1993 * TOTAL
166,307 11,120 2,54,366
325,0o 345,000 5,869,011
98,000 66.400 1,097,805
23,180 21,790 321,454

6,129 7,361 121,s14
9,590 8,747 72,412

273 ... 81,756
3,305 3,130 42.633

26,230 49,000 ue W,54.2
6s .. es 7 43338

.. 221,130

658,034 70,058 11,981,9809

*19024tmted. 19B3.opoiec - il Itdy Aastwmd Program, bet fore 1989

I
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Table 10. TOTAL AID (CONSTANT $) TO CENTRAL AMERICA: COUNTRIES
Cthous of e tt 1 993 3U.S. ddotara)

1980 1981 1982 1983 1984 1985 1986 1987Coets Rice 28,606 24,698 81,586 314,553 247,441 300,656 213,039 228,76t Ulabr 113,517 264,566 412,158 648,489 566,456 754,129 S71,217 781,516CU tela 18.211 32,282 24,191 43,031 28,911 143,323 163,819 248,67988rdbres 102,132 73,493 167,319 221,979 237,59 402,612 254,901 32.6ssNicers 68,890 6,372 9,n 549 146 965 8 --P oo_ 4,546 18,502 27,890 18,925 35,206 113,234 56,543 20,661Reginel Progrm 7,345 17,001 19,603 27,88 21,22, 140,991 80,7 6 7267a8

TOTALS (CWTART 1993 8) 343.247 506,868 742,567 1,095,334 1,136,962 1,863,820 1,338,272 1,676,058

1988 1989 1990 1991 1992 * 1993* TOTAL
Cot RIc 144,811 141,556 88,205 58,706 29,836 314.4 1,941,720EL Ise-ab '77,830 449,428 36,733 311,199 239,70 28S,319 6,044.263Cwtoost 183,007 192,225 143,218 98,56 70,509 59,506 1,449,470Nondase 239,422 149,307 301,926 168,515 96,941 94,114 2,825,947Nicerag 301 4,668 290,964 202,951 195,168 192,557 1,143,439P m- 2,919 1,388 442,783 6".213 32,586 20,998 858,333
Rfgiqon Proora 70,481 56,8a5 29,638 18,942 15,207 15.120 591,748

TOTALS (COWsTART 1993 ) 1,118,7T0 993,426 1,662,477 995,119 679,946 702,058 14,854,941

- 1992-Estited, 1993-Prapoed

Table 11. TOTAL AID (CONSTANT $) TO CENTRAL AMERICA: PROGRAMS
Cthoumaift of constant 19 U.S. dotter)

DO(Ir Atsist e
ECGic 88ppt Fund
PL 480 Title I Food Lour
PL 480 Title 1i Food Gromg
Pose Corps
nltr-Aorifen F w tion

Diosater Asseitnce
Intl Nilitery Ed 6 Treininr
Forigin Nil Finin cronts-
FAF Cnlsenlsu Lou
FNF Nrket-Rete Lawn

TOTALS (C *0TA8T 93 8)

Doet( Assistance
Ecnric _uppt FwWd
PL 480 Title I Food Lru
PL 480 title It Food Grets
Pes Corwps
interAwfrcsn Fnlotimi
Dlestw As sftant
Intl Nflitery Ed & Training
Foreign Nit Ffnin crmPt
PIIF Cuncessfl Loui
FIIF Nrket-Rate Loan

1980
236,4a8

18,071
35,347
18,218
10,25
6,39

357

27

16,313

343,297

1988
252.076
550,167
91,127
32,143
17,008
5,724

636
3,978

155,278
10,053

1981 1982 1983
160,059 173,124 222,345
14,225 264,111 520,37
47,580 67.836 110,377
41,999 28,658 20,360
10,l2? 7,8M 9,818
5,711 2,999 3,5w
4,910 18,495 296
2,310 5,578 3,a8z
68,106 114,214 109,660

29,517 60,466 86,75

506,868 742,567 1,095,334

1989 1990 1991
230.318 163,830 174,299
445,357 1,133,556 58,019
86,556 94,438 123,419
45,181 31,o5 26,694
16,123 11,492 4,359
7,oss 8,193 9,806

144 5,219 756
3,607 3,720 3,586

148,678 113,691 104,232
10,373 1,661 ..

.. 76,392 ..

1984 1985 1986 1987
162,292 389,580 320,150 365,567
391,501 976,262 50.683 848,948
127,8 139,327 12.650 118.004
25,55 28,835 27,242 25,/42
11,85 14,435 13,878 13,965
3,053 6,599 4,751 4,946
1,093 9,97 19 64,065
3,965 5,130 4,638 5,061

371,062 280,440 296,220 223,784
--- 13,225 11,391 6,237

32,266 6 -- - ...

1,136,982 1,863,8a0 1,238,272 1,676,058

1992 1993 TOTAL
171,845 181,120 3,222,301
3355,82 3450,00 7.133,768
101,263 86,000 1,353,296
23,952 21,78CO 405,151
6,3m 7,361 154,401
9.909 8,747 87,509

202 --- 106,051
3,415 3,130 53,64

27,129 49,000 1,983,535
--- ... 53,670
-- - --- 301,678

679,946 72,058 14,854,941

1989

TOTALS (CSTAT 1993 S) 1,118,770 99M,426 1,662,477 995,119

* 1992Estlomted, 1993-Proposd - Nilitery Asolftne Prooro be trz
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INTRODUCTION

Is the idea of economic integration in Central America to be
abandoned in the 1990s, given the adoption of policies of freer
trade, outward-oriented growth and entry into world markets?
What is the logic of regional economic integration and what are
the new foundations for this process in the 1990s? What actual
progress has Central America achieved in policy reform and eco-
nomic integration efforts in the last few years?

I The author is Director of Economic Programs and Chief Economist at the Federation of Pri-
vate Enterprise of Central America and Panama (FEDEPRICAP), based in San Jose, Costa Rica.
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These are the main questions tackled in this paper. On the basis
of recent experience, it is argued that there are grounds for opti-
mism regarding a substantial strengthening of Central American
economic integration in this decade. Economic integration is being
promoted in Central America under new foundations and is seen
by policy makers as functional to a strategy of insertion into the
world economy, based on successful exporting and the achievement
of international competitiveness. It is argued that for integration to
meet this challenge three basic conditions should be met:

1) a sustained policy reform effort, an improved investment cli-
mate, and a continued process of perfecting the regional free
trade area;

2) a successful transition from a traditional static, passive trade
policy to an alert and active policy in order to maximize access
to third-country markets and achieve the benefits of joint
action in the areas of trade, finance, and international coopera-
tion; and

3) joint actions in several strategic areas aimed at increasing
international competitiveness and stimulating productive spe-
cialization, flexibility, and complementarity at the regional
level.

THE HERITAGE OF THE 1980s
In the 1980s, Central America walked towards economic and

social disintegration. The United Nations Economic Commission for
Latin America and the Caribbean described the disintegration as
follows: "Since the end of the 1970s, the region lives a deep crisis,
that has resulted in the loss of almost 25 years of its development,
and whose painful consequences shall project themselves for many
years into the future. The engines of growth of the past are show-
ing signs of exhaustion. ... The majority of indicators disclose a
dramatic deterioration in living conditions. With important differ-
ences between and among countries, populations in conditions of
extreme poverty are growing, and unemployment and underem-
ployment have increased alarmingly. Due to sociopolitical conflicts
and lack of employment opportunities, there have been mass mi-
grations affecting 15 percent of the population. This has resulted in
a deep social division, with disarticulation of families and uproot-
ing of villages, as well as a significant loss of human resources.
Likewise, there has been significant capital flight, productive sys-
tems have been weakened and are losing capital, and some inter-
sectorial links have suffered deterioration." I

The experience has been heterogeneous, but within such a diver-
sity, a common denominator has been a deterioration of industrial
sectors and the paralyzation of intraregional trade: between 1980
and 1986, intraregional trade suffered a reduction of 60 percent.
The trade pattern of the Central American Common Market
(CACM) had two characteristics: the imposition of barriers to in-

' Comisi6n Econ6mica para America Latina (CEPAL). Comisi6n Interinstitucional para el
Cumplimiento de las Decisiones del Comit6 de Cooperaci6n Econ6mica del Istmo Centroameri-
cana. Documento de discusibn pamr la cumbre econ6mica centroamericana. Guatemala, May 28,
1990.
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traregional trade, which generated an inefficient process of nation-
al import substitution and a return to national protectionism, and
an increase in the weight of extraregional imports. 2

Several elements were determinant of the economic deterioration
during the 1980s: 1) An important factor was the long-term exhaus-
tion of the internal dynamism of the model of import substitution
itself, coupled by the fact that there was no timely review of the
incentives for exportation nor of exchange rate policies, in order to
make exports profitable. 2) Lack of foreign currency and delay in
payment of debts between member countries led to imposition of
strong trade and exchange restrictions. This caused the collapse of
the Central American Clearing Chamber and ended free convert-
ibility between Central American currencies. 3 3) Governments re-
sponded to the crisis with recessive stabilization and adjustment
policies, seeking adjustment on an individual basis, and to a certain
extent, at the expense of other members of the CACM. 4 4) The re-
duction in demand and the increase in uncertainty and risk pro-
voked a drastic reduction of investment, both in new investments
and in maintenance of the existing facilities. Adding this to the
damage caused by natural disasters and armed actions to produc-
tive plants and to supporting infrastructure, the result is a deterio-
ration of competitive capacity. Therefore, to reactivate the CACM
means, to a good extent to reconstruct it. 5

THREE SCENARIOS FOR THE 1990s

The conditions of the early 1990s suggest three general scenarios
for economic integration and development in Central America in
this decade, with certain internal consistency and probability of oc-
currence.

DISINTEGRATION

The most negative scenario is one dominated by economic and
social stagnation in several countries of the region, perhaps wors-
ened by socially inefficient, exclusionary, and expensive adjustment
processes, lacking sufficient mechanisms of social compensation. A
catastrophic variant of this scenario could occur if there are set-
backs with regard to peace and democracy. Diplomatic efforts and
negotiation energies would then have to be focused again on peace
and democracy. As pointed out by the Sanford Commission Report,
the key for economic recovery is the cessation of armed conflicts:
"... a cease of hostilities would end the enormous draining of re-
sources caused by mass migration, capital flight, destruction of cul-
tivations and roads, allocation of resources to military budgets in-

2 Fuentes, Juan Alberto. La erosi6n y desviaci6n del comercio intracentroamericano. In
Vargas, Juan R. and Felix Delgado, eds., Progreso 7ecnico y Estructura Econbmica: Dimension
interna y comercio internacional. San Jose, Costa Rica, Centro de Economia Aplicada, 1989.

1 Brock, Philip. La convertibilidad monetaria, la CAmara de Compensaci6n Centroamericana y
la revitalizaci6n del comercio intrarregional en el Mercado Comuin Centroamericano. In Ascher,
William and Anne Hubbard, eds., Recuperacibn y Desarrollo de Centroamirica. Durham, Duke
University, 1989.

4 Weeks, John. Un panorama macroecon6mico de las economias centroamericanas. In Irvin,
George and Stuart Holland, eds., Centroamerica: El Futuro de la Integraci6n Econ6mica. San
Jose, Costa Rica, CRIES, Editorial DEI, 1990.

5 Irvin and Holland. p. 31.
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stead of using them in productive investments, and the pathetic cli-
mate for investment in a region stricken by war." 6

In both cases, the manuevering room to increase regional eco-
nomic integration would be reduced to a minimum, and intrare-
gional trade would remain at the same low levels of the 1980s,
which does not necessarily imply a full abandonment of the inte-
gration program, but means that the inefficient process of national
import substitution of the 1980s would not be reversed. Under this
scenario, relatively more developed countries, such as Costa Rica,
or those able to maintain a minimal consensus within their own
borders, would be tempted to drop out of the integration process
and advance their own individual national strategies. Even without
the most catastrophic elements that might be imagined in this sce-
nario, the existing degree of economic and social deterioration has
led certain analysts in the region to be pessimistic about the per-
spectives of integration. For example, John Weeks concluded that:
"Whatever promise that Central American economic integration
might or might not have had in the long run, it has joined the
ranks of lost causes for the foreseeable future." 7

GROWTH WITH LIMITED INTEGRATION

This scenario is characterized by a gradual consolidation of peace
and democracy in each country, more confidence for investment
and some degree of economic reactivation as a result of structural
reforms. Each country, however, continues its policies of stabiliza-
tion and adjustment on an individual basis without coordinating
with others. Exchange and price instability and diverse rhythms of
stabilization and adjustment would allow only a moderate increase
in intraregional trade, which in turn, would constrain the possibili-
ties of greater integration. To the extent that incentive regimes are
not harmonized, both for export promotion and for investment at-
traction, inequalities in the amount and distribution of investment
would increase; and there could be "incentive competition" at high
fiscal costs and with negative results for all participants.

Policy coordination and distribution of the costs and benefits of
integration were always two controversial subjects that limited the
potential for greater integration, even during the best times of the
process. With the setback in the 1980s, it could be even more diffi-
cult to find satisfactory solutions to these problems, although their
nature changes in the context of the new strategy of international
insertion. While this scenario includes benefits resulting from the
adjustment and reactivation of individual economies and a moder-
ate increase of intraregional trade, it also involves costs for not
taking advantage of the potential involved in joint actions in stra-
tegic areas, such as trade negotiations, and for the inability to ex-
ploit complementarities and economies of scale at the regional
level.

6 Informe de la Comisi6n Internacional para la Recuperaci6n y el Desarrollo de Centroamerica
(anford Commission Report). Pobreza, conflito y esperanza: un momento critico para Centroa-
m&rica. Durham, Duke University, 1989. p. 91.

7 Weeks, John. p. 48.
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ACCELERATION OF DEVELOPMENT WITH INTEGRATION

In this scenario, the processes of national structural reform and
policy and legal harmonization between countries intensify in such
a way that the investment climate improves throughout the region.
Increased flows of investment will be helped by clear rules of the
game and reduced public sectors but with states strongly commit-
ted to actions in strategic areas such as support for competitive-
ness, international negotiations, and social policies.

A virtuous circle would be operating in this scenario: progress in
policy reform, both at the national and regional levels, will send
the right signals for investment. This in turn would have a favor-
able impact on local efforts and expectations. A continued focus on
development and economic integration would strengthen peace and
democracy throughout the region, which would improve the inter-
national perception of the region as a whole and would further
boost confidence for investment. This virtuous circle would be
greatly helped by success in achieving an increased degree of
access to major markets, particularly to the North American Free
Trade Agreement (NAFTA), thus further improving the attractive-
ness of the region as an investment site.

Under this scenario, the possibilities of finding concrete solutions
to the problems posed by differential degrees of development
among countries would be maximized. Integration may thus
become a positive-sum game for the region as a whole and for each
participant. This would be the most favorable scenario to achieve
the goals established by Central American Presidents at successive
summit meetings.

PROSPECTS FOR THE REGION

There are several reasons for optimism that events during the
rest of the decade could unfold around the features of the third sce-
nario, acceleration of development with integration. First, in the
political arena, the progress achieved by governments in the areas
of peace and democracy has strengthened faith in the outcome of
dialogue and negotiation and has forged the political determination
of governments. Overcoming great obstacles, the efforts of the
1980s culminated in the Esquipulas I and II meetings, at which,
apart from reaffirming their decision to be masters of their own
destiny, the presidents of Central America assumed formal commit-
ments with respect to amnesty, cease-fires, the consolidation of
peace, arms limitations, democratization and free elections, civil
and political rights, care of displaced persons and refugees, and ac-
celeration of development. 8 From early 1989 to 1990 there were
free elections in five countries, including Nicaragua. In the last 150
years there has never been such democratic and political uniformi-
ty nor greater peaceful conditions, although the situation is cer-
tainly vulnerable in several countries. In January 1992 the govern-
ment of El Salvador signed a peace agreement with the guerrilla

8 Guido Fernandez offers an insider's view of those efforts, particularly of the genesis and de-
velopment of the peace plan of Dr. Oscar Arias, President of Costa Rica (1986-1990), which
served as the basis for the Esquipulas I and II agreements. See: Fernfindez, Guido. El Desafto de
la Paz en Centroam&ica. San Jose, Costa Rica, Editorial Costa Rica, 1989.
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forces. The political climate for investment and business activity
has radically improved.

Second, there is a strong determination in the region's govern-
ments and private sectors to concentrate on development, economic
reconstruction, trade, and investment issues. At the meeting held
at Montelimar, Nicaragua, on April 3, 1990, the presidents of Cen-
tral America reaffirmed the thesis that peace, democracy, and de-
velopment are an inseparable trilogy; and decided that, in view of
the progress achieved in the first two factors, the time had come to
concentrate attention and energy on the third, i.e., on development
and economic reconstruction. 9 Starting with the economic summit
of Antigua, Guatemala, in June 1990, there have been five summit
meetings dedicated almost exclusively to economic development
and integration issues. 10

A third reason for optimism is the interest and the willingness of
the Central American business sector, increasingly more organized
and articulate, to make progress on the issues included in the Cen-
tral American Plan for Economic Action (CAPEA) and even to
move beyond it. At the Antigua economic summit, the business
sector, regionally organized in the Federation of Private Enterprise
of Central America and Panama (FEDEPRICAP), proposed to the
presidents of the Republics to establish a Central American Eco-
nomic Community, a goal that has since been adopted by govern-
ments. 1' Since the economic summit of El Salvador, the private
sector has also been insisting on the need to improve the institu-
tionalized participation of different social sectors on integration
issues. 12 It has also been actively involved in technical work with
regional integration organizations. In sum, the Central American
private sector has been very active at several levels of participation
in the economic integration process and has produced a number of
influential policy position papers. 13

Fourth, the record of economic reform in the last two to three
years shows that despite ingrained interest-group resistance, the
governments of Central America have had the will and the capac-
ity to take very significant steps in economic modernization. This
progress is reported in the next section.

Notwithstanding all these positive developments, it should be ob-
served that democracy and participation are still imperfect and
vulnerable in several countries. In particular, some black clouds on

9 As the Sanford Commission Report noted: "Starting from the Esquipulas II agreement, Cen-
tral Americans have made an extraordinary effort to coordinate actions and proposals. This
process, which includes activities ranging from presidential and vice-presidential meetings to re-
gional caucuses of numerous private associations, reflects enthusiasm for integration and has
laid some foundations for institutionalized coordination among Governments." Sanford Commis-
sion Report, 1989. Since the publication of this report, institutionalized coordination has been
greatly developed.

IOThe chronology of these meetings is: Antigua, Guatemala, June 1990; Puntarenas, Costa
Rica, December 1990; San Salvador, El Salvador, July 1991; Tegucigalpa, Honduras, December
1991; Managua, Nicaragua, June 1992.

11 FEDEPRICAP, Propuesta del Sector Empresarial Organizado a los Presidentes de los Paises
del Istmo Centroamericano. San Jose, 1990.

12 To this end, the private sector has proposed the formation of a Central American Consulta-
tive Committee, integrated by the entrepreneurial, labor, academic, and other sectors, and
which governments and regional authorities would be obliged to consult.

13 Among the most important are: FEDEPRICAP-Federation of Central American Industrial
Chambers and Associations (FECAICA). Hacia un nuevo model de integracion en Centroamkrica.
San; Jose, April 1991; and FEDEPRICAP. Declaracion de Tegucigalpa, 1991.
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the horizon are fed by the extremely deteriorated social conditions
of the region.

RECENT PROGRESS IN POLICY REFORM

STABILIZATION AND FISCAL ADJUSTMENT

As recently as 1990, Nicaragua was suffering from hyperinflation
and Guatemala had an inflation rate of 60 percent. (See Table 1.)
At present inflation is under control in all countries, including
Nicaragua. Fiscal deficits remain a major issue in stabilization ef-
forts but are being tackled through successive negotiations with the
International Monetary Fund (IMF) and the World Bank, which
closely monitor economic management. Most important, all govern-
ments are strongly committed to fiscal austerity and are introduc-
ing important measures to control expenditure and to reduce the
size of the public sector.

TRADE LIBERALIZATION

Up until the mid-1980s, nominal tariffs were extremely high in
most countries and effective rates of protection were widely dis-
persed. Quantitative restrictions were used for trade on basic
grains and other essential products. Intraregional trade of agricul-
tural products was also subject to import licenses. Until 1987, Nica-
ragua was the only Central American country member of the Gen-
eral Agreement on Tariffs and Trade (GATT). Today all countries
are members or have committed to become members of the GATT.
In the last 3 years, tariffs have been substantially reduced in all
countries. Today, the external tariff ceiling of the Central Ameri-
can countries varies from 20 percent to 40 percent. At the July
1991 summit meeting in El Salvador, the presidents reached a com-
mitment to the following: (a) achieving a Common External Tariff
(CET) ceiling of 20 percent by December 1992; (b) adopting a
common tariff system instead of quotas for extraregional imports of
four main agricultural products (rice, maize, sorghum, and soya
beans) by July 1992; and (c) liberalizing intraregional trade for a
number of agricultural goods by June 30, 1992.

EXCHANGE CONTROL REGIMES

Exchange rate policies in all Central American countries were
restrictive in the early to mid-1980s. Highly overvalued exchange
rates and heavily controlled exchange markets, plus a fixed ex-
change rate policy led to multiple exchange-rate regimes. Over the
last several years, all countries have eliminated multiple exchange-
rate regimes, and strong efforts have been made to pursue a realis-
tic exchange-rate policy in order to maintain export competitive-
ness. Structural adjustment efforts, the reduction of inflation, and
the reduction of fiscal deficits have allowed a larger degree of in-
ternal and external balance than at anytime during the 1980s. This
convergence in economic policies has in turn permitted stability
and predictability of relative movements of exchange rates among
countries. Exchange regimes have become more transparent and
flexible. There is free currency convertibility between Guatemala,
El Salvador, and Honduras.



TABLE 1. Central America Comparative Economic Indicators & Forecast for 1992.

Guatemala El Salvador Honduras Nicaragua Costa Rica Panama

Country 90 91 92 90 91 92 90 91 92 90 91 92 90 91 92 90 91 92

Macroeconomic Indicators
GNP at maret prices, 40% 3.4% 3.5% 3.9% 0.1% 2.2%

Per Capita, GNP reali 0.2% 0.3% 0.1% 1.1% 1.2% 1.6% -3.1% -1.0%
GNP by industrial originI
AGriculture .... . 3.2% 3.0% 3.6% 7.4% -0.3% 4.5% 1.1% 3.4%
Ln nuacturin .'....... 2.2% 1.6% 2.9% 3.1% 4.9% 5.0% 0.7% 0.0%
Commerce ............. 1.6% 2.4% 6.0% 3.1% 4.4% 5.7% -0.8% 3.0%
Construction ............. -10.5% 8.8% 10.0% -12.8% 10.1% 11.5% -9.9% 3.2%

Finance Sector
Lending rate I............ 22.5% 26.78% - 20.0% 20.0% 15.0% 19.6% 26.7%
Short-term, Deposit Rate - - - 10.0% 8.0% 5.0% 12.0% 14.0%
Exchange rate at Dec. 31 5 5.05 5.4 8.13 8.15 8.60 4.47 5.40

Uerneplo ment
Open U employment ............ 7.0% 7.5% 7.4% - - - 5.0% 5.2%

Inflation
Consumer Price Intlation 59.8 10.0% 12.0% 19.3% 9.8% 11.0% 36.4% 21.4%

Foreign Trade
Exports FOB ............. 7.4% 2.0% 6.1% 16.9% 3.2% 7.3% -4.5% -0.5%
Imports CIFI............. 0.5% 12.2% 8.0% 8.7% 8.1% 11.6% 4.4% -1.7%
Reserves (end gold) ..... 282 8.7 - 449 473 551 - 32 59
External Debt MM de Us$ 2,717 2,700 - 2,132 2,200 - 3,480 3,150

Government Finances
Current expenditure I....... 11.9% 23.1% 18.0% 15.3% 38.8% 9.2% 32.5% 10.1%
Current revenueI.......... 14.9% 54.2% 12.0% 34.0% 22.1% 24.9% 34.5% 37.5%
Total expenditure ~........ 10.2% 9.2% 9.3% 11.9% 14.2% 13.1% 24.1% 20.3%
Deticit3................. 2.1% 0.0% 0.5% 3.2% 5.1% 3.5% 7.7% 3.0%

Investment
Stock formation.......... 8.4% 8.6% 9.1% 11.8% 13.5% 14.7% 15.6% 17.7%
Private Stock Formation I 5.8% 5.9% 6.3% 9.0% 10.0% 10.5% 11.8% 12.9%

3.5%
0.2%

4.0%
2.5%
3.0%
6.0%

28.0%
18.0%

6.1

5.6%

25.0

7.0%
9.7%

147

15.8%
0.4%

18.8%
4.9%

18.9%
13.4%

1.0% -0.7% 4.7%
-2.5% -3.9% 1.6%

5.5% -5.7% 10.9%
-3.1% 7.1% 2.0%

1.0% -0.2% 4.2%
-9.3% -13.9% 30.0%

- - 13.25%
- - 20%

- 5.00 5.00

13,490.0% 785.0% 15.0%

6.1% -19.4% 10.8%
4.1% 19.5% -8.6%

-1,128 -1,105 -1,090
10,497 9,300 -

147.0% 260.0% 34.0%
21.0% 531.0% 30.0%
36.3% 28.7% 28.3%
21.0% 7.5% 7.9%

14.6 12.9% 17.0%

3.7% 1.0%
1.1% -1.4%

32.6% 38.9%
21.2% 27.3%
104.60 136.8

4.6% 5.0%

27.3% 25.3%

3.0% 9.3%
17.0% 1.1%

521 865
3,772 4,000

39.4% -
36.4% -
19.0% 18.1%

4.4% 3.1%

24.2% 21.0%
19.2% 16.4%

2.6%
0.1%

160.50

ne

20.0%

4.4%

18.0%
2.9%

21.9%
17.1%

4.6% 7.2%
2.5% 5.1%

4.2% 3.2%
11.9% 11.2%
14.2% 12.6%
38.9% 56.0%

17.2% 15.7%

0.6% 1.6%

10.0% 2.8%
14.3% 33.3%

406 499
6,676 6,700

17.8% 29.8%
124.0% 18.0%

23.9% 28.7%
-2.3% 0.0%

18.5% 13.8%

8.5%
6.3%

3.5%
3.2%

12.0%
16.0%

15.3% C

1.5%

10.0%
11.9%

20.4%

Source: FEDEPRICAP. Algunos indicadores comparativos de la actividad econdmica y proyecciones para 1992, Direccidn de Programas de Desarrollo Economico. Junio 1992.
' Annual changes in percent.
2 Average.
3As percent of GNP.
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INVESTMENT REGIMES

During the 1970s and 1980s, the incentive regimes for investment
were oriented towards import substitution within the CACM. Ex-
traregional trade was not a priority. The trade regime and legal
framework were inward looking with respect to goods and capital
movements across borders. During the 1970s, governments tried to
overcome sluggish growth and the limits of a narrow market by in-
creasing public sector investment in productive projects through
state-owned enterprises.

Today, private investment and private sector development is the
guiding principle for government policy and is seen in all countries
as the key to economic growth and development. Neutral incen-
tives for external trade and integration with larger markets are
the basis of the new strategy for investment promotion in all coun-
tries. All governments have significantly improved the legal frame-
work in order to define clear and reliable rules for the private
sector. These improvements include laws regulating: (a) the estab-
lishment of Free Trade Zones which assure free trade of goods and
capital, including free foreign exchange management plus tax ex-
emptions; (b) draw-back schemes; and (c) free trade status for ex-
porters of nontraditional goods.

In several countries, foreign investment is treated under specific
foreign investment laws, like the ones recently issued in Nicaragua
and Honduras which, among other things, guarantee free remission
of profits, payment of interest on foreign loans, and other benefits
and guarantees.

Most countries are undertaking further modernization of treat-
ment to foreign investment as a result of reforms geared to im-
prove the investment climate, particularly in the context of negoti-
ating Sectoral Investment Loans with the InterAmerican Develop-
ment Bank (IDB) or as part of an effort to qualify to negotiate a
free trade agreement with the United States.

FINANCIAL SECTORS

At the beginning of the 1980s, almost all the Central American
countries had a seriously repressed financial sector characterized
by credit rationing, administered interest rates, negative real inter-
est rates, increasing financing from the Central Bank to the cen-
tral government, and special treatment or subsidized credit to se-
lected sectors. By 1985, only Costa Rica had a working stock ex-
change.

During the late 1980s and in the last 2 years, the Central Ameri-
can governments have taken several steps to deregulate and mod-
ernize financial markets. Credit rationing has been completely
eliminated (except for Nicaragua which is a special case). All coun-
tries have liberalized interest rates. Credit subsidies are almost nil;
and, where still present, are being financed by the central govern-
ment budget instead of being a burden on the financial institu-
tions. Efforts have been made to modernize financial intermediar-
ies and introduce new financial services and instruments. El Salva-
dor successfully privatized two of its major banks and is proceeding
with the other two. Costa Rica is currently negotiating a Sectoral
Investment Loan with the IDB in order to further promote compe-
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tition in the banking sector, reduce costs, establish clear informa-
tion disclosure rules, and achieve more efficient intermediation.

With the inauguration of El Salvador's Stock Exchange on Feb-
ruary 13, 1992, all Central American countries, except Nicaragua,
will have an operating stock exchange, which is an important com-
ponent in their emerging capital markets. Important steps to har-
monize legislation and operating procedures concerning capital
markets and financial instruments are being taken with the pur-
pose of facilitating intraregional capital movements.

PRIVATIZATION AND REFORM OF THE PUBLIC SECTORS

A first stage of the privatization effort is quite advanced in most
countries in the region. This is the dismantling of state-owned hold-
ing companies such as the Development Corporation (CODESA) in
Costa Rica and the National Investment Corporation (CONADI) in
Honduras. The analytical groundwork for privatization has been
completed and intense public discussions on the issue are currently
being held. It is only a matter of time before important new steps
are taken.

PRICING POLICY

Traditionally, public utilities' prices were administered by the
government and heavily subsidized. In most countries there were
long lists of products with prices controlled by the Government,
particularly basic consumption and other essential goods. In the
last 2 years, all countries have reduced the list of products with
government price controls. For example, El Salvador recently liber-
alized the price of 230 different products. Prices in most countries
of the region are now determined by market forces, except for
public services, gasoline, diesel fuel, and a few basic grains.

REGIONAL ECONOMIC INTEGRATION

NEW FOUNDATIONS FOR THE 1990S

Classic economic-integration theory distinguishes four basic
models of economic integration, which are conceived as successive
stages of a process that advance towards the final goal of a com-
pletely integrated economic space: Free Trade Area (FTA), Custom
Union (CU), Common Market (CM), and Economic Union (EU).

Table 2 illustrates the main elements that define each of these
models. The distinguishing features refer to the degree of mobility
of goods, services, and factors of production; the type of protection
vis-a-vis the rest of the world; the degree of development of physi-
cal infrastructure that could allow effective economic activity and
interdependence within the region; and the scope of monetary inte-
gration and fiscal harmonization.

The last column of Table 2 contains a profile of the elements of
theoretical integration schemes that can be combined with an out-
ward-looking development strategy. This scheme, that we could call
a model of Integration for Outward-Oriented Growth (IOOG), corre-
sponds in general terms to the elements of economic integration
that have been derived from the presidential decisions in successive
summit meetings. Elements F through I in Table 2 refer to possible
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TABLE 2. Models of Economic Integration.

FTA CU CM EU 1001

A. Intraregional Mobility
1. Goods .................. Yes Yes Yes Yes Yes
2. Services ................. Yes Yes Yes Yes Yes
3. Factors of Production ............. No No Yes Yes Yes

B. External Tariff
1. Unilaterally Fixed.................... Yes No No No No
2. Common External Tariff 0 Yes Yes Yes Yes

(CET).
3. Common Fiscal No 0 0 0 0

Administration.
C. Common Infrastructure . ............ Yes Yes Yes Yes Yes
D. Monetary Integration .................. No No No Yes 0
E. Fiscal Harmonization . .............. No No No Yes D
F. Joint Actions to Promote 0 0 0 0 Yes

Exportation & Investment.
G. Joint Actions in Science, 0 0 0 0 Yes

Technology & Enviroment.
H. Coordinated Negotiations.

1. Trade ................. 0 0 0 0 Yes
2. External Debt .................. 0 0 0 0 Yes
3. Investment ................. 0 0 0 0 Yes
4. External Cooperation ............... 0 0 0 0 Yes

1. Social Policies D

Abbreviations:
FTA = Free Trade Area.
CU = Custom Union.
CM = Common Market.
EU = Economic Union.
1OOG = Integration for Outward-Oriented Growth.
o = Optional.
D = Desirable.

areas of joint action and coordination, and do not correspond to tra-
ditional definitions of economic integration. Nonetheless, they rep-
resent areas of cooperation that are essential in the new IQOG
model.

Having made these simple distinctions, let us emphasize some
general aspects of the new foundations for the Central American
integration process, over which there is increasing consensus.

Integration for Entry into World Markets. Perhaps the most im-
portant aspect is that the new model of economic integration
should be functional and complementary to the new development
strategy based on international competitiveness and on greater in-
tegration of the Central American economies into world markets.
The gradual and negotiated incorporation into increasingly wider
trade and investment relationships is seen as the key to economic
progress. Regional integration and cooperation are seen as impor-
tant instruments to make the most of the opportunities opened by
freer trade and access to larger markets.
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Global Plans Versus Consensus-Building. All-embracing ap-
proaches and comprehensive programs, with their inherent risks of
exaggerated abstraction and grandiosity, must be set aside, togeth-
er with the linear models of classic economic integration theory,
which propose successive stages of progress towards increasingly
greater integration. This perspective must be replaced by a more
versatile and adaptive rationality and a more pragmatic approach
which takes into account the heterogeneity of existing conditions,
respects national strategic orientations, and seeks to achieve par-
tial advances by means of a persistent pursuit of consensus-build-
ing processes in which areas for joint action can be discovered. 14

Consensus-building, within and among countries, encompasses a
whole style of planning and is the basis for making the scenario of
accelerated development with integration, defined above, viable.

Realistic Expectations. Integration must be seen as a process of
support for national strategic policies and domestic efforts, and not
the other way around. Several authors have noted that the CACM
crisis was more a crisis of expectations than of achievements. 15

Excessively high hopes were vested in the integration process and
it came to be thought of as synonymous with development, when
actually integration could not solve problems for which it was not
conceived. As a result, problems of Central American societies and
economies-unequal income distribution, concentration of land
ownership, excessive protection, and other phenomena that would
have taken place with or without integration-were attributed to
the CACM, and led to disenchantment with the integration process.
The right perspective is that integration and joint regional action
can support, but never replace, adequate national economic and
social policies.

THE LOGIC OF REGIONAL ECONOMIC INTEGRATION UNDER

AN OUTWARD-ORIENTED DEVELOPMENT STRATEGY

Some have argued that under a full-fledged FTA with the United
States, there would be no logic for a regional economic space. In
this view, the new model of integration, at best, can be only of a
temporary or transitional nature, otherwise it would not be possi-
ble to talk about free trade. Once fully integrated into the world
market or into larger trading blocs, such as NAFTA, it is claimed
that there can be no subregional integration. This is an important
argument which calls for the following observations.

First, the transition to free trade with other trading partners can
take one decade or more. This is a long time. In the meantime,
Central America can deepen its own single market in a broad
range of issues with important benefits in terms of increased in-
traregional trade, larger flows of local and foreign investment, and

14 This approach has been proposed by various analysts. See: Guerra-Borges, Alfredo. Desar-
rollo e Integracibn en Centroamkrica. del pasado a las perspectivas, CRIES-IIEC-UNAM, Edi-
ciones Cultura Popular, Mexico, 1988; Lizano, Eduardo, Perspectivas de la in, aci6n econ6mica
regional. Ascher and Hubbard; CEPAL, Documento de discusiba para la cum bre econbmica cen-
troamericana, Comision Interinstitucional para el Cumplimiento de las Decisiones del Comite de
Cooperacibn Econ6mica del latmo Centroamericano, Guatemala, May 28,1990.

15 Rosenthal, Gert. Algunas Lecciones de la Integraci6n Econ6mica en Am6rica Latina: el caso
de Centroanerica. Comercio Exrterior, 12, Mexico, 1983; Lizano, Eduardo in Ascher and Hubbard;
Fuentes Juan Alberto. El desafio de la integraci6n ante la adversidad en Centroamerica. Desa-
/as del La Integracion Centroamericana. FLACSO-ICAP, San Jose, Costa Rica, 1989.
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a better environment for the mobility and upgrading of factors of
production. During the transition, a 20 percent tariff vis-a-vis other
trading partners would give a significant degree of discrimination
for trade creation in favor of the members of the FTA.

Second, at least as important as achieving free trade with par-
ticular trading partners, is how to get there. Major benefits can be
obtained in two ways: by cooperation that enhances negotiating
power vis-a-vis third parties and by cooperation in areas such as
common infrastructure, training and upgrading of human re-
sources, science and technology, and other policies to develop long-
term competitiveness. Joint actions vis-a-vis trading partners, eco-
nomic blocs, governments, and multilateral agencies can generate
benefits in trade and debt negotiations and in terms of the flow of
technical and financial cooperation, even after free trade has been
reached with particular trading partners.

Third, deepening regional integration would allow a more inte-
grated regional production structure, and would facilitate the ex-
ploitation of economies of scale and of complementarities in pro-
duction, distribution, and marketing.

PROGRESS IN RECENT YEARS

At the Antigua Summit, June 1990, the presidents of Central
America reiterated a political commitment to restructure, strength-
en, and reactivate, the integration process. The ultimate goal was
defined as the establishment of the Central American Economic
Community as an instrument for the improvement of Central
America's position in the world economy. The presidents adopted
the Central American Economic Action Plan which includes the
following commitments and guidelines: 1) to establish a new legal
and operative framework, adequate to the new strategies. (Specific
commitments include the establishment of a new regional pay-
ments system, compliance with a scheduled Program for the Elimi-
nation of Intra-Regional Trade Barriers, and the establishment of a
CET.); 2) to promote a physical infrastructure, construction and re-
construction program in support of commercial integration, with a
view to comprehensive inward-looking and outward-looking devel-
opment; 3) to tighten regional coordination of external trade, for-
eign investment and tourism, including coordinated action for join-
ing and participating in the GATT; 4) to promote dynamic and
comprehensive procedures for consensus-building, consultation and
participation processes between governments and different social
sectors; 5) to promote industrial restructuring and productive
transformation policies, geared towards achieving a competitive
and regionally-integrated production structure; 6) to support the
transformation of state enterprises, encouraging a broad-base of
stock ownership and economic democratization; 7) to formulate and
apply a coordinated agricultural policy; 8) to formulate and apply a
regional science and technology policy; 9) to promote the coordina-
tion of macroeconomic adjustment processes; 10) to promote social
compensation programs for economic adjustment; and 11) to estab-
lish a consultation and coordination forum on foreign debt.

In successive summit meetings and in an intense process that
has involved economic cabinets and economic integration organiza-



286

tions, an even broader and more detailed agenda has emerged, that
is monitored at the highest political level by the presidents at each
summit meeting. As a result, progress towards economic integra-
tion has been quite substantial in the last two years.

Improvement of the Central American Free Trade Area

The following points should be highlighted (partly as a result of
these measures intraregional trade has increased from U.S. $450
million in 1986 to U.S. $750 million in 1991):

* The subscription on July 1991 of the Transitory Multilateral
Agreement on Free Trade between Honduras and the rest of
the Central American countries by which Honduras rejoins the
regional Common Market;

* The execution since January 1990 of a Program for the Dis-
mantling of Obstacles and Barriers to Intrarregional Trade in
order to completely liberalize trade among Central American
economies and improve transport and payments systems; 16

* Adoption of a new CET with a tariff ceiling of 20 percent and a
tariff floor of 5 percent, with some exceptions, that will be in
force by the beginning of 1993 (mid-1993 for Costa Rica);

* Adoption in the near future of the Harmonized Tariff System
to facilitate commercial relations with extraregional partners
and as a basis to negotiate rules of origin in future FTA negoti-
ations;

* Adoption of a GATT-compatible Anti-dumping Code;
* Approval of a wide range of measures to improve the handling

and transportation of merchandise within the region such as
the application of the International Transit Guide;

* Acquisition of modern equipment to improve communication
within the 23 border posts and the construction and remodell-
ing of the physical infrastructure; and

* Opening of a 24-hour window to deal with commercial transac-
tions, harmonization of services, elimination of tourist and
commercial visas for Central American and Panamanian na-
tionals, and adoption of a single Migratory Control Card.

Institutional and Legal Reforms
In addition, there have been numerous institutional and legal re-

forms in the region:
* There has been a restructuring and strengthening of the re-

gional institutions (Secretariat of Central American Economic
Integration and the Central American Bank for Economic Inte-
gration [CABEI]) in order to make them able to respond to cur-
rent priorities and challenges.

* At the Tegucigalpa, Honduras, Summit in December 1991 an
agreement was reached to establish the Central American In-
tegration System (SICA), with clear institutional responsibil-
ities in different policy areas.

* Policy dialogue between the public and private sectors in each
country and at the regional level has greatly improved.

'6Currentl Nicaragua, Costa Rica, and Honduras still have to eliminate trade surcharges,
but there is an agreement to do so by the end of 1992.
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* Through the FEDEPRICAP system of entrepreneurial organi-
zations, the private sector of Central America has increasingly
achieved a predominant role in policy dialogue, particularly
concerning regional integration and external trade policies.

* On May 12, 1992, Guatemala, Honduras, and El Salvador
signed the New Ocotepeque Agreement, by which they commit
themselves to accelerate their economic integration, by comply-
ing with a number of points sooner than contemplated in the
existing schedules for the five countries as a whole.

* The Central American Parliament is already a functioning or-
ganization although with limited legislative powers. Costa Rica
has not yet ratified the corresponding treaty.

CENTRAL AMERICA'S INSERTION INTO WORLD MARKETS

As explained, Central America has been increasing its insertion
into the world economy and has made a significant contribution to
a freer world trading system in the last few years. Entering into a
FTA with a country of the size and competitive muscle of the
United States is, however, a crucial decision and would represent a
new phase in the reform process. Some, including U.S. officials,
have expressed fears that Central American countries are not yet
prepared to enter into mutually beneficial free trade in a full-
fledged FTA with the United States. In this view, the best strategy
in the short term is to negotiate free trade with its immediate
neighbors Mexico, Venezuela, Colombia, and the Caribbean-this is
already occurring with Mexico and Venezuela-and to proceed
with the necessary structural reforms both to be eligible and to be
prepared to take advantage of free trade with the United States in
the future.

Although widening markets via integration with Mexico and
other neighbors would have benefits, the option of postponing inte-
gration with the United States or NAFTA would likely have more
costs than benefits, and Central America should try to avoid it for
several reasons.

The benefits for Central American countries joining in a FTA
with the United States, or a wider NAFTA, include the possibility
of a substantial increase in exports to the United States associated
with trade creation; a substantial increase in investment flows; and
improvements in productivity, skills, and technological capabilities
associated with foreign investment and the efforts to develop long-
term competitiveness. However, none of the these effects would be
as large by integrating with countries other than the United
States. With regard to exports, trade with neighbors pales in com-
parison with trade with the United States: more than 60 percent of
Central American exports go to the United States, which in turn
represent less that 1.5 percent of total U.S. imports. This means
that the trade-creation, export-expansion effect with the United
States could be very substantial for Central America, making a
major difference for the region, but representing only a minor
impact for the U.S. economy.

The most important benefit of a FTA on Central America would
be the dynamic effect associated with increased investment. Over
the medium to long term, investment precedes trade and not the
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other way around. This is particularly true for Central America
which, during the 1980s (with the exception of Costa Rica), had
rates of investment well below the 20 percent threshold necessary
for a sustainable and healthy growth process. By increasing the at-
tractiveness of the region as a location for foreign and local invest-
ment Central America could exploit its comparative advantages in
the new context of globalization in production and investment
flows. Again, this effect would not be as intense with neighboring
countries as would be the case in a FTA with the United States.

In short, for Central America to sustain a gross domestic product
(GDP) growth rate above 5 percent for one or two decades, neces-
sary to increase living standards and provide productive employ-
ment to its growing population, it needs a rate of investment that
could only be achieved by the dynamism of integrating into a
market of the size of the United States or NAFTA. Even a regional
market widened to Mexico and Venezuela could hardly be expected
to provide enough dynamism, particularly given the very reduced
basis of existing trade.

MAXIMIZING THE BENEFITS AND MINIMIZING THE COSTS

OF FREE TRADE WITH THE UNITED STATES

For years, trade and development experts have dismissed the
possibility of FTAs between developed and developing countries by
pointing out the difficulties that are likely to arise when countries
at different levels of development join in a FTA. Numerous efforts
to establish FTAs among developing countries have foundered over
perceived inequities in the distribution of costs and benefits: the
least developed members of the group invariably feel shortchanged,
a feeling reinforced by the tendency of new investment to concen-
trate in the more developed regions of the integrated area. A criti-
cal issue posed by the Enterprise for the Americas Initiative (EAI),
therefore, is how to design a satisfactory reciprocal arrangement
between the United States, Canada, and a large and heterogeneous
group of far less developed countries. 17

For Central American countries, the effort to maximize the bene-
fits and reduce the costs of free trade with the United States re-
quires, among others, the following conditions:

1) Effective access to the U.S. market: removal of tariff and non-
tariff barriers to virtually all products, discipline in the use of U.S.
trade remedies and trade sanctions, rules of origin that do not dis-
criminate against non-American investors.

2) Increased levels of international competitiveness: these cannot
be expected to be the automatic by-product of liberalization. Ex-
ploiting investment opportunities posed by improved access re-
quires success in reform efforts geared towards reducing uncertain-
ty, providing a stable macroeconomic environment, and establish-
ing clear and consistent rules for long-term investment.

3) It also requires complementary support measures and produc-
tive modernization policies to eliminate supply constraints: inad-

" This issue is discussed in more detail in Salazar-Xirinachs, Jose with Eduardo Lizano. A

Latin American Perspective on Free Trade in the Americas. In Saborio, Sylvia and contributors.
The Premise and Promise: Free Trade in the Americas. New Brunswick, Transaction Publishers,
1992.
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equate infrastructure, segmented and inefficient capital markets,
insufficient managerial and technological capacities, inefficient and
rigid public sectors, and other institutional constraints.

4) The dynamic costs of free trade with the United States for
Central America are likely to be very significant. Import penetra-
tion under conditions of unemployed or underemployed resources
and capital scarcity involves adjustment costs that should not be
underestimated. "Adjustment fatigue" due to deteriorating social
conditions has been an important concern and a painful experience
in Central America during the 1980s. This challenge has to be con-
fronted in order to ensure the viability of both transition strategies
and the final result.

5) Finally, the sequence of accession to a U.S.-centric FTA will
have an important bearing on the costs and benefits of joining the
FTA: early joiners will generally face advantages in terms of both
export expansion and investment attraction. Latecomers will be
disadvantaged not only by the postponement of benefits but also by
possible investment diversion toward those that join first. The costs
of exclusion will tend to rise over time and as FTA membership ex-
pands. The larger the size and number of countries that join first,
the more benefits will be diluted among a broader base of countries
and the tougher the competition for gaining import shares into the
U.S. market. Latecomers also will probably find the United States
less willing to accept further structural adjustment resulting from
increased market access.

PRESENT CENTRAL AMERICAN CONCERNS

Central Americans are concerned about the several issues relat-
ing to the movement toward hemispheric free trade. First, even
though unintended, NAFTA may induce investment diversion ef-
fects. That is, Central America might lose investment in favor of
Mexico given the similarity in comparative advantages and re-
source endowments, and the advantages that Mexico will have
given the agreement itself and close proximity to the U.S. market.

Second, the Sanford Commission warned of the possibility that
once the hostilities in Central America were over, external econom-
ic assistance could be suspended and the doors opened to Central
American exports could be closed, because the region would no
longer constitute a zone of geopolitical crisis. 18 In addition, the re-
gion's leverage to obtain trade preferences could be reduced by the
extension of similar preferences to the countries of Eastern Europe
and Mexico and by other sweeping concessions made in the context
of the Uruguay Round. Some of these elements are already occur-
ring: U.S. economic support for the region has substantially de-
creased in the 1990s in comparison to the 1980s; in November 1991
the United States approved the Andean Trade Preference Act
which extends CBI-type trade preferences to Colombia, Ecuador,
Bolivia, and Peru.

Third, Central Americans fear that their leverage can be limited
by the EAI itself and that their access to the U.S. market can be
reduced to the extent that other Latin American countries, carry-

"s Sanford Commission Report, 1989.
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ing greater economic and political weight, manage to position
themselves and negotiate larger access into the U.S. market.

One conclusion is clear from this analysis: joint actions on the
trade negotiation front and an alert, active trade strategy are es-
sential under the new conditions. While the CBI trade preferences
were basically given to Central America as part of an East-West
confrontation and heavily determined by geopolitical reasons, there
has been a sea change in conditions. During the 1990s Central
America can expect to get, at best, only what it can skillfully nego-
tiate.

SHORT-TERM ACTION AGENDA IN THE CONTEXT OF THE EAI

At present there seem to be two principal ways to improve access
for Central American exports into foreign markets, particularly in
the U.S. market: 1) a successful outcome of the Uruguay Round,
complemented by a special effort to improve access into the U.S.
market of products not included in the CBI (sugar, textiles); and 2)
the much talked about "docking" or accession clause into the
NAFTA, which would allow small Central American and Caribbe-
an countries to join a generic NAFTA. The latter would be the
most immediate and attractive alternative and would avoid the
much-feared trade and investment diversion effects.

Central Americans understand that any improvement of access
to the U.S. market that could be achieved by any of these options
will entail reciprocal concessions of the type contemplated in the
EAI, and have expressed their willingness to talk and consider
United States requests regarding such possible concessions. 19

JOINT ACTIONS FOR THE DEVELOPMENT OF INTERNATIONAL

COMPETITIVENESS AND THE MODERNIZATION OF PRODUCTIVE SECTORS

Competitiveness and technology are complex and systemic con-
cepts. The more open an economy the more competitiveness and
economic performance depend on technological capabilities. A
simple framework to present the determinants of national competi-
tive advantage has been provided by economist Michael Porter and
is known as "Porter's Diamond." 20 These competitive determi-
nants are categorized into four basic elements:

Factor conditions. The nation's position in factors of production,
such as skilled labor, infrastructure and knowledge base, necessary
to compete in a given industry.

'9 The United States should not fear including the Caribbean Basin countries in NAFTA. CBI
exports to the United States represent less than 3 percent of total U.S. imports. Even with the
greater access to the U.S. market provided by the Caribbean Basin Economic Recovery Act, Car-
ibbean Basin countries have faced serious structural difficulties in increasing exports to the
United States. In fact, after preferential treatment was granted to the CBI countries, the U.S.
balance of trade with the region actually improved: "In 1986, for the first time in a number of
years the United States had a small surplus with the Caribbean countries collectively, making
the Basin one of the few areas of the world with which the no U.S. trade deficit was recorded.
In U.S. International Trade Commission (USITC), Annual Report on the Impact of the Caribbean
Basin Economic Recovery Act on US Industries and Consumers. Second Report, 1986. USITC
Publication 2024, September 1987. Under a system of mutual concessions, it would take signifi-
cant flows of investment spread over a number of years for the CBI group to obtain a significant
surplus; while, on the other hand, given the very open structure of CBI economies, increased
exports to the United States would be associated with increased imports from the United States
in a mutually beneficial trade-creation process.

20 Porter, Michael E. The Competitive Advantage of Nations. New York, Free Press, 1990.
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Demand conditions. The nature of home demand for the indus-
try's product or service.

Related and supporting industries. The presence or absence inthe nation (or integrated region) of supplier industries, and relatedindustries and services, that are internationally competitive.
Firm strategy, structure, and rivalry. The conditions in the nationgoverning how companies are created, organized, and managed,

and the nature of domestic rivalry or competition.
Applying this vision to the small Central American economies, itbecomes clear that the effective exploitation of trade and invest-ment opportunities opened up by greater access to foreign marketsrequires levels of international competitiveness that are not anautomatic by-product of liberalization. In addition to appropriate

macroeconomic conditions and clear rules at the national level toimprove the investment climate, there are several areas wherejoint actions can be developed at the regional level in order toremove supply constraints, improve competition, upgrade the qual-ity of factors of production, and develop long-term competitiveness.
The private sector of Central America has been insisting on theseissues. 21 In particular, in November 1991, FEDEPRICAP submit-ted a proposal to Ambassador Carla Hills, U.S. Trade Representa-
tive, and to Bernard Aronson, Assistant Secretary of State forInter-American Affairs, to introduce a fourth pillar to the EAI, ascience and technology pillar. This would include policies andmechanisms to support competitiveness in small, relatively under-
developed economies and increase the viability of a FTA that in-cludes large competitive economies and small, relatively underde-
veloped ones as members.

The following are examples of joint actions to improve competi-
tiveness, some of which are already being put into practice.

Coordination of export efforts. Coordination in transport, market-ing and distribution or the strengthening of enterprises in market-ing-exporting (trading companies) can help to generate competitive
advantages by improving production-export-marketing chains. Forcertain products, minimum export volumes can be achieved thatare beyond the reach of a single country; in other cases, it could bepossible to optimize windows of access to markets as well as trans-port space and routes. For many products, the size of overseas mar-kets offers Central American entrepreneurs ample opportunities of
cooperation instead of competitive behavior.

Investment promotion. A new phase in investment promotion ef-forts can be started by fostering cooperation among technical agen-cies such as the Costa Rican Coalition for Development Initiativesand the Salvadoran Foundation for Economic and Social Develop-ment, that were established with U.S. Agency for International De-velopment support in the early 1980s. Important savings could beachieved by coordinating efforts and the joint use of external of-

21 In April 1991, FEDEPRICAP and FECAICA submitted a document to the Central Americaneconomic ministers entitled Central America: Towards a New Model of Economic Integration,which insists on the need for going beyond purely macroeconomic adjustments and applying spe-cific policies in order to develop long term competitiveness and remove supply constraints. Manyof its recommendations were introduced in the Priority Agenda for the Economic Community ofCentral America, which is the basic action plan approved by the Third Meeting of the EconomicCabinets of Central America held in March 1992.
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fices and other infrastructure. Harmonization of investment re-
gimes, information systems on joint-venture projects, and aggres-
sive policies to develop local suppliers are some of the new services
that can be provided by these agencies.

Subcontracting and development of supplier industries. Liberal-
ization of intraregional trade opens up opportunities for subcon-
tracting at the regional level, both for intraregional sales and for
exporting, either through leading enterprises in each country,
through subcontracting, exchanges or via joint ventures with for-
eign capital. Subcontracting schemes have several advantages over
export platforms based in duty-free zones: they are less vulnerable
to changing costs, open the way to production of technology-inten-
sive exportable goods, and promote flexible specialization in small
enterprise networks. 22

Science and technology policy. This is one of the major areas of
regional cooperation that has been identified by governments and
the private sector. A Regional Science and Technology Commission
was set up that has been working on a project designed. to:
strengthen the science and technology institutions and responsibil-
ities in each country; improve research and teaching facilities; fi-
nance training; create information networks; and develop joint re-
search projects.

Development of capital markets and regional capital mobility. It
is necessary to step up banking-reform efforts to improve credit
access for small- and medium-size enterprises, including long-term
and venture capital. The objective of promoting exports requires
the establishment of flexible financing mechanisms for foreign
trade. Another action, already being pursued, consists in expanding
CABEI's capital by incorporating the United States, European,
Latin American, and other countries as Bank members. 23 The
process of upgrading capital markets and financing productive
modernization must not be limited to payment and credit mecha-
nisms. It is important to promote greater development and integra-
tion of the national stock exchanges and new sources of savings
and financing by encouraging the development of equity mar-
kets. 24

FINAL OBSERVATIONS

In spite of the economic and social "disintegration" of Central
America in the 1980s, and the presence of great political, economic,
and military obstacles, the CACM has managed to endure and is on
the threshold of an important reactivation.Recently, big steps to-
wards the consolidation of peace and democracy have been taken.
However, the situation is still vulnerable, particularly due to ex-
tremely deteriorated social conditions in most countries of the

2 2 In May 1991, FEDEPRICAP started a project with support from the Spanish Government
to develop a subcontracting network at the regional level for several sectors.

23 For a report of these efforts, see interview with Federico Alvarez, President of CABEI. El
BCIE: Un nuevo Banco para el desarrollo de la Region. Integrucion en Marcha, No.4, FEDEPRI-
CAP, March-April 1992.

24 FEDEPRICAP has been working on regional capital market development. The analytical
base and description of the work advanced so far is contained in FEDEPRICAP. Los mercados de
capitaies: un nuevo eje para la integracibn Centroamericana. San Jose, Costa Rica, 1992, forth-
coming.
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region. Nonetheless, the Central American governments and pri-
vate sectors are both currently committed to an extraordinary
effort to define the areas of cooperation and to move ahead in
policy reform and regional economic integration. This means that
of the three possible scenarios for the 1990s discussed in this
paper-disintegration, growth with limited integration, and accel-
erated development with integration-favorable conditions for the
occurrence of the third are being generated.

However, if the virtuous circle required by this scenario is to be
sustained, an improved degree of access to foreign markets and a
continuation of international economic and technical cooperation
are essential and decisive ingredients.
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Dramatic political and economic changes in Central America, and in the world, demand a new

US. economic asaistance policy for the region in the 1990s. For the first time in history, all Central

American countries have democratically elected governments. The region's presidents have renewed

their commitment to peace and mutual interdependence. Also underway in the region is an economic

transformation that has the potential to be as profound as the political transition of the 1980s. There is

an unprecedented opportunity over the next decade to achieve the political stability, economic

prosperty, and social pjstie that have for so long eluded the people of Central America.

The United States has widened the scope for cooperation with Central America through the

Enterprise for the Americas Initiative (EA) and has called for broad multilateral support for the region

through a Partnership for Democracy and Development (PDD). At the same time, US. foreign

assistance levels for Central America are declining from the historic amounts that were provided during

the conflicts and economic crises of the last decade. The challenge for the 199(Ys is to sustain the positive

but still very fragile-trends toward political and economic freedom, utilizing diminished resources in a

manner that will have the maximum impact.

The new strategy for US. economic assistance for Central America in the 1990s will support the

broad objectives identified by the Central American Presidents in the Declaration of Antigua, adopted in

June 1990, as well as the commimbnents they made in the Declaration of Puntarenas in December 1990:

* the development of stable, democratic societies;

* the achievement of broad-based, sustainable economic growth; and

* the attainment of effective regional cooperaton.

The Agency for International Development will pursue these objectives through its own bilateral

and regional programs, and through heightened collaboration with other US. Government agencies,

multilateral development institutions, and other bilateral donors. As macroeconomic environments

improve, A.I.D.'s implementation strategy will emphasize greater concentration of resources on the

solution of specific sectoral problems.

To enhance democracy, AID. will increase support for democratic institutions, especially to

broaden and deepen participation in democratic procees. Local governments need to be strengthened

in order to better deliver services and to broaden citizen participation in government. Judicial,

legislative, and electoral systems need to be independent, professional, and effective to consolidate

democratic gains. Public finances must be managed with the competence and integrity necessary to

merit public confidence. Democratic values need to be promoted to develop stronger, more effective

citizen participation.

To stimulate economic growth, A.I.D. will help Central Americans eliminate obstacles to private

investment, trade, and employment generation. A.LD. will encourage the adoption of policies,

incentives, regulatory frameworks, and management practices that protect the natural resource base as

well as facilitate greater participation in the economy by the disadvantaged. AI.D. will also assist

governments and the private sector to improve the effectiveness, efficiency, financing, and local control

of basic social services.

57-035 0 - 93 - 11
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To foster regional cooperation, A.LD. will place greater emphasis on implementing initiatives
identified by the Central Americans within a regional framework. A.l.D. will encourage policy, legal,
and other reforms to further liberalize trade within Central America. A.l.D. will also support key
regional institutions while at the same time helping them to achieve greater self sufficiency and reduce
their dependence on A.J.D. resources.

Between now and the year 2000, the strategy emphasizes the following goals

* free and open national and local elections will be the norm; administrative and financial
authority of local governments will be strengthened; legislatures will function effectively
and cooperate more through a Central American Parliament; judiciaries will increase respect
for the rule of law and human rights; the military's role in the political processes will be
reduced; civic participation in democratic processes will increase; the press and other media
will be freer, more responsible;

* per capita GDP will grow between 2.5% and 3.0% per year, private investment as a
percentage of GDP will increase substantially; nontraditional exports will maintain their
brisk growth rates; unfettered intraregional trade and capital movements will be the norm;
public investment will increase significantly, and will be concentrated in basic infrastructure
for economic growth, the development of human resources, and the conservation of the
natural resource base.

* infant mortality, malnutrition in children under five, and population growth rates will
continue to decline substantially; vaccination coverage and primary school enrollments will
increase;

* the annual rate of deforestation will slow substantially.

The new strategy win have implications on management. Increased staff requirements for
democracy and environmental programs will be more than offset by staff reductions elsewhere. AID.
will need to coordinate its programs more closely with other US. Government agencies. Cross-cutting
Congressional earmarks and functional accounts that do not reflect the requirements of the new strategy
will need to be minimized.

United States foreign assistance resource requirements should decline during the 1990s, as
increased trade and investment in Central America are expected to gererate more foreign exchange
from exporb of nontraditional products. Other donor assistance and the return of Central Arnerican
capital will be equally important So long as external support is not precipitously withdrawn before the
region's own resources can sustain robust growth with broad participation, US. objectives in the region
can be met with an orderly decline in A.l.D. assistance.
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I. INTRODUCTION: A NEW CENTRAL AMERICA AND A NEW
CHALLENGE

A. A NEW POLITICAL AND ECONOMIC ENVIRONMENT

Democratically Elected Govervumets

For the first time in history all the countries of the Central American isthmus, from Guatemala
to Panama', are led by democratically elected governments comnmitted to market-based economic
policies. The realignment of East-West relations and the discrediting of statist and import-substitution
economic policies provide a new generation of leaders a unique opportunity to solidify democracy and
set a course of dynamic and equitable growth.

Progress toward Peace

The Central Americans are justifiably proud of progress toward peace under the Esquipulas
Accords. The democratic transfer of power in Nicaragua, the peace negotiations in El Salvador, and the
end to despotic government in Panama provide a basis for renewed regional cooperation and a better
environment for all of the peoples of Central America to build a more secure and hopeful future.

A Renewed Commitment to AMttxam hItrArpendeace

Central American leaders, building on the success of the Esquipulas peace process begun in
1987, have renewed their efforts to rebuild their economies and integrate Central America into the world
economy. In the Declaration of Antigua (June 1990), and reaffirmed in the Declaration of Puntarenas
(December 1990), these leaders committed their countries to mutually supportive interdependence and
set forth their own vision of Central American cooperation.

B. A SHARED VISION

Peace, Democracy, and Development

Today US. and Central American leaders share a common belief, expressed eloquently in the
report of the International Commission for Central American Recovery and Development (the Sanford
Commission), that 'lasting peace, genuine democracy, and equitable development are inextricable,
These three objectives are mutually reinforcing. None is sufficient by itself; ail are necessary." That
report, prepared by a diverse group of Central Americans and individuals from other nations in the
Americas and elsewhere, is representative of the growing dialogue between Central Americana and
those from outside the region who share a concern for its future.

Suorting the Vision

President Bush, in introducing hs Enterprise for the Americas Initiative (EAD, underscored US.
support for Central American efforts to deepen democracy, foster trade and investment, and promote
sustained, broad-based economic growth. Ihe future o Latin America," the President said, lies with
free governments and free markets." The United States supports the Central Americans expressed
desire for greater political and economic interdependence which we believe wlil discourage Instability
and accelerate economic, social, and political prognas.

'BeSt is hdt with by AtD. PLtily in the o athe C.M n 1 watwbfatItw YsintaIs Ontral Amenr1
SWtesas th Cppumsity urtem e,& Its douw ret. Ii lb Pkrbamip Am Damoaaq and 1oetaML



298

The EAI is designed to bolster the democratic and market-oriented transition throughout Latin
America by focusing on trade, investment, and debt reduction. A companion initiative, the Partnership
for Democracy and Development in Central America (PDD), will encourage broad support from the
international community for regional democratization and development The PDD will provide a forum
for fostering international support for regional economic policies and integration efforts, strengthened
democratic institutions, and a coordinated approach to bilateral and multilateral assistance to the
region.

Increased private investment in productive areas is the key to the success of the EA. Foreign
investment is important-and substantial amounts of it are already flowing. Some of the flight capital
that left the region in the early 19809 has begun to return, and continued good policies will result in
additional repatriation. Further financial reforms are also needed to increase the level of domestic
savings which are critical for greater investment in the region.

With its field missions, the Agency for International Development (A.I.D.) can play a role in
achieving the goals of the EA. A.l.D. support for institutional and policy reforms in the trade and
investment area, in addition to macroeconomic policy reform, will lay a basis for sustained growth in
investmnent. In addition, support for increased linkages between the US. business community and
Central American entrepreneurs will speed up the process of investment and trade. A.I.D. can continue
to help Central American countries address their debt problems and take advantage of opportunities
under the EAI to reduce debt. Consolidating democracies, addressing the social problems of the
disadvantaged and ensuring better management of the environment will require the Central American
countries to mobilize increased internal and external resources and use them more efficiently.

C. CENTRAL AMERICA. RECOVERING FROM THE CRISES OF THE 1980s

Crisis Managenwnt: 7the Early 1980s

In the early 1980s, Central American countries faced a profound economic and political crisis.
The governments of Guatemala and El Salvador were under virtual siege by leftist insurgents and the
extreme right; the Sandinistas were solidifying their power in Nicaragua and menacing El Salvador,
Panama was under the increasingly brutal control of General Noriega; Honduras was preparing to end a
long period of military rule in the face of a faltering economy. Only Costa Rica had a democratically
elected government at the beginning of the decade.

The economies of the region were reeling under the impact of the oil crisis and subsequent
recession. It is estimated that at least $1.5 billion in capital left between 1980 and 1982; public and
private debt skyrocketed to over $10 billion; and private investment, both domestic and foreign,
plummeted. Sharp declines in income (12% region-wide and as much as 20% in El Salvador)
exacerbated the political crises. Even stable Costa Rica experienced sharply reduced incomes, high
inflation, and rising unemployment. Governments everywhere were losing the capacity to face the
economic challenges and to deliver basic social services.

Adopting an Outward Ecoomic Orientation

The crisis of the 1980s made clear to the Central American countries that their economies were
ill-equipped for the rapidly changing international economic environment A regional consensua has
emerged that a more outward-oriented economic strategy is essential to sustained, broad-based
development Private sector leaders who once lobbied for the revival of a protected regional market are
now turning their energies to exporting new products to new markets outside the region. Governments
are lowering tariffs, eiminabng restrictions on foreign investrnent, and taking other important measures
to liberalize their economies.



299

Progress uader the Central AMerkc hritietve

The Central American Initiative, launched in 1984, was a comprehensive effort by the U.S.
Government to help the Central Americans restore long-term political and economic progresa. Much
has been achieved (Chart D). Democrasticaly elected governments are now in power throughout the
region, headed by presidents who achieved national preeminence as political, rather than military,
leaders. They are men and women of vision, committed to the democratic process and to improving the
well-being of their atizens through sustainable, economic growth.

The economic hemorrhage of the early 1980s has been stemmed and positive economic growth
restored. Excluding Panama and Nicaragua, the region has achieved positive real annual per capita
growth each year since 1987. Outward-lcoking economic policies are now in place that promise
sustainable growth. The region's entrepreneurs have responded by developing new export products for
the United States and Europe. This export growth has created significant new employment and
generated growing demand for imports, particularly from the United States.

With substantial aid from the United States and other donors, most countries have been able to
improve social indicators. Over 1.8 million more people now have access to potable water. Infant
mortality rates have fallen and immunizations and the use of oral rehydration therapy have expanded.
An additional 400,000 children are attending primary schools, producing modest gains in primary
school coverage and completion rates, despite high birth rates (Chart D.
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CHART I: Indicators of Progess During 19841990

'iEsrudes Ncaragua

Freedorn House is an independent ncar~pofit organizaSs that has conducted a cranparative survey of freedcon
since 1972. Comthres, are ranked on a scale d I (fully free) to 7 (not free), on the basis of a 36-poisnt cheddist of
political righs and dvii liberties that messsns, sudch variables as iecticos. breadth of political partidpatim freedom
of groups and the press freme political terror or tntinddation, and individual human digsghtb
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'ESdudes Nicaraggua, E Salvador (due to war).
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INDICATOR 1984 1990
Real Per Capita GDP Growth' -O5% 0.2%
Private Investment (% of GDP) 7% 13%
Nontraditional Exports (S Billion) to US 0.4 1
Democracy Rating for Political Rights and 3.6 2.7
Civil/Political Liberties (Scale of I to 7)2

Primary School Enrollment Ratio (Gross)' 89% 93%
Primary School Completion Rate (Gross)' 52% 60%
Infant Mortality (per 1000 births) 58 45
Water Supply Coverage' 56% 60%

Sanitation Coverage4
48% 59%

Vaccination Coverage' 50% 66%
Children under 5 Malnourished' 20A% 17.8%
Annual Rate of Population Increase3 2.71% 2.65%
Annual Deforestation Rate' N/A 3%-7
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II. A.I.D.'S STRATEGY AND TARGETS FOR THE 1990s

A. THE FRAGILITY OF PROGRESS TO DATE

Much has been accomplished to achieve peace, democracy, and economic recovery in Central
America, but much remains to be done. The foundation for progress must be made permanent More
than anything else, what is needed now is the continued nurturing of the institutions of economic and
political freedom to deepen their roots.

Serious challenges remain. Continuing internal strife in El Salvador and Nicaragua is evidence
of the fragility of democratic principles. While elections have been held, many democratic institutions
are weak, particularly at the local level. Although most countries are managing their economies better,
they still need assistance to sustain their adjustment programs Moreover, continued poor world
markets for Central American products, an unresolved external debt problem, high population growth
rates, and environmental degradation will complicate the economic management problems of the
region's leaders. The majority of Central Americans still live in poverty, many in extreme poverty, and
lack the means to alter their situation in the foreseeable future unless national policies and programs
reduce the barriers to their participation in democratic political systems, growing economies, and
fundamental social services.

B. KEY PREMISES

A.I.D. will build on past successes by consolidating and focusing its programs in the areas of
participatory democracy and broadly-based growth. The World Bank's World Develpment Ra for
1990 makes clear that market-based economic growth is essential for rapid and sustained progress in
reducing poverty. "Getting prices right' not only provides farmers and urban residents more incentives
to increase production; it also removes exchange-rate, credit, fiscal, and other distortions that have
made capital arbitrarily cheap. This means that employers will place a higher value on labor, thus
creating more jobs and providing the poor more income with which to improve their standards of
living. Rapid and sustained economic growth also provides governments more revenue with which to
expand primary education, primary health and nutrition programs, family planning programs, and
other basic services that constitute the second major element of a successful strategy for reducing
poverty. This kind of broad-based, sustainable model of economic growth offers Central American
countries the best prospects for strengthening the democratic gains made during the 1980s.

A.l.D.'s strategy for supporting a deepening of democratic processes and the achievement of
rapid broad-based, and sustainable economic growth is based on the following key premises:

There is a Shared Vision o the Region Is Future

Central Americans have a vision of their future, and one aspect of that vision is that increased
regional interdependence can promote common good for the region.

The Central Americans will use the consultative group and PDD mechanisms to mobilize
additional external cooperation, trade, investment, debt relief, and democratic development.
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Trade, Invest rtent, and Aid are Linked

Over the longer term, increased trade and investment are key to the economic development of
Central America, and aid can help lay the basis for this private sector-led growth. A.ID. will place
increased emphasis on trade and investment within its programs and explidtly link them to business
outreach activities with and in the United States.

Expansion of trade and investment must be based on comparative advantage, which will
require increased productivity, specialization, and aggressive marketing.

Significant policy and regulatory changes encouraging increased private investment and open
trade are required to stimulate significant growth.

A reduction of political strife and an improved regional macroeconomic and sector policy
environment will encourage substantial renewed private capital flows into the region.

Accelerated economic growth in Central America will create larger markets for US. exports,
greater opportunities for U.S. investors, and more trade opportunities for Central American countries
within the region, with the United States, and in the world economy.

Public and Private Sector Responsibilities Must be Realigned

Centralized government bureaucracies need to be reduced, with productive activities
transferred to the private sector and essential government services provided with greater efficiency.
The roles of municipalities, the private sector, and non-governmental organizations in development
should be increased.

The multilateral banks and the private sector will take the lead in financing the construction and
rehabilitation of productive infrastructure in the region.

A.I.D. will maintain and foster sound and focused safety net programs in the context of
continued support for the Central Americans' macroeconomic policies and programs.

The U.S. Rote and Objectives Will Change

The need for U.S. assistance to Central America will decline as recovery proceeds, as trade and
investment flows to the region expand, and as other sources of multilateral and bilateral assistance
increase.

In order to obtain the most productive use of more limited resources, Congress will need to
agree to eliminate functional accounts and minimize earmarks of US. assistance to Central America.

A.I.D. will also streamline the programmnng process, including new sector assistance
approaches.
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C. TEN FRINCIPLES OF A.LD.S STRATEGY IN THE 1990s

With these premises serving as a framework, ten major principles will guide AJ.D.'s
development assistance strategy in Central America during the 1990s(

1. AI.D. will help Central Americans elininate impediments to private sector-led trade,
investment, and employment generation. The foregoing will require low inflation,
macroeconomic stability and the further liberalization of international trade. To the degree
that these efforts are successful, AI.D. will gradually shift its focus from addressing
macroeconomic constraints to helping to reduce barriers to growth in specific economic
sectors, i e. industry, agriculture, tourism, energy, and services such as finance.

2. Greater emphasis will go to supporting the development of democratic institutions and
particularly to deepening and broadening participation in democratic processes.

3. To consolidate the democratic process, A.l.D. will emphasize programs to strengthen the
judicial, legislative, and electoral systems through increased professionalism, heightened
accountability, and civilian oversight.

4. Programs will be expanded to promote informed civic participation in public policy issues
as a stimulus for open and responsive government.

5. The Central Americans, with AID. assistance, will strengthen democratically-elected local
governments through decentralization of real authority and resources.

6. Greater emphasis will be given to encouraging Central Americans to adopt economic
policies, incentives, regulatory frameworks, and management practices which promote the
protection and sustainable use of the natural resouree base.

7. To help assure that a majority of Central Americans share in the benefits of a growing
economy, AI.D. will encourage governnents to adopt policies and regulatory frameworks
that will facilitate greater participation in the economy by the disadvantaged. A.I.D. will
focus especially on policies designed to promote increased employment at the lower end of
the economic spectrum where Central America has comparative advantages in labor coats.

S. AJ.D. will help Central American govenments and the private sector improve the
effectiveness, efficiency, financing, and local control of basic social services, thus increasing
access to them and assuring their sustainability. Further improvements in the sodal service
sectors will require increased national financing of public sector programs (in contrast to
donor-funded service delivery) and broadening of private sector financing of quality health
and other sodal service delivery wherever feasible.

9. Within the EAl and PDD frameworks, AI.D. will more closely collaborate with other US.
Government agencles, multilateral development institutions, and bilateral donors in helping
Central Americans meet their poltical and economic deveopmnt goals.

10. To reinforce the benefits of increased cooperation among the Central Americans, AI.D. will
support regional initiatives through regional and bilateral efforts to encourage regional
dialogue and networking. Working with the Central Americans, A.I.D. will support
initiatives such as promoting and strengthening intra-regional dialogue and interchange
among Central American legislative representatives, including the possible emergence of a
Central American Parliament pranoting liberalization of trade in goods and services within
the region; facilitating the free flow of capital both intraregionally and between the region
and the rest of the word, and supporting initiatives of special significance to the US.
Government, e.g. counter-narcotics issues.
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D. TARGETS FOR THE YEAR 2000

With adequate international support, Central America by the year 2000 can be a democratic,
vibrant and increasingly prosperous region. Specifically, the following targets appear attainable:

Democracy

* Free and open national and local elections will be the norm.

* Admidnistrative and financial authority of local governments, including the power to
generate revenues, will be increased, while that of central bureaucracies will decrease.

* Strengthened judiciaries will increase respect for the rule of law and human rights, and
better protect the security of person and property.

* Legislatures will function effectively, and intraregional cooperation will increase
through a Central American Parliament.

* The autonomy of the military in political and economic processes will be reduced.

* Civic participation in the democratic process will increase.

* The press and other communications media will be freer and more responsible.

Broad-Based, Sustainable Economic Growth

Central America will be a full participant in the world economy, with market-oriented economic
policies that make possible steady.increases in employment and productivity based on the region's
comparative advantages. Government policies will reinforce a broadening of the economic base by
improved access to quality basic education and health care in response to the democratically-expressed
will of the people, by market-based policies that nurture entrepreneurs, small businesses, and
agricultural producers, and by a legal framework that protects property.

Feasible indicators for measuring progress are shown in Chart L. Specific quantitative goals will
be reflected in regional and country strategies and annual action plans, and adjusted as may be
necessary in light of evolving circumstances. In this manner, it is feasible to account for and measure
progress in each country. This is particularly important due to the diversity that exists in the region in
the quality of life, conditions and prospects for economic growth, and the stability and development of
democratic institutions.

While it is difficult to project goals ten years in advance, it is estimated that regional economic
growth by the end of the decade should increase to 5% per year. Private investment as a percentage of
Gross Domestic Product should increase from 13% to 19% region-wide, while nontraditional exports to
countries outside the region are expected to increase from a baseline of $1.46 billion in 1990 to over $4.7
billion by the end of the decade. Infant mortality (per 1,000 births) should decrease from a 1990 baseline
of 45 to about 37 region-wide. Communicable diseases susceptible to immunization control should be
virtually eliminated by the end of the decade. The regional primary school completion rate is expected
to rise from a 1990 baseline of 60% to over 70% in the year 2000.
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III. STRATEGY OBJECTIVE NUMBER ONE: THE DEVELOPMENT
OF STABLE DEMOCRATIC SOCIETIES

Support for and development of stable democratic societies in the countries of Central America
constitutes the leading edge of Ai.D.'s strategy for the region. The strategy envisions a significantly
expanded role in this area for field missions, including the Regional Office for Central American
Programs (ROCAP). Working within the context of the USG country team, AID. will work closely with
other USG agencies to support nonpartisan efforts to deepen and consolidate indigenous democratic
institutions. A.LD. will focus on technical assistance and training, investing in human resources and the
strengthening of local institutions, and will include democratic initiatives in its policy agenda.

Under the proposed strategy, A.LD. will increase its financial resources for various democratic
initiatives. These resources, particularly for strengthening local government, will need to be
complemented by additional flows from other members of the donor community. However, support for
democracy is not resource intensive. While external assistance is important, additional resources do not
assure greater or more rapid progress. Success ultimately depends upon the political will and popular
expectations of Central American societies

A. CONSTRADNTS

The following are the more salient constraints in varying degrees that restrain the growth of
democratic values and institutions:

Authoritarian history and political structure with tradition of military control and/or
influence over govermnent.

* Overly centralized public sector power with weak municipalities as well as weak traditions
of support for human and civil rights.

* Lack of support for legislative, judicial, electoral, and political processes.

Inefficient government institutions and widespread corruption.

* Lack of social, political, and economic pluralism and local participations weak and
unprofessional media.

* Government policies that reinforce the powerful and discriminate against disadvantaged
groups.

B. PROGRAM STRATEGY

To address these constraints A.I.D. proposes a ten-point program under two broad areas of
focus.

1. Strengthening government institutions to be more responsive to dtizens and more
democratic in operation.

2. Promoting democratic values among citizens through greater participation and
influence of non-governmental and educational institutions and a free and professional
media.

6E Segttl DeocracytJ Ladn Amiamad " Ca*bem USALD.ts Emiuar to Dt real Pnd P fo teftre, a
pomauns to toh.e wvelepn An Aksbon CEmai of the awmmintim for -wAlICoIepatln and D odait (OECD),
Agency for lt ood Dmiepmen% &eau tfo Lado Amri ca the d bCine, NoYanve r 1990
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The first area focuses on the need for open, responsible and effective government, at both the
national and local levels, to assure full application of the rule of law, the protection of individual rights,
the holding of free and fair elections, the effectiveness of the legislative process, and the diminution of
inefficiency and corruption.

The second area highlights the need to go beyond public institutions and formal processes to
help stimulate pluralism and the growth of democratic values and traditions among the citizens at large.
These efforts would build upon A.l.D.'s already extensive working contacts with non-governmental
organizations, educational institutions, labor unions, the press, and community organizations to help
develop stronger, more effective citizen participation.

1. Improve the administration of justice through increasing the iniependence, professionalism, and
effectivenss of the judiciary and police.

Working through field missions and regional institutions, A.l.D. will support Central American
efforts to:

Upgrade judicial personnel, including judges, prosecutors, public defenders.derks, and
court administrators, through promotion of higher selection standards and the
establishment of effective in-service training and continuing education programs for these
key legal and management personnel;

* Establish and expand effective public defender systems;

* Modernize court and case management through professionalization of administrators and
use of automated case management techniques;

* Establish and expand information systems on legislation in effect, past court decisions, and
scholarly writing, induding improved law libraries and documentation centers;

* Continue legal education for the private bar, with a particular focus on more active bar
association involvement in justice system improvement.

2. Promote the exercise and protection of civil and human rights.

A.I.D. will support the work of the Inter-American Institute of Human Rights 0lHR), in human
rights education in schools; rights of women, indigenous peoples, refugees and displaced persons; and
training for human rights lawyers and activists. The civic education projects will include components
that sensitize students or trainees to the obligations and duties of their governments in this fundamental
area of applied democracy. A.I.D. missions will be sensitive to country human rights records when
considering development portfolio composition and expansion.

3. Strengthe electoral processes and institutions.

The objective is to support and strengthen national electoral management bodies to assure that
they are independent and professional. In the 1990s, A.L.D. will continue to help foster free and open
elections through support for Center for Electoral Assistance and Promotion (CAPEL). CAPEL
conducts research, widely distributes information about the electoral process, and provides networking
activities and technical assistance to electoral courts and other institutions. Missions will seek to assist
national electoral management bodies (electoral boards and tribunals). Policy dialogue will focus on the
status of each national electoral process and its fair and non-partisan management.
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4. Strengthen legislatap e procsn and instiuftoss.

The aim of this program is to foster an open and accessible legislative proceasV assisted by a
trained professional staff. Such elements as specialized standing cmm ittees and access to appropriate
legal, economric, and technical expertise in the legislative process are to be stressed.

The initial focus will be on strengthening institutional capabilities to draft legislatim, improving
the analytical and management capacity through trainin& promoting research, and sustaining dialogue
on major policy roles for national and local parliaments Support will also be provided to activities that
increase contact and cooperation among legislators in the region, as well as with their counterparts in
the United States and Western Europe. Since an independent, professional legislative auditor general is
important to ensuring that legislators can actively monitor government programs, A.l.D. will help train
and strengthen the offices of the Comptrollers General in a number of Central American countries.

Finally, regional activities such as the Regional Federation of Central American Legislative
Clerks and the proposed Central American Parliament will further establish and reinforce relationships
among Central American legislative leaders and with their counterparts in the United States and
Western Europe. A.M.D. will expand its support for additional efforts in these areas.

5. Strengthen elected local and municipal governments through decentraliration of authoayty and
control over financial and human resources.

Most Central American leaders now realize that centralized national bureaucracies limit the
ability to deliver services. There is also a growing recognition that centralized bureaucratic power is
often anti-democratic since it limits citizen participation in the development process and encourages
paternalism. Central American countries are working to create more responsive locally-elected
governments which provide greater opportunities for citizens to participate in and more directly
influence the development process.

The program will foster the empowerment of local governments through support for.

* revenue-sharing legislation;

* reform of the electoral processes;

* development of sound, equitable local tax bases and other local revenue sources;

* strengthening local government capacity to respond to local priorities and to deliver basic
services; and

* other forms of municipal management training and technical assistance.

A.J.D. will also explore ways to help Central Americans:

* strengthen local government decision-making processes;

* encourage financial and administrative decentralization;

* strengthen local service delivery and maintenance capabilities; and

* enhance local revenue generation and cost recovery capabilities.

In developing these programs, A.l.D. will foster complementary and/or co-financing proposals
with the Inter-American Development Bank (IDB) and the World Bank (MBD) to provide the required
capital financng, with A.J.D. financing technical assistance and training.
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6. Promote honesty and efficiency in govenonent through transparency of dedsion-making
processes and heightened accountability of civil serice structrea.

This program will assist cooperating governments to assess their anti-corruption practices and
procedures and support the design and inplementation of financial management systems which
improve the quality, reliability, timeliness, and credibility of financial information in the
decision-making process. Working with other donors, A.I.D. will also undertake broader sectoral
administrative and policy interventions to help improve host government development administration.

7. Support for civilian control of the police and the military and for demilitarization through
encouragement of dialogue between civilian and military leades, and promotion of civilian oversight of
govennment.

Both the police and the military in most Central American countries have demonstrated a lack
of civilian control and professionalism. This lack of civilian control has led to civil strife and human
rights abuses. The US. country program will help promote greater judiciary-police cooperation through
its legal assistance projects and coordinate with international organizations to facilitate multilateral
assistance in this area.

Working with representatives of US. armed forces in US. Embassies in Central America, A.L.D.
has a role to play in helping to further the dialogue between military and civilian leaders. AID. will
utilize both policy dialogue and project assistance for

* integration of forner military and police force members as productive civilians in the
sodety;

* civilian scholars and policy specialists to acquire credible expertise in military affairs;

* legislatures to develop the Institutional capacity to monitor military systems effectively and
routinely; and

* civilian leaders to implement strategies to decrease military involvement in conflict
resolution and build effective procedures for civilian control of military organizations.

. Strengthen political parties and the party system.

Working through organizations such as the National Democratic and Republican Institutes and
the National Endowment for Democracy (NED), AI.D. will continue to support the strengthening of
local political parties. NED is a private, non-profit organization established and funded by the US.
Congress to promote democratic values and practices around the world, working with non-government
organizations. When appropriate, A.l.D. will provide direct grants to NED for electoral and political
party development, while carefully avoiding any involvement in or association with electoral campaigns
or other partisan activity.

9. Promote and strengtien Aluralism and civic participation through non-governmental
organizations and leadership training.

The United States has a long tradition of supporting non-governmental organizations (NGOs) in
the region. Support has been provided to technical NGOs working in specific sectors, humanitarian
organizations, research institutes, labor unions and employee associations, community and municipal
associations, business groups, cooperative organizations, and other groups. The continued sponsorship
of a broad range of NGO activities will remain an important area for AI.D. financing during the 1990s.
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Of special note is the need to give attention to those civic groups and institutions working to
assure citizen access to electoral, legislative, and judicial systems and helping people to acquire the
knowledge, skills, and confidence needed for full participation in the democratic process. Special
consideration win be given to financing NGOs active in civic and voter education programs and
programs to strengthen judicial systems. The NGO programs will also focus on civic education
curricula in the primary schools in order to teach basic citizen participation skills in a democratic
context.

In 1985 AJ.D. launched the Caribbean and Latin American Scholarship Program (CLASP) to
provide training in the United States to over 12,200 individuals from Central America as well as others
from the Caribbean and South America. Most of this training is focused on the disadvantaged who are
present or prospective leaders. The support to the CLASP program will continue through 1998. A.I.D.
will also offer additional training opportunities for other individuals and leaders not covered by CLASP.

10. Promote alternative infonnation sources, including a free and responsible press, other media,
and social/economic research organizations.

In FY 1988 A.I.D. initiated a program to strengthen journalistic professionalism and improve
mnass media education and research capacities in Central America. This program will be expanded in
the 1990s and will focus on training, creation of regional associations of media professionals and owners,
strengthened and more appropriate university journalism education programs, and establishment of
self-sustaining centers for mass media training in Central and South America, similar to some mass
media training activities and programs already under way in A.I.D. population and child survival
programs.

The program will continue to finance journalism education, with adaptation of US. textbooks to
the Central American environment and long-term training in the United States in specially adapted
journalism courses.

Through the Regional Technical Activities Center in Mexico, A.l.D. will continue to finance the
translation into Spanish, and the sale to university students and the general public, of inexpensive US.
textbooks in a variety of academic and technical subjects that would otherwise be unavailable. Political
science and economics texts will be added to the available subjects.
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IV. STRATEGY OBJECTIVE NUMBER TWO: THE ACHIEVEMENT OF
BROAD-BASED, SUSTAINABLE ECONOMIC GROWTH

A. RECOGNIZING THE FLAWS IN THE OLD MODEL

The sharp decline in Central America's per capita GDP in the late 1970s and early 1980s was due
to a combination of unfavorable external economic events, civil war, and insurgency in several
countries, and economic policies that inhibited the ability of market forces to respond to opportunities
offered by the world economy. Gradually, the Central American countries have come to realize that the
old economic model-a hybrid based on traditional agricultural exports and regional import substitution
within the framework of the Central American Common Market-was not sustainable.

The import-substitution model exacerbated already significant income inequalities by rewarding
inefficient industries that did little to provide opportunity for growing labor forces. The differential
protection of industry also diminished incentives for agricultural production and investment and
limited both food production and exports. This fed the political unrest that erupted violently in
Nicaragua, El Salvador, and Guatemala. The unrest, combined with poor economic policies, led to
substantial capital flight and dramatic declines in private investment. Likewise, the model aggravated
the deterioration of the region's natural resource base that was already underway because of population
growth and lack of attention to environmental concerns.

B. PROMOTING THE NEW MODEL

There is now a widespread recognition throughout Central America, and in developing
countries generally, that small countries especially must adopt more market-oriented, market-directed
economic policies if they are to achieve rapid, sustainable economic growth. There is also a greater
awareness that accelerated economic growth is essential to poverty alleviation. Economic growth does
not guarantee rapid poverty alleviation, nor does it automatically take care of environmental problems.
But it makes both of these tasks easier, especially if it places greater reliance on market forces by
eliminating subsidies and controls that have benefitted primarily the wealthy, and when policies are
adjusted to overcome "market failures" that produce environmental deterioration and thus threaten
long-term economic growth.

A more broad-based, sustainable model for economic growth is essential to strengthen the
democratic gains made in Central America during the 1980s. Reform of the policy environment, while
critical to achieving vigorous private sector-led growth, is not sufficient. Non-policy constraints are also
a major hindrance to growth and include: lack of infrastructure, poor market information and linkages,
insufficient technology development and transfer, and undeveloped financial markets. During the
1990s, the Central American public and private sectors must improve the efficiency of free market
activities and social service delivery systems, create more sustainable and less donor-dependent social
programs, and develop domestic funding sources to support and further expand investment, public
services and economic infrastructure.
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The adoption of economic policies designed to stabilize and diversify the exports of Central
American economies provides an opportunity for A.l.D. to build upon previously successful efforts to
accelerate private sector-led growth focusing on agriculture, small business, and export industries and
improve the delivery of social services that economic growth makes possible. In doing so, AJ.D. will
increasingly work with other US. Government agencies involved in other aspects of the trade and
investment programs under the Enterprise for the Americas Initiative.

C. CONSTRAINTS

Though progress has been made over the past six years, the constraints to economic growth and
the widespread benefits that emanate from growth (in some cases excluding Costa Rica) are.

* Tax, foreign trade and credit policies that continue to discourage investment and labor
intensive production

* Macroeconomic policies that result in debilitating inflation and devaluation.

* Policy, legal, regulatory, administrative, and technical barriers to the free flow of goods,
services, and investment capital within countries, among the Central American countries
themselves, and between the region and the rest of the world.

* Lack of adequate transportation, communications, power, and other infrastructure in
support of trade and investment.

* Despite progress in privatization, the continued existence of inefficient state enterprises
dependent on government subsidies for survival and large, costly and overly centralized
national bureaucracies in charge of social and other public service delivery. .

* Poorly functioning financial markets, inefficient state financial institutions, and inadequate
levels of long-term financing for private sector investment.

* Legal and regulatory obstacles to the establishment of small enterprises and protection of
property and asset rights of low income groups.

* Rapid population growth.

* Continuing low levels of productivity of land and labor and inadequate and inappropriate
technology development and transfer..

* Inequities in access to the factors of production by the agricultural sector as a whole via a vis
the industrial sector as well as within the agricultural sector.

* Poor quality of instruction and lack of textbooks and educational materials and supplies
leading to educational inefficiencies.

* Inadequate and inefficient resource mobilization and allocation for social services and
infrastructure.

* Lack of appropriate or adequately enforced environmental protection and management
policies, laws, and regulations, and lack of awareness of environmental problems and
potential solutions.
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D. PROGRAM STRATEGY

To address the constraints identified above, A.l.D. proposes a ten-point program under three
broad areas of focus:

1. Stimulate private sector trade and investment through regional and bilateral policy
reforms efforts and programs.

2. Encourage greater opportunities for increased participation in the economy by the
disadvantaged.

3. Encourage policies, incentives, regulatory frameworks and management practices
which promote the preservation and sustainable use of the natural resource base.

These three areas of focus underscore the interrelationship of macroeconomic policies, trade and
investment initiatives, promotion of access to jobs and social services for the disadvantaged, and
conservation and proper management of the environment.

1. Further liberalize external and intraregional trade in goods and services.

Central American countries have already reduced maximum import tariffs from the 80-200%
range to the 20-40% range. The evident success of these reductions in stimulating trade and
employment, and President Bush's encouragement of free trade in the region, should make further
progress feasible. A.l.D.'s approach will involve several elements:

* policy dialogue at both the country and regional level, linking US. assistance to continued
progress;

* support for regional organizations, both private and public, that will further this goal;

* continued macroeconomic and sectoral policy improvement at the country level,
particularly for stable market-determined exchange rates and open access to foreign
exchange to facilitate movement of capital within Central America; and

* continued effort, through sector- and project-level interventions, to address procedural and
regulatory impediments to the free flow of goods, services and capital.

AI.D efforts to support improved investment policies will enable host countries to gain access
to investment and debt relief benefits under the EAI. A.I.D. will complement these efforts by working
with the Office of the U.S. Trade Representative (USTR) to help liberalize treatment of products of
special interest to Central America.

l

2. Strengthen private-sector organizations promoting trade and investment and cooperate with
other US. Government trade and investment promotion efforts.

Central American export and investment promotion organizations which A.l.D. has supported
have proven to be important both in helping to generate additional foreign investment and exports and
in influencing governments to eliminate obstacles to growth in trade and investment. It is anticipated
that A.I.D. support for some of the activities of these organizations will continue to be required while
they attempt to become as self-sufficient as possible. AID. will continue to provide support for those
national export and investment promotion organizations it has helped create within the region and will
encourage more host government, other donor and private financing for existing and future institutions.
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Both in countries where AID. has traditionally supported national export and investment
promotion organizations, and in other countries -especially those where A.D. will be initiating new
trade and investment programs -AI.D. win seek opportunities to support local associations, chambers
of commerce and other private organizations which represent and serve the interests of local businesses
in various sectors of activity (agribusiness, commerce, industry, etc.). Support for specific trade and
investment activities of these organizations wil help them serve as bridges between their private
business membership and US. and other foreign businesses interested in trade and investment
Two-way trade and transfer of technology can be facilitated by such organizations when US. business
representatives, on trips organized by the Departments of Commerce and Agriculture, use these to
make contact with local businesses. AID. will also assist such organizations to access market
information sources in the US. and other markets and to provide other services to their members.
A.I.D. cooperation with such organizations for specific activities will also help strengthen their
capabilities to promote government policies that improve the business climate.

A.l.D. and local private sector organizations it supports will intensify cooperative efforts with
the Department of Commerce, the Overseas Private Investment Corporation (OPIC), the Export-Import
Bank (EXIM), and the Department of Agriculture (USDA) to attract US. business to the Central America
region. These efforts will be complemented by business outreach programs in the United States. The
Latin America and Caribbean Business Development Center, created by the Department of Commerce
and A.J.D., will be the focal point for these outreach programs.

3. Reform fiscal systems by improvfng tax structures and administration, improving efficiency of
government service delivery, and puivatizing state-oned productive enterprises.

The public sector must continue to play a key role in development, but structural improvements
are needed. Excessive fiscal deficits constitute the major source of inflationary pressure and prevent
private sector access to credit. In addition, these deficits contribute to the non-competitive financial
markets and related capital flight.

A.l.D.'s strategy is to:

use technical assistance and policy dialogue (together with the International Financial
histitutions (IEFs)) to reduce distortionary tax systems, simplify tax administration, and
improve enforcement.

encourage implementation of tax programs which do not rely on tariffs to fund government
budgets.

use sectoral assistance to help reduce the cost and improve the quality of social services;

promote reductions in public-sector payrolls through policy dialogue and technical
assistance, and where appropriate, support for severance pay.

continue efforts to privatize government enterprises through policy dialogue and technical
assistance, and encourage capital support from the IFIs.

4. Strengthen the ability of the financial sector to mobilize domestic resources and channel them
efficiently to the most productive sectors of the economy, and continue to promote access to outside
sources of long-term Innvestment capital.

Financial sector reform requires greater reliance on market forces in allocating resources, and
greater pressure on financial institutions to mobilize domestic savings. In the past A.l.D. has sometimes
dealt with these problems through temporary expedients - directed lines of credit, central bank
rediscounting, loans for specific activities, subsidized sources of financing - that do not resolve the
underlying problems.
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A-l.D. will concentrate on strengthening domestic financial incentives for attracting and
efficiently allocating financial resources. This will require support for privatization of financial
intermediaries, decontrol of interest rates, support for establishment of cross-border financial
institutions in the region, and promotion of capital markets.

A.l.D. will assist potential investors to gain access to external sources of long-term investment
funds, including the IDB Investment Fund to be established under the EAl, Section 936 funds, OPIC
financing and guarantees, and A.I.D. guarantees.

S. Stimulate agricultural production and trade through removal of macroeconomic and sectoral
policy constraints; promoting technology improvements; reducing tenure insecurity; and promoting
agribusiness development and trade linkages with US and neighboring markets.

Misguided macroeconomic policies have a disproportionate effect on incentives for investment
in agriculture. These macroeconomic policy constraints are exacerbated by the sectoral policy
distortions of pricing and market controls. A major focus of A.l.D.'s policy dialogue and support for
policy reform will be to correct these negative policies. These policy reforms will increase demand for
improved production and post-harvest technology, increased agribusiness inputs, and a more rational
allocation of credit to farmers to acquire these inputs.

This strategy will also support institutional reforms encouraging private sector driven
technology generation, adaptation, and transfer, private sector provision of inputs, and reform of the
financial sector. It will also focus on upgrading productive market information and linkages between
traditional and non-traditional small producers with modern agribusiness processors, exporters, and
marketers.

To address tenure insecurity A.l.D. will support both legal reforms and simplification of
procedural aspects of land registration.

6. Increase investment in infrastructure, market infirmation systems and networks, education and
training and technology development and dissemination.

As economic recovery proceeds and nontraditional exports expand, bottlenecks in
infrastructure, skills and technology will emerge. To deal with these issues A.I.D. will link skills
training to requirements by promoting dose ties between training institutions and private employers.

Under this strategy, A.I.D. will also seek institutional improvements that better utilize existing
infrastructure, such as

* increasing competition among ports in Central America by easing the difficulties of moving
goods intended for trade among countries;

* increasing competition in transport by deregulating trucking and increasing access by
additional carriers to airports through 'open skies";

* reducing paperwork and procedural requirements for movement of goods and services;

* encouraging demand-driven technology development and dissemination; and

* stimulating sustainable public and private support for improving energy policy, planning,
and conservation

Where appropriate, technical assistance will be provided in the development of viable
infrastructure initiatives while seeking capital support from the private sector and the IF's.
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7. Increas participation it - gcomengesrafuig opporhmitins by segments of th ociety pevosly
isolated from the economic system.

Substantial opportunities for poorer segments of society should result from improved trade and
investment policies. The growth in demand for labor resulting from Increased use of comparative
advantage should particularly favor unskilled workers, gradually eliminating the supply of
underemployed workers. Nevertheless, more direct efforts will be undertaken to speed this process.
These include:

support for small and microenterprises through innovative credit and technical assistance
activities in both urban and rural areas;

* policy dialogue on impediments to the integration of the informal sector in the economy,
with technical assistance from experts in the region; and

* support for diversification by small scale agricultural producers through innovative credit
and technical assistance activities.

8. Increase access to basic edacation and improve the efficiency of the education system.

A.I.D. will:

* help countries address education sector constraints through support for review and reform
of fiscal and financial allocation policies affecting spending on basic education In both the
public and private sectors.

* encourage decentralization, crricutum reform, and other policy and institutional reforms
designed to improve both educational content and administrative efficiency.

* encourage increased investment in basic education as a percentage of total government
expenditures.

* provide assistance to review legal changes needed to sustain private school systems and to
encourage greater private sector support for basic education.

* increase, dramatically, its support for sustainable vocational and management education
programs geared to productive employment.

9. Increase access to basic primary health care, family planning and nutrition semices by the poor
and improve the efficiency of those delivery systems.

A.l.D. will:

* support policy and institutional reforms to help governments and NGOs reduce costs and
expand access to basic preventive health and family planning services by improving
management and administration and by shifting priority for public financing to
cost-effective primary and preventive care.

* help governments, working with the IHs and other donors, explore ways to mobilie
alternative sources of financing through cost recovery, cost sharing, privatization, insurance
schemes, and, where appropriate, targeted tax schemes.

* help explore the use of debt swap arrangements to support sustainable provision of family
planning services through NGOs.

look for ways to help remove constraints on resource mobilization and investnent by the
private sector in commercial provision of health and family planning services.
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continue to support development of privateector service delivery and education

mechanisms such as social marketing, use of the media, HMO models, innovative insurance

and group health schemes.

help govemmenta, working dosely with the IDB, encourage increased investments designed

to expand water and sanitation coverage

emphasize creative sector policy and program approaches to consolidate many of the gains

that have been made in the region and to assist governments to develop sustainable,

decentralized social service delivery systems, Promote increased use of low cost

paramedical personnel to provide basic health services.

gradually reduce Its support for conmodity and other resource transfers for direct delivery

and focus more on poliy and systemic rform lading tolong term sustainable delivery

mechanisms.

10 Promotion of sound enviromenttl las and regilations whd* ae effectively eAoCd and

ra0iOnal Ipmen of natural resoarm by the public and private sectors to mnr long-ters

suastainflity and high economic retrnm

AID. will

* intensify its efforts to engage indigenous NGOs to work on environmental concerns.

* encourage creative program such as debt4or-nature swaps to increase the role of the

private sector in protecting and maintaining the natural resource base and limit the role of

public agencies to policy-making, regulatory functions and support for investments in

critical infrastructure and research.

* concentrate its investment in the following technical areas of environmental concern

a. Sustainable agriculture

AI.D. will:

* help NGOs and governments develop policies, laws, and programs; particularly those

affecting land use, and those required to encourage sustainable agricultural practices

induding sol and water conservation and adoption of farm based tree crops.

* work with regional- and locallevel institutions to develop, disseminate, and encourage the

use of conservation technologies and minrmize pesticide contaniation.

* strengthen public and private institutions working in integrated crop protection methods

and pesticide regulaton and management, through regional initiatives.

b. Sound forestay management

AJ.D. assistance will:

focus on policies and mechanisms for control of tropical and pine forest management plans

and other policoes e4g., sale and pricing of standing timber.

* assist Central American institutions in the management of selected areasod existing natural

forest with high production potential, and in the sustainable production of forest products,

water conservation, and other environmental benefits.
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c. Management of wildlands and protection of biological diversity

AID. will:

* support and strengthen programs to consolidate and manage, on a sustainable basis, legally
declared national parks and reserves.

* assist public and private agencies to prepare practical plans for the managemnent of priority
wildlands and will help develop facilities and services needed to control visitors' access to
wildlands.

* strengthen institutional capacity to plan and manage coastal development

d. Management of critical watersheds

A.l.D. will:

* encourage policy measures that call for users to pay for the costs associated with the
management and conservation of water supplies.

* assist landowners, farmers, and community groups to carry out needed conservation
practices in priority watersheds, including water storage/distribution structures, land
purchase, fencing, and monitoring of water quality and runoff.

* support environmental education to increase public awareness of coastal resources.

e. Control of urban pollution

AID. will:

* promote greater private-sector responsibility for resolving problems of solid waste
management and water and air pollution through analysis of policy and regulatory reforms,
technical assistance, and feasibility studies.

* look to the U.S. private sector to provide technical assistance and training in industrial
pollution control and occupational health and safety.

* collaborate and develop pilot projects, working with the World Bank, the Environmental
Protection Agency (EPA), and the IDB, to demonstrate cost effective approaches to reduce
air and water pollution in urban areas.
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V. STRATEGY OBJECTIVE NUMBER THREE: THE ATTAINMENT
OF EFFECTIVE REGIONAL COOPERATION

A. REGIONALISM AND MULTIILATERALISM

Consistent with the EAI approach and PtDD framework, the A.l.D. strategy is a regional one that
supports the political and economic interdependence of the Central American countries. A regional
strategy implies not only working with regional groups, but also focusing on regional issues and
concerns in our bilateral relations to further the shared regional objectives of dermocracy and growth.
Coordination with other donors-Canada, the European Community, Japan, and Latin American
countries such as Venezuela and Mexico-will be strengthened through the PDD framework.

The Central American Common Market (CACM) and its associated regional institutions made
important contributions to Central American economic growth and development during the 1960s.
Over the past two decades, however, the weaknesses of the import substitution model upon which the
CACM was based became evident, with lower growth and fewer efficient investment possibilitie.
Moreover, regional institutions played a progressively less influential role, and regional cooperation
likewise became progressively weaker until Central American efforts to achieve a peaceful solution to
the region's conflicts reversed this trend toward the end of the 1i9Os.

The election of a market-oriented government in Nicaragua has led to renewed interest in
common solutions to regional economic problems. There is growing interest in accelerating the recent
revival of intraregional trade, not as a substitute for exporting to markets outside the region, but as a
complement to it. Recent exchange rate and tariff reforms in the individual countries have reduced the
obstacles to intraregional trade. in June 1990, at Antigua, Guatemala, the Presidents of the Central
American countries-induding Panama as an observer-adopted a Central American Economic Action
Plan for strengthening intraregional integration and cooperation. This trend was given further impetus
by the adoption of a specific work plan and calendar in the December 1990 Declaration of the Central
American Presidents following their summit meeting at Puntarenas, Costa Rica.

B. CONSTRAINTS

Despite a revived spirit of intraregional cooperation, and the reversal of a long& sharp decline in
intraregional trade, there remain significant constraints to effective regional cooperation:

* Key institutions-notably SEECA (the Common Market Secretariat) and CABEI (the Central
American Bank for Economic Integration)-are financially weak because of individual
countries' failures to meet their designated financial contributions to these institutions and,
in the case of CABEI, member governments arrears in repaying loans.

* Regional institutions are excessively dependent on external resources, especially from
AID, whose levels cannot, and should not, be sustained.

* Managerial and technical capabilities of some regional institutions are weak, partly but not
entirely because of their financial problems.

* Honduras and Nicaragua have long felt that the benefits of regional economic integration
during its heyday were distributed unequally, and will want to be reassured that any new
integration efforts provide for a more equal distribution of benefits. Panamanian
participation in selected regional initiatives may also prove problematical.

* Although exchange rate realignments have lrgely removed a major obstacle to increased
intraregional trade, quantitative restrictions remain in the form of customs procedures,
transport regulations, and other controls preventing goods and services from moving freely
between countries. in addition, some intraregional trade continues to be subject to tariffs
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C. PROGRAM STRATEGY

1. Forum for Central American regional dialogue.

The overall theme of this strategy is to support the broad objectives of the Declarations of
Antigua and Pantarenas through.

1. development of democratic soceties,

2. achievement of broad based economic growth, and

3. the attainment of regional cooperation.

A priority for achieving this third objective is the expansion of regional cooperation relating
directly to the first two objectives. A.I.D. will support a series of programs to:

* provide fora for discussion of specific regional cooperation initiatives,

* share information,

* exchange experiences, and

* foster a convergence of policies in the region.

Examples of appropriate themes include.

* the exchange of legislative information among country legislators and other elected
representatives,

* municipal development and the deepening of local democratic institutions, and
* mobilization of domestic investment and intraregional financial flows.

2. Strengthening regional institutfons and reducing their dependence on AJ.D. resources.

A.l.D. recognizes the important role of some regional institutions in addressing a range of
regional concerns. Nevertheless, over the period of the strategy, regional institutions will assume
greater responsibility for their own core budgets. AID. will assist these institutions to pursue other
means of financing including other donor, endowment, and self-financing mechanisms. The strategy
anticipates that regional institutions will become independent of US. aid.

While reducing its financing of core costs, AI.D. will work with regional institutions where
possible on specific tasks consistent with the Central Americans development agenda. ROCAP will
take the lead in implementing A.l.D.'s strategy to promote sustainable regional institutions that will no
longer depend predominantly on A.I.D.'s resources.

3. Studies and policy dialogue supporting trade liberalization.

A.I.D., in cooperation with the international financial institutions and other bilateral donors, will
encourage additional policy, legal, and other reforms to further liberalize trade within Central America.
ROCAP will undertake more economic analyses including trade, mArket, and financial analyses to assist
the countries to increase intraregional trade and financial flows. ROCAP will work with the missions
and countries to stimulate the convergence of sound economic policies and promote a future regional
free trade zone.
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4. Sectoral programs.

Sectors in which A..D. will seek to strengthen or initiate regional programs indude the

following

a. Trade infrastructure

A.l.D. will support joint private and public-sector efforts to identify key infrastructure

bottlenecks inhibiting investment and trade. Specific needs include improvements in port

handling/processing facilities and modernization of key channels leading to ports. While A.l.D.

financial and technical resources preclude much in the way of financial support for construction

activities, A.I.D. can play an important role by supporting studies, technical assistance, training, and

policy dialogue.

b. Energy

This is another sector in which resources are appropriately concentrated on efforts other than

the financing of physical infrastructure. Issues that will be addressed through other types of assistance

indude strengthening of regional grid operations; movement toward a common rate structure;

privatization; co-generation; expanded use of geothermal and small hydroelectric plants; and expansion

of rural coverage.

With rapid economic growth, energy production and distribution will be a significant constraint

to further expansion. Working through regional mechanisms, A.I.D. will help the countries through

technical assistance, training, intraregional dialogue and information exchange to improve energy

policies, planning and conservation, and encourage appropriate intraregional energy sharing and access.

C. Social sectors

A.I.D. will also take advantage of opportunities provided by the Central American governments

to implement programs in the social sectors within a regional framework. One such opportunity is

provided by a new regional initiative, 'Health and Peace for Development and Democracy," adopted in

1990 by the Ministers of Health of the Central American countries. A.I.D. will support this regional

initiative, thus helping to consolidate progress made during the 1980s in expanding access to basic

maternal-child health and nutrition services and child survival interventions. The emphasis will be on

mechanisms to assure the sustainability of these programs.

d. Environment and natural resources

A.I.D is now supporting regional cooperation in addressing Central America's environmental

and natural resource problems under the RENARM project. The new spirit of cooperation in the region,

and growing awareness of the importance and interdependent nature of environmental and natural

resource problems, will provide additional opportunities for A.I.D. to support regional programs in this

area.
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VI. MANAGEMENT AND RESOURCES

A. ORGANIZATIONAL RELATIONSHIPS

L US. Government Coordination and Implementtion Fra

The AID. strategy is consistent with stated US. policy and Central American initiatives. In
order for the strategy to work, close coordination with other US. Government agencies is required. For
example, with respect to the EA[, A.L.D. will work closely with USTR, USDA, and Commerce on trade
opportunities (e.g., the Latin Amnerican and Caribbean Business Development Center), with Treasury
and the IDB on investment and debt reduction, and with State and EPA on programming local currency
for environmental activities.

Within the PDD frarnework, AID. will provide staff support for the consultative process Close
coordination will be maintained with the Peace Corps, USDA, USTR, the Department of justice, the
Department of Defense, the Department of Health and Human Services, and other agencies with which
AlD. has already established relations in the region.

2. Regional Coordination within A.LD.

To enhance coordination and more effectively integrate bilateral and regional programming a
new management oversight structure will be established for A.LD.'s Central American programs. The
Assistant Administrator will chair a steering committee to be comprised of the directors of A.LD.
missions, ROCAP, and the office of Central American Affairs, with ROCAP serving as the Executive
Secretariat. The Committee will convene semi-annually to review overall priorities, address
region-wide issues, and prepare inputs for the PDD and regional Consultative Group processes.

3. Regional Approactes

With its field presence and long experience in the region, ROCAP is in a unique position to
assist in fostering regional cooperation in areas of concern to the Central Anericans and the United
States. ROCAP can provide a regional fonum for information dissernination, technical support and
program assistance to stimulate a harmonization of policies with respect to major issues such as trade,
investment, energy and municipal development

While ROCAP is only tangentially involved with the present portfolio of democracy
strengthening initiatives, under the new strategy it will be assigned three important responsibilities.
First, ROCAP-in consultation with bilateral missions and the AJ.D. Latin America and Caribbean
Democratic Initiatives Office-will develop terms of reference and retain specialized "requirements"
contractors similar to ROCAPs existing contract in the export sector. Where appropriate, technical
assistance would be provided for "common thene" programs, such as judicial and legislative reforn
and development. Such an approach to the provision of technical assistance and information sharing
would reduce administrative workload requirements for participating missions. Specialized contractors
would be in an excellent position to facilitate communication and networking among country
counterpart institutions, and through this process foster the development of shared values and
approaches among Central Arnericans.
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Second, ROCAP wil be charged with managing a range of cormmon theme" training programs

within the region, in the United States and other countries. ROCAP will contract with firms or

befitutions specialized in training which would be responsible for curriculum development and

participant administration. Missions would us these contracts to access required expertise or training

programs according to country priorities. This aspect is important since most Missions will be short on

Stff to handle the administrative workload implicit in the Democratic Initiatives program.

Finally, ROCAP will coordinate with Central Anerican A.ID. missions in helping to implement

the PDD. This role will be particularly important as donor dialogue intensifies and opportunities for

joint or parallel donor activities emerge at the regional or country level.

3. MANAGEMENT CONSIDERATIONS

L Managing Shifts in Workload

In order to accommodate anticipated declines in funding and staff levels, and in recognition of

the expanded role of other donor financing in the region, A.I.D. plans to change its mode of

Implementing projects and concentrate its programs both in terms of sectors and number of initiatives it

manages. While the strategy calls for increased use of non-project assistance in support of economic

growth activities, expansion of the democracy and environment programs will partially offset staff

savings from a sector approach. Reductions in both technical and administrative functions will be

sought through increased use of regional implementation mehamisms.

The strategy's greater emphasis on strengthening democracy will require increased coordination

with other US. government agencies and some change in the technical orientation of A.I.D. staff. AI.D.

will work ciosely with the State and Justice Departments in the implementation of the democracy

portfolio and will take the initiative, where appropriate, for policy, operational, and accountability

functions associated with the program. A.I.D. will intensify and deepen in municipal development

under the Dl program.

. Need for Congressional Restraint

More effective program concentration will require greater funding flexibility to respond to the

region's expressed needs and more program accountability to demonstrate the impact of the program on

thes needs. This requires relief from cross cutting earmarks and functional accounts that do not easily

reflect the growth and democracy foci of this strategy. A.LD. proposes relief from the rigidities of

traditional functional accounts to permit the increased allocation of resources based on the objectives of

this strategy and the performance of the recipient towards these objectives. With increased

programming flexibility, A.ID. will be better positioned to engage other donors in increasing their

financing for complementary programs in the region.
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C. RESOURCES

During the 1984-90 period, the Central American countries were heavily dependent upon US.
economic assistance to pay for imports and to finance investment. The capacity of the Central American
countries to meet their own development needs and to obtain external resources from non-US.
Government sources has increased significantly since 1984, however, and this dependence should
continue to decline during the 1990s. In addition, the return of peace to the region should increase the
productivity of investment, particularly by eliminating the substantial requirements for replacenient of
guerrilla-damaged infrastructure. The principal sources of foreign exchange are export earnings, private
capital flows and official assistance.

Export Earnings

Though traditional exports from the region continue to stagnate because of low world prices,
the rapid growth of nontraditional exports is increasingly providing the foreign exchange needed to
meet resource requirements. Nontraditional exports rose from $423 million in 1983 to $1.3 billion in
1990, and have the potential to rise to $4 billion by 1996, if outward-oriented economic policies continue
to be implemented. This will reflect a fundamental economic transformation. In 1984, nontraditional
products accounted for only 12% of total exports outside Central America. By 1996, they could
represent nearly half. This export diversification should improve the stability of export earnings and
increase productive employment, as well as provide the basis for greater economic dynamism and
production of exports with more favorable world market prospects.

Private Capital

Private capital flows are also likely to be substantially more positive during the 1990s than
during the 1980s. The gradual decline in the military conflict in El Salvador, the establishment of
democratic governments in Nicaragua and Panama, and the generally Improved economic policy
frameworks throughout the region can be expected to stimulate larger private capital inflows, both from
foreign investment and from return of flight capital from the 1980-84 period.

After substantial net outflows during 1980-84, private capital began flowing into the region in
1985-89, averaging about $300 million per year. Continued sound economic policies could raise this
average perhaps to $500 million per year by 1996.

Other Donor Assistance

Other donor assistance to Central America, particularly from the multilateral agences, is
expected to be substantially larger during the 1990s than during the 1980s. Net disbursements during
1984-90 from the IMf were negative $400 million, and from the IBRD were only about $200 million. For
1991-96, net flows with the IMF should be about zero, for the region has substantially reduced its
indebtedness to the Fund. With continued good policies, gross disbursements of funds from the World
Bank and the Inter-American Development Bank should more than double during 1991-96 from the past
six years. A modest increase in other bilateral donor flows can also be expected during the 1990s.

US. Assistance

The developments discussed above should permit a gradual decline of US. assistance to the
region, consistent with the goals of rapid economic growth and democracy deepening outlined above.
Chart II provides a notional trend for AID. flows over the 1991-1996 period, consistent with continued
progress in these areas and expected flows from other sources. AJ.D. assistance would decline from
$810 million in 1990 (exciuding $420 million in extraordinary assistance to Panama) to $430 million by
1996, for a total of $32 billion in 1991-96. This would be a dedine from $6.2 billion in 1984-90. Over $1
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billion of the this assistance during 1991-96 would be e tpeed flow to Nicaragua, which was
excluded from US. assistance during 1984-1989. For the four Countries Included in the Central
American Initiative dinng 1984-89, the decline would be from S6 billion in 1964-90 to $2 billion during
1991-96.

The projected AID. flows of $32 billion, complemented by other projected resource flows,
should lead to a growth rate of slightly above 5% by 1996. Because of the numermus assumptions and
projections required for such modelling, the results can only be notional. Numerous factors-world
coffee prices, trends in the overall world economy, productivity of investment and economic policy
generally-could substantially change the projected resource requmrpments. With the projected flows to
Central America from other sources, the AID. share of total resource availabilities would be expected
to steadily decline during the 1990s. From a level of 44% of the total availabilities in 1984, the A.I.D.
share would fall to 16% in 1996.
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INTRODUCTION

In most aspects, the U.S. policy on foreign trade with and private
investment in the countries of the Caribbean Basin does not differ
substantially from comparable policy in effect with the world at
large or, in the context of Caribbean Basin countries as less devel-
oped countries, with the Third World. That is to say that whatever
the policy on the basis of which the United States conducts its for-
eign trade and investment relations with the nations of the world
applies, with a few exceptions, equally to the Caribbean Basin
countries. Nevertheless, the geographic proximity of the Basin to
the United States and particularly the concerns arising from its
lively political and underdeveloped economic conditions have
prompted the United States to implement several economic meas-
ures which accord preferential treatment to the Caribbean Basin
countries, primarily in the area of foreign trade.

* Vladimir N. Pregeb is a Specialist in International Trade and Finance, Economics Division,
Congressional Research Service.

(327)

57-035 0 - 93 - 12



328

TRADE POLICY

Trade policy of the United States toward the countries of the
Caribbean Basin, I with one major and several small exceptions,
has not differed substantially from the basic manner in which U.S.
trade relations have been conducted with the rest of the world.
Thus, virtually all Caribbean Basin countries are accorded by the
United States most-favored-nation treatment in trade and-being
without exception developing countries-are eligible for and most
have been designated beneficiaries of the generalized system of
preferences (GSP). Virtually all have access to export credits ex-
tended or guaranteed by the U.S. Government's export credit agen-
cies. Within the U.S. export control regime, they are part of the
country group subject to the least restrictive export control policy.
The main-and significant-exception to this general trade policy
has consisted of the special tariff treatment accorded to these coun-
tries since 1984 under the Caribbean Basin Initiative (CBI) pro-
gram.

GENERALLY APPLICABLE PROVISIONS 2

Most-Favored-Nation Treatment
The United States accords most-favored-nation (nondiscrimina-

tory; MFN) treatment in trade to its trading partners in three,
often overlapping, ways. One is by means of a bilateral compact
(e.g., a "friendship, commerce, and navigation" or similar treaty, or
an executive trade agreement) in which MFN status is accorded re-
ciprocally. Another way, somewhat broader in its reach, is through
being a party to the General Agreement on Tariffs and Trade

'(GATT), which, as a rule, carries with it the obligation of according
MFN treatment to all other GATT members. The broadest way is
the U.S. general statutory policy of extending MFN treatment,
with some exceptions, to all trading partners on the basis of U.S.
legislation, first enacted in 1934 and now contained in section 126
of the Trade Act of 1974 (19 USC 2136).

Bilateral treaties containing reciprocal MFN clauses are in force
with only two Caribbean Basin countries: Costa Rica, and Hondu-
ras, respectively, since May 26, 1852, and July 19, 1928. 3 The
United States has a GATT-based reciprocal obligation to extend
most-favored-nation treatment to and, in turn, receive it from the
following independent Caribbean Basin countries, signatories of the
GATT: Antigua and Barbuda, Barbados, Belize, Costa Rica, Cuba, 4
Dominican Republic, El Salvador, Guatemala, Guyana, Haiti, 5 Ja-

IIn the context of this paper, the Caribbean Basin encompasses the Central American states,
Guyana, Suriname, and Caribbean islands, whether independent or not, except for U.S. posses-
sions.

2 It is not the intent of this section to discuss the trade provisions of general applicability in
complete detail, but only to the extent that they are particularly relevant to U.S. trade policy
toward the Caribbean Basin countries as a whole or individually.

3A third treaty, with Nicaragua, which entered in force on May 24, 1958, was terminated
effective May 1, 1986, as a part of sanctions imposed on Nicaragua.

4 United States' obligation under the GAIT to accord MFN treatment to Cuba was, however,
in effect nullified by the imposition by the United States of a total embargo on trade with Cuba
as of February 7, 1962. Cuba's MFN status was, furthermore, specifically suspended by law as of
May 24, 1962.

5 As in the case of Cuba, a U.S. embargo imposed on November 5, 1991, on virtually all im-
ports from Haiti has in effect nullified current application of MFN treatment to Haiti, although

Continued
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maica, Nicaragua, Suriname, and Trinidad and Tobago, as well as
several former dependencies to which the GATT applies de facto on
the basis of the accession to the GATT of their former colonial
home-country, the United Kingdom, namely: Bahamas, Dominica,
Grenada, St. Christopher (Kitts) and Nevis, St. Lucia, and St. Vin-
cent and the Grenadines.

General statutory MFN treatment under section 126 of the Trade
Act of 1974 applies to all Caribbean Basin countries (whether CBI
beneficiaries or not) except Cuba. Cuba's MFN status was suspend-
ed 6 effective May 24, 1962, by section 401, Tariff Classification Act
of 1962 (76 Stat. 78), which defined Cuba as a country controlled by
international communism and as such subject to the suspension of
MFN status required by section 5, Trade Agreements Extension
Act of 1951 (65 Stat. 73). The suspension is currently maintained in
effect by section 401, Trade Act of 1974 (19 USC 2431), and General
note 3(b), Harmonized Tariff Schedule of the United States (HTS)
(not codified). Provided the embargo on trade with Cuba is lifted,
Cuba can regain its MFN status either under the provisions of
Title IV, Trade Act of 1974, upon compliance with the freedom-of-
emigration amendments of the Trade Act (19 USC 2432, 2439), con-
clusion of a bilateral trade agreement (19 USC 2434, 2435) and its
approval by the Congress (19 USC 2437), or by specific legislation.

Generalized System of Preferences
The GSP is a system implemented by developed countries in the

early 1970s with the intent of fostering export-oriented industriali-
zation and diversification of developing economies by unilaterally
extending preferential tariffs to their imports from the latter. The
coverage of the products involved, the conditions under which the
preferences apply and their extent (elimination or partial reduction
of the generally applicable duties) vary from one donor country to
another.

In the United States, the establishment and administration of a
generalized system of preferences was authorized on January 3,
1975, by Title V of the Trade Act of 1974, subsequently amended
several times (19 USC 2461-2465). The system was put into effect
on January 1, 1976, to terminate on January 3, 1985, but was later
extended through July 4, 1993 (sec. 505(a); 7 19 USC 1465(a)). The
system provides duty-free treatment to a vast array of imports (ex-
cepted are products specifically listed as ineligible in the law, or de-
termined by the President as import sensitive) from developing
countries designated as "beneficiary developing countries" (BDCs).
The eligibility of an article for the preference or of a country for
being designated a BDC is subject to specified conditions and limi-
tations. One such limitation is the "competitive need" provision,
under which imports of an otherwise eligible article from an indi-
vidual country lose their duty-free status if the value of such im-
ports exceeds a specified absolute (in terms of dollars) or relative

neither Haiti's MFN status nor the preferences applicable to Haiti have been formally suspend-
ed.

G Also suspended was preferential trade agreement with Cuba of 1947, and preferential agree-
ments of 1902 and 1934 were terminated.

I Unless otherwise specified, statutory provisions referred to in this (GSP) part of the report
by section designation are those of the Trade Act of 1974, as amended.
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(in terms of total imports of the article) level (sec. 504(c); 19 USC
2464(c)).

Since all Caribbean Basin countries are considered by the United
States as developing countries-Haiti even as a least-developed de-
veloping country (LDDC)-all of them, whether independent or de-
pendent, except Cuba (as a Communist country subject to strict
trade sanctions), were designated initially as BDCs of the U.S. GSP
(E.O. 11888, 40 FR 55276). In addition, as of March 31, 1982, the
countries of the Caribbean Common Market 8 were designated, pur-
suant to section 502(a)(3) (19 USC 2462(a)(3)), as an association of
countries to be treated as one country for the purposes of the GSP
(E.O. 12354, 47 FR 13477). Several later changes in the BDC desig-
nation of individual countries took place for various reasons. Haiti
was included in the list of least-developed developing countries,
which, since July 4, 1985, have been exempt pursuant to section
504(c)(6) (19 USC 2464(c)(6)), added by the Trade and Tariff Act of
1984, from the "competitive need" limitations on preferential treat-
ment (E.O. 12542, 50 FR 27409). Upon separation from the Nether-
lands Antilles, Aruba was individually designated a BDC effective
January 1, 1986 (Proc. 5458, 51 FR 12681). Nicaragua's BDC desig-
nation was terminated effective March 5, 1987, pursuant to sections
502(b)(7) and 504(a) and (b), because of Nicaragua's failure to afford
its workers internationally recognized worker rights (Proc. 5617, 52
FR 7265); denial of BDC status is still in force. 9 GSP preferential
treatment was denied, as of April 9, 1988, to Panama under section
802(a) (19 USC 2492(a)) 10 because of Panama's failure to cooperate
with the United States in preventing international drug traffic and
transactions (Proc. 5779, 53 FR 9850); Panama's BDC status was re-
stored on March 17, 1990, after democracy was restored to Panama
and the President determined that Panama did adequately cooper-
ate in controlling international drug traffic (Proc. 6103, 55 FR
7685). Consequently, Cuba and Nicaragua are the only Caribbean
Basin countries formally excluded altogether from the benefits of
the U.S. GSP. In addition, five otherwise GSP-eligible products
from three Caribbean Basin countries (Bahamas, Dominican Re-
public, and Guatemala) are at present ineligible for the preference
under the "competitive need" limitation.

Other Relevant Import Provisions
Substantial imports from CBI countries take place under the

"offshore assembly" provision (subheading 9802.00.80.50) of the
HTS (before January 1, 1989, item 807.0050 of the former Tariff
Schedules of the United States (TSUS)). Under this provision, im-
ported articles assembled (but not otherwise processed) in any
country in whole or in part from U.S.-origin components are
exempt from duty on the value of such components. This provision
is particularly useful for reducing the duty cost/of imports that do

a Antigua and Barbuda, Barbados, Belize, Dominica, Grenada, Guyana, Jamaica, Montserrat,
St. Christopher-Nevis, St. Lucia, St. Vincent and the Grenadines, Trinidad and Tobago.

9 Nicaragua, however, is a designated beneficiary of the Caribbean Basin Economic Recovery
Act notwithstanding an identical "worker rights' condition for designation under that law,
which was waived.

' See: "Other Relevant Import Provisions," below.
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not qualify for the GSP or the CBERA preference (e.g., textile ap-
parel). II

Similar to but much less used than the "offshore assembly" pro-
vision is one (HTS 9802.00.60; formerly TSUS 806.30) under which
articles of base metals, originating in the United States, sent
abroad for processing and processed there, and returned to the
United States for further processing are dutied only on the value of
foreign processing.

At the opposite side of the import-policy spectrum are measures
adversely affecting U.S. imports. Besides restrictive measures spe-
cifically included in preferential programs (GSP and CBR), dis-
cussed elsewhere, the generally applicable Section 802 of the Trade
Act of 1974 (19 USC 2492), enacted by the Anti-Drug Abuse Act of
1986, can restrict imports by requiring the President to apply tariff
and other economic sanctions to any major drug-producing or drug-
transit country that does not fully cooperate with the United
States in controlling production or international traffic in illicit
drugs. The major of these sanctions-which can be applied in com-
bination with each other-are: denial of any type of preferential
tariff treatment (including specifically GSP and CBERA) of imports
from such country, substantial increases in regular duty-rates
thereon, and suspension of the country's air carriers' authority to
engage in transportation to and from the United States. 12

Export Controls 13

The restrictiveness of U.S. export controls, reflected in the
number of articles whose exportation must be approved by a specif-
ic validated license but even more so in the policy and criteria of
the Bureau of Export Administration for granting such approval,
varies according to the "country group" in which a foreign country
is placed by Export Administration Regulations. A large number of
commodities may be exported to most countries under various gen-
eral licenses; excepted are exports to the countries subject to an
embargo (Cuba, North Korea, and Vietnam) or to severe export re-
strictions (Libya, often also South Africa).

Caribbean Basin countries, except Cuba, are placed for export
control purposes in a group together with the rest of the Western
Hemisphere countries (except Canada, virtually no exports to
which are subject to controls). Validated licenses are required for
exports to this country group (as well as to the group containing all
countries other than members of the former Warsaw Pact, and
countries under embargo or severe export restrictions) only with
respect to specified, strategic commodities. Since the main purpose
of this type of export control is to prevent reexport of strategic
goods to countries under more severe restrictions, licenses are as a
rule readily approved. The latter may not be the case with regard

II For a special variant of this provision, applicable only to textile apparel manufactured in
CBI countries, see: "Special Access Program " in the section, "Other Relevant Measures," below.

12 As noted earlier, this authority was used in 1988 to suspend temporarily Panama's status
as a BDC of the GSP.

'3 This section is but a sketchy presentation of the basic elements of the export administra-
tion system as it applies to the Caribbean Basin countries. For a detailed description of the
entire system, see Export Administration Regulations (15 CFR Parts 768-799), particularly the
special country policies and provisions described in Part 785.
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to licenses for the same commodities destined to countries in other
groups, encompassing Libya and most former Warsaw Pact mem-
bers, the approval of which is considered on a case-by-case basis.
Cuba, subject to a trade embargo, is placed in the same country
group with North Korea and Vietnam, where virtually all exports
require validated licenses which are, as a matter of policy, usually
denied (15 CFR 785.1(a)). Within the export control program, Cuba
also shares with North Korea the designation as a country that has
repeatedly provided support for acts of international terrorism (15
CFR 785.1(b)) and is subject to export controls applicable specifical-
ly to countries of that type.

Export Credit
Export credit facilities of the U.S. Government, essentially the

Export-Import Bank of the United States (Eximbank) and the Com-
modity Credit Corporation, are available for financing exports to
any Caribbean Basin country except Cuba. Like the restoration of
MFN treatment to Cuba, mentioned earlier, Cuba's access to U.S.
Government credit facilities is contingent on Cuba's compliance
with the requirements of the freedom-of-emigration amendments of
the Trade Act of 1974 (19 USC 2432, 2439) (but not on the restora-
tion of MFN status itself), or to the enactment of specific authoriz-
ing legislation. In addition, Cuba is specifically excluded from
access to the Eximbank's credits and credit guarantees by section
2(b)(2) of the Export-Import Bank Act of 1945 (12 USC 635(b)(2)),
which has, together with similar earlier versions enacted since
1964, prohibited any Eximbank credit operations connected with
exports to any Communist (later expanded to "Marxist-Leninist")
country, unless the President determines that such action is in the
national interest and reports each determination to the Congress.
The statute contains a list of countries to which the prohibition
specifically applies, among them Cuba. The President also is au-
thorized to determine whether any listed country has ceased to be
Marxist-Leninist and thus no longer within the purview of the pro-
hibition, and is required to report each such determination to the
Congress.

CARIBBEAN BASIN INITIATIVE AND RELATED MEASURES

In a February 1982 speech before the Organization of American
States, President Reagan proposed a comprehensive program "to
promote economic revitalization and facilitate expansion of eco-
nomic opportunity in the Caribbean Basin region." A legislative
measure combining a tariff preference system, investment incen-
tives, and enhanced foreign assistance was transmitted to the Con-
gress on March 17, 1982, and eventually enacted in a somewhat re-
duced scope as the Caribbean Basin Economic Recovery Act (Title
II-Caribbean Basin Initiative, P.L. 98-67), Subtitle A of which pro-
vided for a system of tariff preferences for most imports from eligi-
ble Caribbean Basin countries. Subsequently, other provisions ac-
cording special benefits to imports from CBI countries were en-
acted or promulgated by regulation.
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Caribbean Basin Economic Recouery Act
The tariff preference authorized by the Caribbean Basin Econom-

ic Recovery Act (CBERA) (Title II, secs. 201-218, 14 P.L. 98-67, as
amended; 19 USC 2701-2706) is the principal element of the U.S.
trade policy that focuses specifically on the Caribbean Basin coun-
tries 15 and the centerpiece of the Caribbean Basin Initiative (CBI).
Enacted on August 5, 1983, and implemented effective January 1,
1984, by Proc. 5133 (48 FR 54453), the law has been subsequently
amended several times, most notably by the Caribbean Basin Eco-
nomic Recovery Expansion Act of 1990 (popularly referred to as
"CBI II")(Title II, Customs and Trade Act of 1990; P.L. 101-382).
This amendment added several improvements to the original law
and made the program-initially slated to remain in force through
September 30, 1995-permanent.

The CBERA authorizes duty-free importation from countries des-
ignated as CBERA beneficiaries of any article, except textiles and
apparel subject to textile agreements, canned tuna, petroleum and
its products, and watches and watch parts containing any material
originating in countries without MFN status (sec. 213(b), 19 USC
2703(b)). 16 In addition, the 1990 amendment, with effect on May
21, 1992 (Proc. 6428, 57 FR 19363), authorized a preferential reduc-
tion in duty rates (rather than outright duty-free status) for foot-
wear, handbags, luggage, flat goods, work gloves, and leather ap-
parel-articles initially ineligible for the duty-free preference (sec.
213(h); 19 USC 2703(h)). The new preference consists of a 20-percent
reduction of the regular (MFN) duty rates in effect on December
31, 1991, staged over 5 years beginning January 1, 1992. The reduc-
tion on any item, however, may not exceed 2.5 percent ad valorem,
or, for items that would become subject to Uruguay Round reduc-
tions, be more than 1 percent ad valorem greater than that reduc-
tion.

By declaring that such products may not be treated as foreign ar-
ticles, or as subject to duty, the 1990 amendment also authorized,
in section 222, in effect, duty- and quota-free importation from CBI
beneficiaries of any article (except a textile article, apparel article,
or petroleum, or petroleum product) that has been assembled or
processed entirely from components, or processed entirely of ingre-
dients (other than water), that are a product of the United States
(U.S. Note 2(b) to HTS Chapter 98, Subchapter II).

The eligibility for the CBERA benefits has been limited by stat-
ute (sec. 212(b); 19 USC 2702(b)) to 27 countries, encompassing all

14Unless otherwise specified, statutory provisions referred to in this part of the report by sec-
tion designation are those of the CBERA, as amended.

' 5Trade benefits very similar to those of the CBERA have been enacted by the Andean Trade
Preference Act (Title 11, P.L. 102-182, December 4, 1991, 19 USC 3201-3206) for Bolivia, Colom-
bia, Ecuador, and Peru.

'6 Eligible product coverage of the CBERA preference is substantially broader than that of
the GSP. They differ mainly in that under the CBERA all products except those specificall ex-
cepted by statute are eligible for the preference and have been so designated; under the GS4, on
the other hand, eligibility and designation are denied not only to those specific import-sensitive
products or broader product categories that are spelled out in the law (several of which are also
ineligible under the CBERA) but also to "any other articles which the President determines to
be import-sensitive in the context of the Generalized System of Preferences" (19 USC
2463(cX1XG)). Another significant difference between the two preferences is the general absence
in the CBERA of the "competitive need" provision.
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Caribbean Basin countries except Cuba. 17 In order to participate
in the program, however, an eligible country must also be designat-
ed by the President as a beneficiary on the basis of a set of criteria
and conditions. These are very similar to those on which the desig-
nation of a country as a BDC of the GSP is based.

At present, 24 countries are designated beneficiaries of the
CBERA. Twenty countries (Antigua and Barbuda, Barbados, Belize,
British Virgin Islands, Costa Rica, Dominica, Dominican Republic,
El Salvador, Grenada, Guatemala, Haiti, Honduras, Jamaica,
Montserrat, Netherlands Antilles, Panama, St. Christopher and
Nevis, St. Lucia, St. Vincent and the Grenadines, and Trinidad and
Tobago) were designated at the inception of the program effective
January 1, 1984 (Proc. 5133, 48 FR 54453, and Proc. 5142, 49 FR
341), ana the Bahamas were added to the list on March 14, 1985
(Proc. 5308, 50 FR 10927). As of January 1, 1986, the date of its be-
coming independent from the Netherlands Antilles, Aruba became
an individually designated CBERA beneficiary (Proc. 5458, 51 FR
12681), and Guyana was added with effect on November 24, 1988
(Proc. 5909, 53 FR 47487). Nicaragua, earlier subject to U.S. trade
sanctions, was authorized such designation by section 241 of the
Customs and Trade Act of 1990 (104 Stat. 665) for the duration of
1990, but was granted permanent designation under the regular
designation procedure effective November 13, 1990 (Proc. 6223, 55
FR 47447), after the President waived, on November 29, 1990, in
the national security interest of the United States, Nicaragua's in-
eligibility for CBERA beneficiary status under the "worker rights"
exclusion (55 F.R. 49499). Meanwhile, Panama's designation as a
CBERA beneficiary was withdrawn as of April 9, 1988, at the same
time and for the same reason as its designation as a BDC of the
GSP (Proc. 5779, 53 FR 9850) and similarly restored as of March 17,
1990 (Proc. 6103, 55 FR 7685) (see section on GSP, above).

Four countries eligible by law (Anguilla, Cayman Islands, Surin-
ame, and Turks and Caicos Islands) have not formally requested
CBERA designation and have not been designated as beneficiaries.

The President is authorized to withdraw or suspend the benefici-
ary status of any country, or withdraw, suspend, or limit the appli-
cation of the duty-free treatment to any article of any country, if
such country is found not to be in compliance with all of the condi-
tions required for designation as a CBERA beneficiary or in viola-
tion of some other related provision. 18

An import qualifies for the preference if it was produced in the
CBERA country of exportation and at least 35 percent of its value
has originated in that or any other CBERA country (including also
value originating in Puerto Rico or the U.S. Virgin Islands), but up
to 15 of the 35 percent also may have originated in the United
States.

Special rules apply to imports of sugar and beef products. Duty-
free treatment of these products is contingent on the beneficiary
country's submitting a satisfactory stable food production plan en-

" The separation of Aruba from the Netherlands Antilles as an independent country, in prac-
tice, increased the number of eligible countries to 28 as of January 1, 1986.

I8 See, for example, withdrawal of Panama's designation as a CBERA beneficiary described
above, and section on "Other Relevant Import Provisions."
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suring that the food production and nutritional level of the country
will not be adversely affected by increases in the production of
sugar and beef products for export in response to CBERA tariff
benefits (sec. 213(c), 19 USC 2703(c)). 19

U.S. imports of sugar, syrups, and molasses from CBERA benefi-
ciaries are, furthermore, subject to other provisions contained in
the CBERA as well as to general sugar-import rules. 20

Qualified imports from Caribbean Basin countries of sugar
within the quotas are free of duty. 21 In order to protect the sugar
price-support program, they are, however, subject to the same
"competitive need" limitation that applies to imports of any article
under the GSP; consequently, duty-free status of sugar imported
from a CBERA country is suspended if its imports from that coun-
try exceed certain relative or absolute ceilings, a contingency, how-
ever, not likely to occur. Alternatively, a CBERA country can,
upon request, be allocated an absolute but duty-free quota instead
of having duty-free status of U.S. imports of its sugar products sus-
pended under the "competitive need" provision. This choice does
not apply to three Caribbean Basin countries (Dominican Republic,
Guatemala, and Panama) whose exports of sugar to the United
States in 1981 exceeded the competitive need limits and which
have been allocated specific absolute, duty-free quotas. Any duty-
free, absolute quotas may be suspended or increased upon the rec-
ommendation of the Secretary of Agriculture.

Since sugar is an important export article for CBI countries, U.S.
sugar import policy plays an important role in their trade with the
United States. Much to the disadvantage of the CBI countries,
therefore, has been the gradual substantial reduction of the overall
U.S. sugar import quota. When the quota was still absolute (prior
to October 1, 1990), it had already been cut by two-thirds of its
1983-84 level of 3.2 million short tons. Under the tariff-rate quota
system, the global quota was set at 1,725,000 metric tons (1,901,500
short tons) for the 1990/1991 crop year; this was reduced to
1,385,000 metric tons (1,526,700 short tons) for the 1991/1992 crop
year. Since about 37 percent of the global quota (507,365 metric
tons in 1991/1992) is allocated to 14 sugar exporting CBI coun-
tries, 22 the cutbacks in the global quota have also adversely affect-
ed sugar imports from the CBI beneficiaries.

Attempting to address this situation through a special preference
for the CBI countries, one of the improvements proposed in the

1 Under this provision, sugar and beef products of Antigua and Barbuda, Montserrat, Nether-
lands Antilles, St. Lucia, and St. Vincent and the Grenadines are not eligible for CBERA duty-
free treatment (General note 3(cXvXDX1), HTS).

20 Provided in Additional U.S. note 2 to chapter 17 of the HTS and contained in Additional
U.S. notes 3 and 4 to that chapter.-The overall sugar import program (regulating U.S. imports
of sugars, syrups, and molasses), as revised as of October 1, 1990 (Proc. 6179, 55 FR 38293), con-
sists of tariff-rate quotas, where above-quota imports from any country are subject to duties at
full rates 25.6 times the concessional (MFN) rate, making such imports prohibitive and the
tariff-rate quota tantamount to an absolute one. These tariff-rate quotas replaced the earlier
equivalent absolute-quota system, which was found to be violative of U.S. obligations under the
GATT and had to be discontinued.21 lmports of quota sugar are duty free also under the GSP.

22 Cuba's quota, once by far the largest of all, was drastically cut back in 1960, and reduced to
zero in 1961. On September 26, 1983, Nicaragua's annual sugar quota, set at 2.1 percent of the
global quota, was reduced from 58,000 short tons to 6,000 short tons (5,443 metric tons); full
quota was restored on April 25, 1990. Panama's quota (2.9 percent of the total) was suspended by
law as of January 1, 1989, but restored as of January 29, 1990.
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Caribbean Basin Economic Recovery Expansion Act of 1990 called
for a guaranteed aggregate minimum quota allocation for the CBI
countries as a group, enhanced by pro-rata allocations of unutilized
or suspended country-quota allocations. The provision was subse-
quently dropped as presumably violative of U.S. obligations under
the GATT waiver of the CBERA program.

Special duty-free treatment also applies to ethyl alcohol (ethanol)
and ethanol mixtures used as fuel or in the production of fuel, or
suitable for such use. Imports of such ethanol have been subject
since January 1, 1981, and of such ethanol mixtures since January
1, 1987, in addition to their basic duty, to a duty at first set at 10
cents per gallon but after several upward and downward changes
now assessed at 14.27 cents per liter (about 54 cents per gallon).
This duty is to expire on October 1, 2000. 23

Under the CBERA (but not under the GSP), nonbeverage ethanol
and ethanol mixtures (except gasohol) in general are duty free.
Since January 1, 1987, duty-free treatment under the CBERA has
also applied under specified conditions to ethanol fuel products sub-
ject to the additional duty if they are "indigenous" products of the
exporting country. The definition of an "indigenous" product in
this context encompasses not only products produced entirely in
the exporting country, but also certain quantities of such products
dehydrated there from imported hydrous feedstocks if dehydration
takes place in facilities of the kinds defined in precise detail in the
statute. The first 60 million gallons, or 7 percent of the U.S. domes-
tic market (whichever is greater), of such ethanol product produced
in a CBERA country and imported into the United States are treat-
ed as an indigenous product even though it contains no local feed-
stock; the next 35 million gallons qualify if they contain at least 30
percent local feedstock, while imports of anything over 95 million
gallons must contain at least 50 percent local feedstock. 24

Since ethanol is not duty free under the GSP, its exemption from
duty under the CBERA, particularly of fuel-grade ethanol under
the "indigenous product" provision, represents a real tariff advan-
tage for the CBI countries, which, moreover, provides for an alter-
native use of sugar cane. The prime beneficiary of this exemption
has been Jamaica, which has in recent years been accounting for
80 percent and more of ethanol imports from CBI countries (mostly
fuel-grade ethanol dehydrated from imported feedstock); most of
the balance of CBI-origin ethanol comes from and is entirely pro-
duced in Costa Rica.

Assessment of the CBERA
The broad statutory product coverage of the CBERA (all products

except those ineligible by law) is somewhat deceptive as an indica-
tion of the program's actual or even potential effectiveness as a
stimulant of exports of CBI countries to the United States. This can
be attributed mainly to the circumstance that a large array of im-

23 Sec. 1161, Omnibus Reconciliation Act of 1980, P.L. 96-499, 94 Stat. 2695; at present, HTS
subheading 9901.00.50.

24 Sec. 423, Tax Reform Act of 1986 (P.L. 99-512), as amended by sec. 1910, Omnibus Trade
and Competitiveness Act of 1988 (P.L. 100-418); sec. 7, Steel Trade Liberalization Program Im-
plementation Act (P.L. 101-221); and sec. 225, Caribbean Basin Economic Recovery Expansion
Act of 1990 (Title II, Customs and Trade Act of 1990; P.L. 101-382); 19 USC 2703 note.
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ported products cannot be affected by the CBERA preference,
mostly because they already are free of duty under other tariff pro-
visions, but also because of the statutory ineligibility of certain
products for the duty-free treatment.

As Table 2 shows, over one-half of the total value of U.S. imports
from CBI countries as a group has been exempt from duty either
under the regular tariff regime, or under the GSP, or under some
special provision, including therein also the duty-free portion of
products assembled abroad at least in part from U.S.-origin compo-
nents ("Item 807" imports), which largely consist of textile apparel,
ineligible for CBERA duty-free treatment. Moreover, between 43
and 45 percent of total value of U.S. imports from CBI countries
has in recent years been accounted for by products ineligible for
the CBERA duty-free preference (mainly, petroleum products, and
textile apparel). 25 In any event, these exclusions leave a relatively
limited share of U.S. imports from CBI countries amenable exclu-
sively to the benefits of the CBERA.

A further factor to be taken into account in evaluating the net
trade effect of the CBERA (i.e., export stimulation attributable
solely to the CBERA) is the fact that all CBERA beneficiaries are
also GSP beneficiaries and that many imports taking place under
the CBERA could also take place under the GSP. 26 The actual im-
ports attributable to CBERA alone, hence, are likely to be signifi-
cantly lower than imports shown in the statistics as having taken
place under the CBERA.

With these qualifications in mind, data in Table 2 suggest that,
in CBERA's first year (1984), CBERA duty-free imports represented
a genuine increase in imports of CBERA-eligible products as well
as accounted for the largest share of the increase in overall duty-
free as well as nonpetroleum imports. This increase was brought
about by the expansion (compared with the GSP) under the CBERA
of the list of eligible products, and by the less restrictive (again
compared with the GSP) criteria for individual transactions or
country eligibility.

Data in Table 2, however, suggest also that in the years since
1984, particularly in the early part of the period, much of the in-
crease in CBERA imports could be substantially attributed to the
shifting of utilization of the respective preference from GSP to
CBERA for imports of products eligible under both, since virtually
all GSP-eligible products are also CBERA-eligible.

Several statistical data support this view. Substantial cross-utili-
zation of the two preferential systems is suggested, for example, by
the fact that the combined duty-free imports under both prefer-
ences have remained, with some fluctuations, within the $1.0 to
$1.2 billion range until 1988 (with some apparently real increases
registering thereafter). Furthermore, substantial changes have oc-
curred in the annual utilization ratios (value of actual imports ±

25 If the distorting effect of imports of petroleum products (see Footnote 30) on overall trade
with the area is disregarded and only nonpetroleum trade is taken into account, the share of
CBERA-ineligible imports in total imports is significantly reduced (to about one-third) while
non-CBERA duty-free imports account for about two-thirds of the total.

26 However, articles eligible under either program whose GSP duty-free status has been sus-
pended with respect to individual countries under the "competitive need" provision qualify for
such status only under the CBERA.



338

value of eligible imports x 100) of the GSP program after the imple-
mentation of CBERA with clearly complementary changes in the
utilization ratios of the CBERA preference. The GSP utilization
ratio, 56.3 percent in 1983 (i.e., before CBERA), dropped to 26.9 and
28.4 percent, respectively, by 1989 and 1990, while the CBERA uti-
lization ratio, 35.3 percent in 1984, reached a high of 53.8 percent
in 1987 and settled at 47.9 percent in 1990. 27

According to U.S. International Trade Commission's estimates
for the years 1988-1990, a relatively small percentage (respectively,
37.5, 36.5, and 41.3) of imports under CBERA could be attributed
exclusively to that preference. 28 Such "net" CBERA imports ac-
counted, respectively, for 4.9, 5.0, and 5.6 percent of total U.S. im-
ports from CB1 countries, and for 5.9, 5.9, and 6.8 percent of such
nonpetroleum imports.

These facts and observations suggest that, although "the CBERA
has proven to be a success in many regards" 29 and significant in-
creases have been registered in some new or nontraditional U.S.
imports under the preference (e.g., GSP-ineligible frozen orange
juice, and ethanol; GSP-eligible jewelry, and medical instruments)
from selected countries, the CBERA and other related provisions
have as yet not brought about substantial improvements in the
overall export position of CBERA countries vis-a-vis the United
States and, indirectly, in the diversification, restructuring, and/or
expansion of Caribbean economies as a whole. Nor does it appear
that CBERA imports have grown faster than other imports from
CBERA countries.

Trade data in Table 2 show, for instance, that the growth of im-
ports under the CBI duty-free provisions (CBERA, including arti-
cles eligible also under GSP, and "Super 807"), in absolute terms,
has been smaller than that of nonpetroleum 30 CBERA-ineligible
imports, the former having increased, between 1983 and 1990, by
$1,339 million and the latter by $1,648 million, suggesting that the
effectiveness of the CBERA might need some improving. The same
need is suggested by Congressional concerns that resulted in the
enactment of the Caribbean Basin Economic Recovery Expansion
Act of 1990, with some additional trade benefits for the CBI coun-
tries and, more importantly, significantly enhanced future value of

27 U.S. International Trade Commission. Annual Report on the Impact of the Caribbean Basin
Economic Recovery Act on U.S Industries and Consumers: First Report, 1984-1985. USITC Publi-
cation 1897. Washington, September 1986. p. 1-15; Sixth Report, 1990. p. 2-13.

28 U.S. International Trade Commission. Annual Report on the Impact of the Caribbean Basin
Economic Recovery Act on US. Industries and Consumers: Sixth report, 1990. USITC Publication
2432. Washington, September 1991. p. 3-2. (Hereinafter referred to as: USITC. Sixth Report).

29 U.S. Congress. Senate. Committee on Finance. An act to make miscellaneous and technical
changes to various trade laws; report [to accompany H.R. 1594J 101st Cong., 2d sess., Senate
report 101-252. Washington, U.S. Govt. Print. Off., 1990. p. 41.

30 Imports of petroleum and its products have been excluded from this comparison mainly be-
cause of the peculiarities of world petroleum trade. Demand for petroleum is price-inelastic, its
world prices tend to move in unison, much of the trade (particularly U.S. imports from the Car-
ibbean) is of intra-company nature, and, hence, decisions as to sourcing of imports may be influ-
enced by noncommercial considerations and result in substantial fluctuations in the level of im-
ports from any particular source. The almost 75-percent drop in the value of U.S. imports of
Caribbean petroleum between 1983 and 1986 and the resulting 30-percent drop in total U.S. im-
ports from the CBI countries (see Table 2), for instance, would result in an exaggerated upward
bias in the growth of the share of CBERA imports in total imports from the area and possibly
misleadingly attribute to the CBERA an overly great effectiveness. In addition, while petroleum
imports account for a large share of U.S. imports from the CBI countries as a group, they origi-
nate almost entirely in only three CBI countries: Bahamas, Netherlands Antilles, and Trinidad
and Tobago.
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the program by making it permanent and thereby creating greater
business certainty as a basis for future operations and increased in-
vestment.

On the negative side, the effectiveness of the program is being
adversely affected by the gradual erosion of the CBERA competi-
tive edge in consequence of several parallel developments. The
competitive advantages of the CBERA (and also the GSP) prefer-
ence will be diminished by the lowering of regular duty rates ex-
pected to result from multilateral negotiations of the Uruguay
Round, which will reduce the tariff differential that CBERA benefi-
ciaries now enjoy with respect to countries without U.S. trade pref-
erences. The enactment on December 4, 1991, of the Andean Trade
Preference Act, providing virtually identical benefits as the
CBERA and its implementation with respect to Bolivia and Colom-
bia as of July 22, 1992, with the possibility of being extended to Ec-
uador and Peru, has all but equalized the competitive ability of
those countries with that of the CBERA beneficiaries. The prospec-
tive implementation of the North American Free Trade Area will
not only eliminate CBERA's competitive edge with respect to
Mexico but, particularly in the long term, place the latter in a
better competitive position by eventually eliminating all duties. 31

Other Relevant Measures
After the original CBERA program was implemented, several

other trade benefits were extended to the CBI countries through
measures outside the CBERA legislation.

CBI countries, for instance, are the exclusive beneficiaries of a
special variant of the "offshore assembly" provision of the U.S.
tariff law. The Special Access Program (also dubbed "Super 807"
because of its former tariff classification 807.0010, now HTS
9802.00.80.10), implemented on June 11, 1986 by regulation (51 FR
21208), applies, subject to specified conditions, to imports of textile
apparel assembled in a CBI beneficiary from fabric formed as well
as cut in the United States. In addition to benefiting from the spe-
cial duty treatment for articles assembled offshore, apparel falling
under this provision may be imported outside the import quotas ap-
plicable to regular apparel imports, up to bilaterally negotiated-
and readily renegotiable-guaranteed access levels (GALs). GAL
agreements are in effect with Costa Rica, Dominican Republic,
Guatemala, Haiti, and Jamaica.

Imports from CBI countries have been exempted from the pay-
ment of the customs user fee, provided for by section 13031 of the
Consolidated Omnibus Budget Reconciliation Act of 1985, as
amended (19 USC 58c(b)(8)(B)(iii)). The fee is charged at a rate of
0.17 percent ad valorem (with a $21 floor and $400 ceiling for each
entry) to compensate for the cost of processing formal entries of im-
ported merchandise by the U.S. Customs Service.

Except for the import-sensitive products ineligible by law for
duty-free treatment under the CBERA preference, CBI countries

31 The impact of NAFTA on the apparel industry in CBI countries (whose growing exports to
the United States accounted in 1990 for almost one-third of total nonpetroleum exports to the
United States) is explored in a recent study by the U.S. International Trade
Commission:Potential effects of a North American Free Trade Agreement on apparel investment
in CBERA countries. USITC Publication 2541. Washington, July 1992. 74 + 17 p.
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are being accorded (since February 1986 and through September
30, 1995) the benefits of the GATT Agreement on Government Pro-
curement although they are not parties to it (51 FR 6964 and 7660).
Beneficiaries of this Agreement are entitled to compete for pro-
curement bids valued over 150,000 SDR (approximately $210,000)
tendered by U.S. executive agencies (with some exceptions) on
equal basis with U.S. firms (i.e., without the Buy American prefer-
ence being accorded to competing U.S. firms).

The Caribbean Basin Economic Recovery Expansion Act of 1990
("CBI II") also enacted several provisions, amending legislation
other than the CBERA, but applicable exclusively to CBI countries.

A special cumulation provision in countervailing and antidump-
ing investigations of imports from CBI countries (19 USC
1677(7)(C)(iv)(II)) was added to the countervailing and antidumping
statutes. In determining injury in such cases, the U.S. Internation-
al Trade Commission generally must cumulatively assess the
volume and effect of imports from two or more countries of like
products subject to the investigation if they compete with each
other and with the domestic products in the U.S. market. In the
cases involving CBI countries, such cumulation is limited only to
those products that originate in the CBI countries under investiga-
tion and, therefore, is less likely to result in a finding of injury
and, hence, in the assessment of the respective compensatory duty.

In the HTS, a new subheading (9804.00.70) was added providing
for a more favorable duty-free allowance for US. residents return-
ing from abroad in the case of returnees from any CBI country.
The earlier general allowance of $400 has been increased to $600
for returnees from CBI countries, thus giving the latter a $200 ad-
vantage over third countries. The CBI allowance also includes one
additional liter of alcoholic beverages duty- and excise tax-free if
produced in a CBI country. 32

INVESTMENT POLICY

While enhanced investment, particularly foreign investment (the
main source of which would presumably be the United States), is
clearly necessary for the overall economic development of the Car-
ibbean Basin countries and particularly for achieving the stated
purposes of the CBI, the CBERA contains no direct incentives for
stimulating U.S. private investment in the Basin. An income-tax
credit for U.S. direct private investments in the Caribbean Basin
contained in the original CBI proposal was dropped during the leg-
islative process. There are, however, two income tax provisions that
indirectly and less effectively provide incentives for U.S. invest-
ment in the Caribbean Basin. Consequently, the driving forces
behind any actual CBI-connected stimulation of private investment
in the CBI countries are basically-and indirectly-the perceived
prospects for expanded business brought about by the Caribbean
Basin tariff preference.

32 The provision also increased to $1,200 the earlier $800 allowance for returnees from U.S.
possessions, and, hence, increased the advantage of U.S. possessions over CBI countries as well
as over non-CBI countries. In either case (CBI or U.S. possession), $400 of the allowance can
originate in third countries.
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On the other hand, U.S. private investment in the Caribbean
Basin countries (whether or not beneficiaries of the CBI) with the
exception of Cuba, is eligible for insurance, guaranties, and other
support available for "less developed friendly" foreign countries
from the U.S. Overseas Private Investrhent Corporation (OPIC).
Since OPIC statutes are part of U.S. foreign assistance legislation,
the prohibitions on providing foreign assistance to Cuba, first en-
acted in 1962, apply also to OPIC operations. Thus, all foreign as-
sistance is denied to "the present [i.e., 1962] government of Cuba;"
the denial applies also to any other government of Cuba until steps
have been taken to return to U.S. citizens and entities, or to com-
pensate them for, property taken by the Castro regime (22 USC
2370(a)). Cuba is also on the list of Communist countries to which
U.S. foreign assistance is denied unless the prohibition is waived by
the President under specified conditions (22 USC 2370(f)).

OPIC's investment insurance and guaranties are available only
in countries with which the United States has concluded invest-
ment guaranties agreements, which provide for eventual compensa-
tion by the foreign country of OPIC's payments on claims for cov-
ered losses occurring in that country. In the Caribbean Basin,
OPIC's programs are available in most CBI designated countries as
well as in CBI-eligible but nondesignated Anguilla; they are not
available in CBI-designated British Virgin Islands, Haiti, 33 and
Montserrat, in CBI-eligible but nondesignated Cayman Islands,
Suriname, and Turks and Caicos Islands, nor in CBI-ineligible
Cuba.34

A specific, if indirect and limited, incentive for investment in
CBI countries is provided in section 936 of the Internal Revenue
Code (26 US 936). That statute allows, under specified conditions, a
tax credit on incomes of U.S. corporations derived from active con-
duct of business in a U.S. possession. The Tax Reform Act of 1986
expanded the scope of the provision to income derived from invest-
ment in a financial institution in Puerto Rico also to the extent
that the institution itself invests in active business assets or devel-
opment projects in a qualified Caribbean Basin country (26 USC
936(d)(4)).

In order to qualify for this type of investment, a country must be
a designated CBERA beneficiary and have concluded with the
United States a "tax information exchange agreement" (TIEA) pro-
viding for "the exchange of such information [with respect to any
person] ... as may be necessary or appropriate to carry out and en-
force the tax laws of the United States and the beneficiary country
(whether criminal or civil proceedings), including information
which may otherwise be subject to nondisclosure provisions of the
local law of the beneficiary country." (25 USC 2674(6)(C)(i)). Many
Caribbean Basin countries, however, have been reluctant to con-
clude such TIEAs for fear that as a result they might be forced to
change their tax laws or disclose sensitive income information. 35

33 OPIC operations in Haiti have been suspended temporarily.
34 Like availability of U.S. Government export credits, OPIC's underwriting of insurance and

guaranties of investment in Cuba is subject also to the requirements of the freedom-of-emigra-
tion amendments of the Trade Act of 1974 (19 USC 2432, 2439) (see section on "Export Credit,"
above).

" USITC. Sixth Report. p. 1-8, 4-19.
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Section 227 of the Caribbean Basin Economic Recovery Expan-
sion Act of 1990 expanded the provision further by requiring the
Government of Puerto Rico to take the steps necessary to ensure
annual new investment of at least $100 million of Section 936
funds in qualified CBERA beneficiaries (26 USC 936(d)(4)(D)). By
mid-1992, $620 million in Section 936 funds has been invested in 33
projects located in nine CBI beneficiary countries,3 6 with $267 mil-
lion more in the pipeline.

Conclusion of a TIEA by a CBERA beneficiary also is a condition
related to a tax provision intended directly to promote American
tourism in the Caribbean Basin countries, but indirectly and quite
remotely providing a possible incentive for investment in that in-
dustry. Expenditures for attendance at conventions, seminars, or
similar meetings taking place in the "North American area" are
allowed as an itemized deductible expense on individual or corpo-
rate income tax returns. Section 274(h)(6) of the Internal Revenue
Code (26 USC 274(h)(6) 37 adds the CBERA designated beneficiaries
and Bermuda to the definition of the "North American area" (in-
cluding also the United States, its possessions, the Trust Territory
of the Pacific Islands, Canada, and Mexico) thereby allowing the
same tax treatment for expenditures connected with such gather-
ings taking place in CBERA beneficiaries that have concluded a
TIEA with the United States. The highly remote functional connec-
tion with new investment, the dilution of the provision's potential
effectiveness as a tax benefit with respect to CBERA countries be-
cause of the broad geographical area of applicability, and the re-
strictive TIEA requirement make the measure a highly unlikely
practical incentive for investment in CBERA countries.

The lack of specific, broadly based investment incentives in the
CBI has left any CBI-connected stimulation of U.S. investment in
the Caribbean Basin countries primarily up to the indirect effects
of export stimulation brought about by the CBERA trade prefer-
ence. The latter, however, does not appear to have constituted an
effective stimulus to investment. As evaluated by the U.S. Interna-
tional Trade Commission, 38 "although some of the new investment
taking place in specific Caribbean Basin countries ... [has] focused
on products eligible for duty-free entry under the CBERA, in gener-
al the act has not fueled economic growth and development in the
region." The report points out two factors underlying the lack of
development-oriented investment in the CBERA countries. One is
that, despite notable investment promotion successes in a few indi-
vidual countries, "the overall level of private sector investment in
the region remains relatively low" due to "political instability, in-
sufficient investment incentives, restrictions on foreign exchange
and profit repatriation, and inadequate infrastructure." The other
factor, specifically tied to the possible stimulative effect of the
CBERA preference, is "the limited scope of products produced in
the region that are eligible for duty-free entry under the CBERA

36 Barbados, Costa Rica, Dominica, Dominican Republic, Grenada, Honduras, Jamaica, St.
Lucia, and Trinidad and Tobago.

31 The provision was enacted by sec. 222 of the CBERA, while the originally proposed tax
credit for investments in the CBERA beneficiaries was dropped.

38 USITC. Sixth Report, p. 4-1.
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and not otherwise eligible for duty-free entry under either MFN or
GSP provisions."

Indeed, investment-whether domestic or foreign, U.S. or third
country-appears to be gravitating more toward economic activities
that are not eligible for CBERA benefits, such as tourism, services,
and footwear and textile apparel manufacturing.
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TABLE 1. U.S. Total Imports from Countries Designated and Nondesignated under the
CBERA, By Major Groups, 1983-1990.

(in thousands of U.S. dollars)

Country 1983 1984 1985 1986 1987 1988 1989 1990

Designated:
Non -il-ref l/zng
Central America

Belize ........... 27,315 42,843 46,951 50,181 42,906 52,049 43,056 43,978
Costa Rica ........... 386,520 468,633 489,294 646,508 670,953 777,797 967,901 1,006,474
El Salvador ........... 358,898 381,391 395,658 371,761 272,881 282,584 243,922 237,538
Guatemala . 374,692 446,267 399,617 614,708 487,308 436,979 608,280 790,900
Honduras ......... 364,742 393,769 370,219 430,906 483,096 439,504 456,790 486,330
Nicaragua I.............. NA NA NA NA NA NA NA 15,254
Panama b.... . 336,086 311,627 393,605 352,206 342,700 256,046 NA 226,555

Subtotal .......... 1,848,252 2,044,530 2,095,344 2,466,270 2,299,843 2,244,959 2,319,949 2,807,030

Eastern Caribbean
Antigua ........... 8,809 7,898 24,695 11,849 8,621 6,893 12,274 4,120
Barbados ........... 202,047 252,598 202,194 108,991 59,110 51,413 38,725 30,899
Brit. Virginisl ..........I 880 1,335 11,902 5,904 11,162 684 1,112 1,999
Dominica ........... 242 86 14,161 15,185 10,307 8,530 7,664 8,346
Grenada ........... 211 766 1,309 2,987 3,632 7,349 7,862 7,783
Guyana ................... NA NA NA NA NA 50,432 55,858 52,261
Montserrat ........... 924 989 3,620 3,472 2,413 2,393 2,285 562
St. Kitts/Nevis d 18,758 23,135 16,258 22,278 23,793 20,822 21,447 16,100
St. Lucia . 4,700 7,397 13,796 12,269 17,866 26,044 23,985 26,920
St. Vincent. 4,276 2,958 9,643 7,836 8,493 13,950 9,244 8,672

Subtotal .......... 240,846 297,161 297,578 190,771 145,397 188,510 180,457 157,660

Central Carribbean
Dom. Rep ........... 806,520 994,427 965,847 1,058,927 1,144,211 1,425,371 1,636,931 1,725,430
Haiti ........... 337,483 377,413 386,697 368,369 393,660 382,466 371,875 339,177
Jamaica ........... 262,360 396,949 267,016 297,891 393,912 440,934 526,726 563,723

Subtotal .......... 1,406,364 1,768,790 1,619,560 1,725,186 1,931,783 2,248,771 2,535,532 2,628,329
Total non-oil refining 3,495,462 4,110,481 4,012,482 4,382,226 4,377,024 4,682,240 5,035,938 5,593,019

Oil-refining
Aruba I..................... NA NA NA 1,797 2,452 647 1,156 967
Bahamas ........... 1,676,394 1,154,282 626,084 440,985 377,881 268,328 460,723 506,772
Neth. Antilles e 2,274,510 2,024,367 793,162 453,333 478,836 408,100 374,358 421,789
Trinidad and

Tobago ........... 1,312,534 1,360,106 1,255,498 786,405 802,838 701,738 765,265 1,002,661
Total oil-refining ........... 5,268,438 4,538,754 2,674,744 1,682,519 1,662,006 1,378,813 1,601,501 1,932,189
Total designated ........... 8,763,900 8,649,235 6,687,226 6,064,745 6,039,030 6,061,054 6,637,440 7,525,208

Nondesignated:
Anguilla ......... ,,,,,,. NA NA NA 89 168 497 348 227
Cayman Islands 8,607 6,212 10,950 14,611 27,670 18,195 48,041 21,387
Guyana I . ........ 67,332 74,417 46,010 62,928 58,828 NA NA NA
Nicaragua I.............. 99,013 58,064 41,003 1,071 1,231 1,121 31 NA
Panama b ............... NA NA NA NA NA NA 258,319 NA
Suriname ........... 63,147 104,636 60,091 38,591 46,445 87,894 73,892 50,901
Turks & Caicos 3,465 3,935 4,649 4,792 4,680 3,517 2,507 3,547

Total nondesignated 242,065 247,264 162,703 122,081 139,022 111,224 383,137 76,063
GRAND TOTAL ........... 9,005,965 8,896,499 6,849,928 6,186,826 6,178,052 6,172,278 7,020,577 7,601,271

Note: Figures may not add to totals shown because of rounding.
NA = Not Applicable.
Nicaragua was designated a beneficiary country effective November 8, 1990.
Panama lost its designated beneficiary status effective April 9, 1988, and was reinstated effective March 17, 1990.

'Guyana was designated as a beneficiary effective November 24, 1988.
dAnguilla, not designated as a beneficiary, had been included with the data for St. Kitts and Nevis through 1985. For

1986-1990 data for Anguilla are shown separately among the nondesignated countries.
'Upon becoming independent of the Netherlands Antilles in April 1986, Aruba was designated separately as a beneficiary

effective retroactively to January 1, 1986. Trade data for Aruba, however, were not reported separately until June 1986. The
1986 figure for Aruba represents trade for June-December only.

Source: U.S. International Trade Commission. Annual Reort on the Impact of fte Caribban Basin E conomic Recovery Act on
U.S. lndustries and Consumers: Third Reporft, 1987. USITC Publication 2122. Washington, September 1988. p. 1-2, 1-4; and,
Sixth Reporft, 1990. USITC Publication 2432. Washington, September 1991. p. 2-4.
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TABLE 2. U.S. Imports from CBERA Countries, 1983-1990
By Type of Tariff Treatment.

(in millions of U.S. dollars)

1983 1984 1985 1986 1987 1988 1989 1990

Total................................................. 8,764 8,649 6,687 6,065 6,039 6,061 6,637 7,525
Duty-Free Value:

Regular (MFN) ................. 1,750 2,171 2,070 2,340 2,056 1,928 1,854 1,968
Special Rate .......... ....... 254 155 81 49 47 107 270 337
GSP ................. 567 592 533 476 301 353 416 472
CBERA ..................- 576 493 671 768 791 906 1,021
TSUS 806.30/807.00 a ............... 519 588 547 612 756 906 1,090 1,153

of this:"Super 807" ................ - - - 1 58 162 286 318
Subtotal ............... 3,090 4,082 3,275 4,148 3,928 4,085 4,536 4,951

Dutiable Value b..,,,,,,,,,,, 5,674 4,567 2,962 1,917 2,111 1,976 2,102 2,574
of this: Petroleum and its

Products ................. 5,004 4,215 2,370 1,376 1,377 1,059 1,044 1,340
Memorandum Items:
Non-petroleum Prod ................. 3,760 4,434 4,317 4,689 4,662 5,002 5,593 6,185

of this: Dutiable b........................ 670 352 592 541 734 917 1,057 1,234
CBERA eligible prod. I ................. 1,397 1,719 1,560 1,498 1,414 1,529 1,945 2,137
CBERA ineligible prod ................. 5,437 4,760 3,057 2,227 2,569 2,604 2,876 3,421

Petroleum & products ................. 5,004 4,215 2,370 1,376 1,377 1,059 1,044 1,340
Textiles & apparel d. ,, 398 512 658 818 1,149 1,499 1,753 2,006
Leather, flat goods, etc ............... 20 23 20 22 30 31 33 39
Footwear ................ 15 10 9 11 13 16 45 36
Canned tuna ................. * * . - * * * *

Note: Figures may not add to total shown because of rounding.
* Less than $500,000.
- Nil.
a Duty-free (U.S. origin) value of TSUS 806/807 (HTS 9802.00.60/80) imports.
b Includes dutiable (foreign origin) value of TSUS 806/807 imports.
I Based on current-year product eligibility, except 1983 and 1984 (based on 1985); excludes products

duty-free under MFN and special rates.
d Includes total (duty-free and dutiable) value of 806/807 imports.
Source: U.S. International Trade Commission. Annual Report on the Impact of the Caribbean Basin

Economic Recovery Act on U.S Industries and Consumers: Third Report 1987 USITC Publication 2122.
Washington, September 1988. p. 1-8, 1-9, 1-11; Sixth Report, 1990. USITC Publication 2432.
Washington, September 1991. p. 2-8, 2-13, B-4.
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TABLE 3. U.S. Imports under CBERA Provisions, By Designated Country, 1984-1990.
(in thousands of U.S. dollars)

Rank Country

l

2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

1984 1985 1986 1987 1988 1989 1990

Dominican Republic .............. 222,462 171,566
Costa Rica .............. 65,756 72,184
Guatemala .............. 43,442 42,440
Honduras .............. 60,198 44,620
Haiti .............. 21,856 46,460
Jamaica .............. 44,737 40,365
Trinidad and Tobago .............. 6,422 15,791
El Salvador .............. 71,986 19,217
Belize .............. 4,621 8,412
Barbados ... . . .. 13,376 11,372
Panama . .............. 11,787 6,619
St. Kitts and Nevis b................ 6,757 5,503
Bahamas ...............- 3,089
Netherlands Antilles '............... 2,504 2,828
St. Lucia .............. 1,413 1,556
Grenada ............... 2 13
St. Vincent .............. 55 200
Dominica ............... 9 320
Antigua .............. 114 349
Guyana d . - -

Nicaragua I.............................. - -
British Virgin Islands .............. 207 21
Aruba c. - -
Montserrat ...............- 98
Total .............. 577,704 493,024

189,708 178,938 242,549
112,710 129,577 141,076
54,143 57,621 77,256
53,765 53,150 56,181
60,463 77,906 83,309
51,017 58,293 42,022
26,485 26,044 41,938
12,712 22,135 22,177
19,200 11,579 18,845
10,223 20,223 19,125
13,775 18,539 9,717
6,192 9,592 9,417

53,087 95,488 10,692
1,874 1,199 2,603
2,183 2,568 3,007

39 31 118
2,089 4,583 9,990

494 626 358
533 333 255
- - 131

18 28 56
- 14 -
3 - 118

670,711 768,467 790,941

Note: Figures may not add to totals shown because of rounding.
IPanama lost its beneficiary status effective April 8, 1988 and was reinstated effective March 17, 1990.
bFor 1984 and 1985, includes Anguilla, a nondesignated CBERA country.
'Upon becoming independent of the Netherlands Antilles in April 1986, Aruba was designated separately as a

beneficiar effective retroactively to January 1, 1986. Trade data for Aruba, however, were not reported separately until
June 1986. The 1986 figure for Aruba represents trade for June-December only.

dGuyana was designated as a beneficiary effective November 24, 1988.
e Nicaragua was designated as a beneficiary effective November 8, 1990.
Source: U.S. International Trade Commission. Annual Report of the Impat of the CaibbeWn Basin fEcnomic RecoveY

Act on U.S Industries and Consumers: Third ReAort. 1987. USITC Publication 2122. Washington, September 1987. p. 1-
13; fourth Report, 1988. USITC Publication 2225. Washington, 1988. p. 1-14; Sixth Report, 1990. USITC Publication
2432. Washington, 1990. p. 2-14.

299,173
190,756
112,627
52,647
67,548
51,542
32,368
27,606
14,028
14,850

14,033
9,085
2,529
2,971
2,200
5,642
844

2,309
2,769

138

96
905,762

311,074
218,380
154,205
67,891
63,792
60,689
38,274
28,313
18,566
15,198
12,343
10,136
8,578
4,518
3,552
2,808
1,516
1,329

675
521
174
157

4

1,020,686
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TABLE 4. U.S. Total Imports from Caribbean Basin Nations, 1984-1990.
(in thousands of U.S. dollars)

Country 1984 1985 1986 1987 1988 1989 1990

Anguilla I ................- - 89 168 497 348 227
Antigua ............... 7,898 24,695 11,849 8621 6,893 12,274 4,120
Aruba b ............ ,.,.,,,. - - 1,797 2,452 647 1,156 967
Bahamas ............... 1,154,282 626,084 440,985 377,881 268,328 460,723 506,772
Barbados .................. 252,598 202,194 108,991 59,110 51,413 38,725 30.899
Belize ..42,843 46,951 50,181 42,906 52,049 43,056 43,978
Brit. Virgin Isl . .............. 1,335 11,902 5,904 11,162 684 1,112 1,999
Cayman Islands ............... 6,212 10,950 14.611 27.670 18,195 48,041 21,387
Costa Rica ............... 468,633 489,294 646,508 670,953 777,797 967,901 1,006,474
Dominica ........ ....... 86 14,161 15,185 10,307 8,530 7,664 8.346
Dom. Rep .31994427 965,847 1,058,927 1,144,211 1,425,371 1,636,931 1,725,430
El Salvador................. 381.391 395,658 371,761 272,881 282,584 243,922 237,538
Grenada ............... 766 1,309 2,987 3,632 7,349 7,862 7,783
Guatemala ......... ...... 446,267 399,617 614,708 487.308 436,979 608,280 790,900
Guyana ............... 74,417 46,010 62,928 58,828 50,432 55,858 52,261
Haiti ...... ......... 377,413 386,697 368,369 393,660 382,466 371,875 339,177
Honduras . 393,769 370,219 430,906 483,096 439,504 456,790 486,330
Jamaica ................... 396,949 267,016 297,891 393,912 440,934 526,726 563,723
Montserrat ............... 989 3,620 3,472 2,413 2,393 2,285 562
Neth. Antilles ............... 2,024,367 793,162 453,333 478,836 408,100 374,358 421,789
Nicaragua ............... 58,064 41,003 1,071 1,231 1,121 31 15,254
Panama ..311,627 393,605 352,206 342,700 256,046 258,319 226,555
St. Kitts/Nevis.............. 23,135 16,258 22,278 23,793 20,822 21,447 16,100
St. Lucia ............... 7,397 13,796 12,269 17,866 26,044 23,985 26,920
St. Vincent ............... 2,958 9,643 7,836 8,493 13,950 9,244 8,672
Suriname ............... 104,636 60,091 38,591 46,445 87,894 73,892 50,901
Trinidad andTobao ...............T 1,360,106 1,255,498 786,405 802,838 701,738 765,265 1,002,661
Turks & Caicos.............. 3,935 4,649 4,792 4,680 3,517 2,507 3,541
GRAND TOTAL.. . 8,896,499 6,849,928 6,186,826 6,178,052 6,172,278 7,020,577 7601271

Source: U.S. International Trade Commission. Annual Report on the Impact of the Canibban asin Economic Recover Act on
U.S. n7dustnes and Consumers. Third Report, 1987 USITC Publication 2122. Washington, September 1988. &xth Report, 1990.
USITC Publication 2432. Washington, September 1991.

* Anguilla data included with data for St. Kitts/Nevis through 1985.
b Trade data for Aruba are included in statistics for the Netherlands Antilles for 1984-1985.
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TABLE 5. U.S. Total Exports to Countries Designated and Nondesignated under

the CBERA, By Major Groups, 1983-1990.
(in millions of U.S. dollars)

Country 1983 1984 1985 1986 1987 1988 1989 1990

Designated:
Non-xiIreflning
Central America

Belize. .Americ 36 53 56 59 72 103 101 105
Costa Rica .382 423 422 483 582 696 882 986
El Salvador .365 426 445 518 390 483 520 554
Guatemala .316 377 405 400 480 590 662 763
Honduras............................................. 299 322 308 363 418 476 515 564
Nicaragua ....................................... NA NA NA NA NA NA NA 67
Panama b....................... 748 757 675 711 742 637 NA 869

Subtotal .2,146 2,358 2,311 2,534 2,684 2,985 2,680 3,908

Eastern Caribbean
Barbados............................................. 195 241 173 147 132 160 180 161
Guyana cNA NA NA NA NA 67 78 76
Leeward & Windward Islands d . 166 209 199 225 238 285 355 375

Subtotal .................. 2,146 450 372 372 370 512 613 612

Central Carribbean
Dominican Republic . 632 646 742 921 1,142 1,359 1,645 1,656
Haiti .366 419 396 387 459 475 472 477
Jamaica .452 495 404 457 601 762 1,006 943

Subtotal .1,450 1,560 1,542 1,765 2,202 2,596 3,123 3,076
Total non-nil refining .3,957 4,368 4,225 4,671 5,256 6,093 6,416 7,596

Oil-refinting
Aruba . ....- - - - 99 127 202
Bahamas . 452 555 786 761 782 740 772 800
Neth. Antilles .553 648 427 398 507 432 412 543
Trinidad and Tobago .728 601 504 532 361 326 563 428

Total oil-refining. 1,733 1,804 1,717 1,691 1,650 1,597 1,874 1,973
Total designated .5,690 6,172 5,942 6,362 6,906 7,690 8,290 9,569

Nondesignated:
Anguilla . NA NA NA NA NA 14 17 15
Cayman Islands .67 78 75 83 127 104 204 183
Guyana . 36 51 43 47 60 NA NA NA
Nicaragua .... 132 112 42 3 3 6 2 NA
Panama b ... ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,. NA NA NA NA NA NA 723 NA
Suriname............................................. 117 100 86 84 72 93 140 156
Turks & Caicos .12 16 12 15 15 33 46 39

Total nondesignated................................. 364 357 258 232 277 250 1,132 393
GRAND TOTAL .6,054 6,529 6,200 6,594 7,183 7,940 9,422 9,962

Sources: U.S. Bureau of the Census. Highlights of US SEpit and Imjmrt Trade. Report FT900. December
1988 and US Nerchandise Trade- Decxmmer 1991. Report Fr900 Supplement. (Additional data by fax.); U.S.
International Trade Administration. US foreigj Trade Highlights 1991. May 1992.

NA = Country's CBERA-beneficiary designation or nondesignation status not applicable throughout the
year.

'Nicaragua was designated a beneficiary country effective November 8, 1990.
Panama lost its designated beneficiary status effective April 9, 1988, and was reinstated effective March

17, 1990.
' Guyana was designated as a beneficiary effective November 24, 1988.
d Includes Antigua and Barbuda, the British Virgin Islands, Dominica, Grenada, Montserrat, St. Kitts and

Nevis, St. Lucia, and St. Vincent and the Grenadines. Separate export data are not available for individual
countries of the Leeward & Windward Islands for the years 1983-1987.

'Upon becoming independent of the Netherlands Antilles in April 1986, Aruba was designated separately
as a beneficiary efective retroactively to January 1, 1986. Trade data for Aruba for 1983-87 are included in
statistics for the Netherlands Antilles.

' Anguilla, not designated as a beneficiary, had been included with the data for the Leeward and Windward
Islands through 1987. For 1988-1990 data for Anguilla are shown separately among the nondesignated
countries.
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TABLE 6. U.S. Total Exports to Caribbean Basin Nations,
1984-1990.

(in millions of U.S. dollars)

Country 1984 1985 1986 1987 1988 1989 1990

Anguilla I ................- - - - 14 17 15
Antigua I ............ . . - - - - 68 74 69
Aruba b... ....... ... __- - - 99 127 202
Bahamas . .............. 555 786 761 782 740 772 800
Barbados . .............. 241 173 147 132 160 180 161
Belize . . ............. 53 56 59 72 103 101 105
British Virgin Islands- ............. - - - - 39 49 60
Cayman Islands . .............. 78 75 83 127 104 204 183
Costa Rica . .............. 423 422 483 582 696 882 986
Dominica I ............. . - - - - 3 33 31
Dominican Republic . .............. 646 742 921 1,142 1,359 1,645 1,656
El Salvador . .............. 426 445 518 390 483 520 554
Grenada I ............. . - - - - 26 28 35
Guatemala . .............. 377 405 400 480 590 662 763
Guyana . .............. 51 43 47 60 67 78 76
Haiti . . ............. 419 396 387 459 475 472 477
Honduras . .............. 322 308 363 418 476 515 564
Jamaica . . ............. 495 404 457 601 762 1,006 943
Leeward & Windward IsL. 209 199 225 238 - - -
Montserrat . ............... - - - - 6 11 11
Netherlands Antilles . .............. 648 427 398 507 432 412 543
Nicaragua . .............. 112 42 3 3 6 2 67
Panama . . ............. 757 675 711 742 637 723 869
St. Kitts and NeNis ................ - - - - .36 44 52
St. Lucia I ............. . - - - - 71 76 82
St. Vincent/Grenadines- ........... - - - - 36 40 35
Suriname . .............. 100 86 84 72 93 140 156
Trinidad and Tobago . .............. 601 504 532 361 326 563 428
Turks & Caicos Islands ............ 16 12 15 15 33 46 39
GRAND TOTAL . .............. 6,529 6,200 6,594 7,183 7,940 9,422 9,962

Sources: U.S. Bureau of the Census. Hi /hligts of US £ort and Impart Trade. Report
FT900. December 1988 and US lerchandise Trade: Iecember 1991. Report FT900
Supplement. (Additional data by fax.), U.S. International Trade Administration. US Foreign
Trade ighlights 1991. May 1992.

*Fur 1984 through 1987, trade data for Anguilla, Antigua, the British Virgin Islands,
Dominica, Grenada, Montserrat, St. Kitts and Nevis, St. Lucia, and St. Vincent and the
Grenadines are included in statistics for the Leeward and Windward Islands.

bTrade data for Aruba are included in statistics for the Netherlands Antilles for 1984
through 1987.
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INTRODUCTION

The decade of the 1990s promises to be a difficult period in the
economic life of the Caribbean. Sweeping changes in finance, tech-
nology, politics, and trade are likely to alter the pattern of global
production in ways that will pose new challenges to the small
island states of the region. Lacking the population to become major
centers of final demand and in competition with other low-wage
producers in Africa, Asia, and Latin America, Caribbean nations
will find that many of their past economic development strategies
no longer are effective. In this new world, all of the states in the
region will need to undertake a rigorous reassessment of their re-
sources and their development strategies. They must define a role
within the evolving world economy that produces adequate employ-
ment growth and rising living standards for their populations.
This, in turn, will require a systematic reorientation of economic
policy toward exports and international competitiveness, a reorien-
tation that is already under way in most countries, where it is
starting to pose severe challenges to domestic political systems.

TRENDS IN THE WORLD ECONOMY

During the 1980s, three global trends converged to bring about a
major change in the world economy. First, the capacity of the

The author is Executive Director of the Joint Economic Committee, U.S. Congress. This
paper will be included in a forthcoming book to be published in 1993, entitled Democracy in the
Caribbean: Political, Economic, and Social Perspectives. Dominguez, Jorge I., Robert A. Pastor,
and R. DeLisle Worrell, eds. The Johns Hopkins University Press.
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global communications system expanded enormously, with such in-
novations as broadcast satellites, fiber optics, and global computer
networks. The communications revolution transformed the market-
ing of products from a national enterprise to an international one,
where firms sought to organize consumer tastes and preferences ev-
erywhere on the planet. The communications revolution also trans-
formed the process of controlling production. In the digital era, it
became possible for a single headquarters staff to control effective-
ly the production of goods in a dispersed network of factories
worldwide.

Second, the 1980s witnessed an enormous increase in the pace of
technological innovation. Innovation produced a wave of new prod-
ucts and dramatically shortened the useful life of many existing
products. Innovation also sharply altered the raw materials re-
quirements of many production processes in ways that reduced the
market power of producers of primary products. l The significance
of labor costs in the production process also was reduced by techno-
logical innovation, since profitability was influenced far more by
the ability of the firm to respond quickly to customer needs, to
have access to good transportation and communications networks,
and to mobilize the investment needed to stay at the cutting edge
of technology.

Third, the 1980s were characterized by unprecedented liberaliza-
tion of financial markets. In virtually all industrialized countries,
money was allowed to flow across national borders with unprece-
dented ease. In such an environment, firms doing business in one
country no longer needed to rely solely on the savings of that coun-
try to provide finance for their new investment. Conversely, savers
in a given country no longer were restricted to domestic invest-
ments as an outlet for their savings. If investment demand and
therefore interest rates were higher in one country, savings flowed
easily across borders to capture the higher returns.

These three major trends helped create an integrated world econ-
omy whose central dynamic is the process of new capital invest-
ment. Rapid technological change meant that the successful firm
had to step up its rate of investment, both to develop now products
and to match the cost-cutting innovations of global rivals. 2 Recov-
ering the costs of such investment within the shortest possible time
meant that firms needed to tap the broadest possible market for
their products, which put them under enormous pressure to devel-
op marketing networks worldwide. The revolution in communica-
tions made it technically possible to organize both production and
marketing on a global basis, and financial liberalization provided a
mechanism of ready finance for investment virtually anywhere on
Earth.

' Japan, for example, now uses less than 60 percent of the raw materials it required in 1973 to
produce a unit of output. See Drucker, Peter F. The Changed World Economy. Foreign Affairs,
v. 64, Spring 1986. p. 773.

2 This tendency was first noted by Kenichi Ohmae in Triad Power: The Coming Shape of
Global Competition. London, Macmillan, 1985. Recently, it has been refined considerably and
elaborated by Alfred Chandler in his monumental Scale and Scope: The Dynamics of Industrial
Capitalism. Cambridge, Mass., Harvard University Press, 1990.
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CORPORATIONS AND THE STATE: NEW LIMITS AN ECONOMIC POLICY

This new international environment has profound implications
for economic policy. The less integrated, less competitive interna-
tional economy of the past permitted countries broad latitude in
shaping domestic economic activity through fiscal, monetary, and
trade policies. In the emerging world economy, however, the ability
of governments to pursue independent economic policies has been
sharply constrained. Governments previously made extensive use
of monetary, fiscal, regulatory, and trade policies to influence the
character of economic activity within their borders. National firms
were often favored at the expense of multinational companies, and
an expansionary bias was built into many macroeconomic policies.
In response to rapid market growth and preferences for national
firms, multinational enterprises stepped up the pace of cross-border
investment, in effect establishing a "national" presence in many
countries at once. During the 1980s, direct foreign investment grew
nearly four times as fast as gross national product (GNP) in the in-
dustrialized world. 3

Once established in foreign markets, however, multinational en-
terprises often lobbied for a reduction in trade barriers and regula-
tory incentives, confident of their ability to compete both domesti-
cally and internationally. Much of the movement toward regional
free trade agreements in Europe, North America, and Asia has
been actively supported by the multinational business firms operat-
ing in these regions.

The changing realities of the international economy have sub-
stantially increased the leverage of global corporations. With cap-
ital and technology mobile, countries find it increasingly difficult
to follow policies that differ from those pursued elsewhere in the
world economy. Rapid money growth or expanding government
deficits, for example, can quickly lead to capital flight, which desta-
bilizes a nation's currency. The result of these trends was noted in
the following terms in a recent article in the Economist: "Foreign
direct investment has already reduced the freedom of governments
to determine their own economic policy. If a government tries to
push tax rates up, for example, it is increasingly easy for business-
es to shift production overseas. Equally, if governments fail to
invest in roads, education, and so on, domestic entrepreneurs are
likely to migrate. In short, foreign investment is forcing govern-
ments, as well as companies, to compete." 4

THE NEW INTERNATIONAL ECONOMY AND

THE PROBLEM OF DEVELOPMENT

This new need for governments to compete has helped transform
the debate about development strategy. In the decades after the
Second World War, most large developing countries sought growth
by exporting primary products and developing domestic substitutes
for imported goods behind high external tariff walls. The strategy
often worked because the industrial world needed raw materials,

3 Julius, DeAnne. Global Companies and Public Policy. London, Royal Institute of Interna-
tional Affairs, 1990. p. 6.

4 Economist, June 23, 1990. p. 67.
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domestic entrepreneurs were willing to invest on the strength of
protection, and multinational firms were sufficiently attracted by
large markets that they were willing to accept the regulations and
restraints that were part of this development strategy. The oil
crises of the 1970s reinforced this strategy. Oil import bills rose
dramatically, but so did the prices of other primary commodities.
Most large developing countries borrowed to finance huge internal
deficits during the 1970s and 1990s rather than take the painful
steps needed to bring consumption into line with income.

This entire approach was brought to an abrupt halt by the global
recession of the 1980s, which coupled rising interest rates on exter-
nal debt with falling prices for primary products. 5 The subsequent
debt crisis also cut off access to external debt capital for most de-
veloping countries. At the same time, changes in communications
technology were turning firms with multiple national subsidiaries
into truly global production entities, which now chafed under the
regulatory restraints associated with import substitution. Rapid
technological innovation also rendered obsolete (and therefore un-
marketable) many of the manufactured goods produced behind pro-
tective walls in the developing world.

This new international environment was much more supportive
of an alternative development strategy-the export-led growth
model of the Newly Industrializing Countries (NICs) of Asia:
Taiwan, Korea, Singapore, and Hong Kong. Initially, the NICs also
protected domestic industry, but it was a protection designed to en-
courage investment and exports. The NICs also actively encouraged
multinational firms to establish factories in their countries, view-
ing such competition as healthy for the growth of domestic manu-
facturing industry.

The NICs provided the rest of the developing world not only an
alternative development model but also intense competition for cap-
ital investment. The attractiveness of the NIC approach to interna-
tionally mobile capital quickly became apparent, and this approach
to policy became what economist John Williamson called the
"Washington Consensus" on "macroeconomic prudence, outward
orientation, and domestic liberalization." 6 In practice, the "Wash-
ington Consensus" translated into cutting both public deficits and
domestic demand, dismantling trade protection, enacting policies to
encourage international private investment, and devaluing the cur-
rency to produce a competitive exchange rate-in short, emulating
the NICs.

THE CARIBBEAN AND THE WORLD ECONOMY

The pattern of economic growth in the small island states of the
Caribbean has been shaped by the global trends noted above. All of
the Caribbean islands formed their initial links to the international
economy as exporters of agricultural commodities, particularly
sugar and bananas. Later, some countries developed significant ex-

bAccording to a recent International Monetary Fund estimate, prices for commodities other
than oil in 1990 will be nearly 20 percent below their levels in 1980, compared with an average
annual rate of increase of 11.6 percent per year during the 1970s.6 Williamson, John. Latin American Adjustment: How Much Has Happened. Washington,
D.C., Institute for International Economics, 1990. p. 1.
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ports of bauxite (Jamaica, Guyana) and oil (Trinidad and Tobago).
More recently, tourism has become a major export sector on a
number of islands, while manufacturing has become significant in
Puerto Rico, Jamaica, Trinidad and Tobago, and the Dominican Re-
public. Despite considerable sectoral diversification within the
region, the exports of most islands remain dominated by a single
product.

An important part of the explanation for one-product dominance
of island exports is the phenomenon known as "Dutch Disease."
When a very small country, finds a ready world market for one
product, the export boom in that product pulls local resources away
from other industries and undermines their competitiveness.

In the first few decades after the Second World War, internation-
al markets and trading arrangements encouraged excessive special-
ization in tropical agriculture. The Commonwealth Sugar Agree-
ment provided a ready U.K. market for the region's principal
export during the 1960s, at a time when the U.S. market was also
relatively open. Many Caribbean countries were granted preferen-
tial access for agricultural products in the European market
through both multilateral agreements (the Treaty of Rome Associa-
tion, the Yaounde Conventions, and most recently, the Lome Con-
vention) and bilateral concessions (particularly the U.K. export
subsidy on Caribbean bananas).

The inflation of the early 1970s contributed to this pattern, rais-
ing sugar prices and providing a spur to the development of miner-
al resources such as bauxite and oil. This inflation also, however,
provided the first sign of trouble, since the prices of imports to the
islands started rising faster than export prices, leading to deterio-
ration in the terms of trade for many islands. This deterioration in
the terms of trade accelerated sharply with the first "oil shock" for
all of the islands except Trinidad and Tobago, an oil producer, and
the oil refiners of the Bahamas and the Netherlands Antilles.

In company with much of the developing world, the nations of
the Caribbean sought to cushion the blow of the oil crisis through
external finance rather than domestic austerity. Current account
deficits swelled enormously, hitting a high of 31 percent of GNP for
Guyana in 1976, with Jamaica, Barbados, and Haiti posting deficits
in excess of 10 percent of GNP. These deficits were financed with
surprising ease through a combination of direct foreign investment
(particularly in tourism) and both grants and loans from official
creditors. Unlike the larger debtor countries, however, most Carib-
bean islands received only scant financial assistance from commer-
cial banks during this period. 7

Statistics on international direct investment in the Caribbean
are difficult to obtain, but recent reports suggest a decline in these
flows during the 1980s. 8 Equity investment in the extractive indus-

' This aggregate picture of the region's financial balance obscures some important differences
among the countries. Jamaica and Guyana were by far the largest borrowers from official credi-
tors, while Grenada received heavy inflows of aid from Cuba during the late 1970s and early
1980s. Trinidad and Tobago borrowed very little initially, owing to strong oil exports, but
became a significant borrower in the mid-1980s as oil prices collapsed. Barbados and many of
the countries of the Organization of Eastern Caribbean States were generally able to finance
their external deficits with modest official borrowing supplemented by private capital flows and
managed to avoid serious overindebtedness.

8 See Hope, Kempe Ronald. Private Direct Investment and Development Policy in the Carib-
bean. American Journal of Economics and Sociology, v. 48, January 1989. p. 69-78.
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tries was hit by declining commodity prices and by conflicts be-
tween governments and multinational corporations, particularly in
Jamaica and Guyana. Such conflicts throughout the developing
world in the 1970s caused a number of multinational firms to shift
their focus toward expanding resource extraction in more stable
countries. 9 Tourism attracted some foreign investment, but the ag-
gregate financial impact was not large, due to the preference of
international hotel and resort companies to finance construction lo-
cally while retaining a management contract to operate the facili-
ty.

Prospects for financial flows to the Caribbean do not appear to
be particularly bright, and a recent review by the World Bank con-
cluded that "all but a few of the countries are likely to confront a
scarcity of external financing." 10 During 1990, the United States
cut aid allocations for the Caribbean substantially, as priorities
shifted toward fighting the drug war in the Andean countries, re-
building Panama and Nicaragua, and supporting the liberalization
of Eastern Europe.

Recent developments in debt policy are more encouraging, par-
ticularly for those countries with heavy debt burdens to official
governments. Canada in 1990 announced a cancellation of debts
owed by many Caribbean countries, and the Bush Administration's
Enterprise for the Americas initiative supported the concept of
debt forgiveness on official bilateral debt. Despite these changes,
most Caribbean islands remain in need of substantial external fi-
nancing if they are to grow fast enough to absorb population in-
creases and manage even a modest rise in per capita consumption
levels. Such financing will need to come from private sources, since
the recent World Bank survey of the region (cited above) found
that only 40 percent of the needed funds were presently available
from official sources.

EXTERNAL TRADE AND INVESTMENT IN THE 1980O

The marked deterioration in the region's access to external fi-
nance during the 1980s provoked a major shift in emphasis in de-
velopment strategy: from seeking finance for imports to seeking
markets for exports. Caribbean countries had previously sought
and won preferential access to the European market through the
U.K. banana subsidy and some of the provisions of the Lome
Accord, but exports to the United States became the focal point for
regional trade policy with the announcement early in President
Reagan's first term that the United States would launch a major
initiative for the Caribbean Basin.

In its original conception, the Caribbean Basin Initiative (CBI)
was to offer both free access to the U.S. market for the region's ex-
ports and substantial new investment funds to take advantage of
the new market opportunities. As the proposal made its way
through Congress, however, the planned investment funds were de-
leted, and restrictions were added that limited access to the U.S.

9 Oneal, John. Foreign Investments in Less Developed Regions. Political Science Quarterly, v.
103, Spring 1988. p. 143.

' 0
World Bank. Caribbean Region Current Economic Situation. Report No. 8246-CRG. Wash-

ington, D.C., February 22,1990, mimeographed. p. 3.
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market for certain key products. When finally passed in 1983, the
CBI explicitly excluded textiles, footwear, sugar, oil, leather, lug-
gage, and beef.

These exclusions sharply diminished the potential trade benefits
to the region from the CBI. Since many of the region's exports en-
joyed duty-free access prior to the CBI, and many others were lim-
ited by nontariff barriers untouched by the initiative, only a small
minority of the region's exports derived any benefit from the
CBI. 'I In fact, total U.S. imports from the Caribbean actually fell
substantially following passage of the CBI, as sharp cuts in the re-
gion's sugar quota and declining oil imports overwhelmed the ex-
pansion in such nontraditional exports as vegetables and fruits, to-
bacco, industrial chemicals, fish and shellfish, and electronic com-
ponents and parts. 12 Nontraditional exports from the Caribbean
did grow substantially during the 1980s, but a large fraction of the
growth owed little to the benefits of the CBI. Exports from the Car-
ibbean under the reassembly provisions of the U.S. Tariff Code
(Sections 806 and 807), for example, regularly exceeded the value of
imports under preferences granted by the CBI.

Investment also showed no significant change with the CBI. A
report by the U.S. International Trade Commission concluded that
"overall, levels of new investment in beneficiary countries in the
region remain disappointingly low." 13 There were several reasons
for the disappointing investment response. First, obviously, was the
elimination of public funds to support investment from the original
CBI proposal. Of greater significance, however, was the fact that
the CBI promised duty-free access to the U.S. market for a period
of only twelve years, a period too short to convince private inves-
tors to take the risks of Caribbean production. Finally, the exclu-
sion of textiles and apparel from the CBI removed the sector of
greatest potential interest to investors.

Prospects for expanded trade and investment under the provi-
sions of the CBI remain uncertain. In 1986 the rules governing fi-
nancial deposits of Puerto Rican tax-exempt (Section 936) firms
were liberalized to permit such funds to be invested elsewhere in
the Caribbean. In 1990 the trade provisions of the CBI were made
permanent (albeit with largely the same product exemptions as the
earlier law). Together, these changes could create both a larger
pool of investable funds and a greater desire on the part of entre-
preneurs to take the risks of Caribbean production.

" For a quantitative analysis of the benefits of the CB1, see Pelzman, Joseph and Gregory
Schoepfle. The Impact of the Caribbean Basin Economic Recovery Act on Caribbean Nations'
Exports and Development. Economic Development and Cultural Change, v. 36, July 1988. p. 753-
796.12 Both the United States and the European Community (EC) subsidize sugar production but
then permit some imports from the Caribbean into their markets. The EC subsidizes sugar di-
rectly, while the United States uses imports as a device for regulating domestic supply and
demand conditions so that "the market" sets a high price for sugar without the need of direct
government subsidy. As a result, EC sugar quotas for the Caribbean are fixed, while U.S. quotas
are variable. Under heavy pressure from subsidized European sugar production, the world sugar
price collapsed in the 1980s, forcing the United States to cut back on imports sharply in order to
maintain domestic prices. As a result, Caribbean countries saw their sugar quota cut from over
5 million tons in 1981 to less than 1 million in 1987.

13 U.S. International Trade Commission. Annual Report on the Impact of the Caribbean Basin
Economic Recovery Act on US. Industries and Consumers. Publication 2225. Washington, D.C.,
1989.
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Despite these positive developments, the overall trend in global
trade policy does not appear to be particularly supportive of Carib-
bean trade. Heavy European subsidies continue to depress the
world sugar price, and a recent General Agreement on Tariffs and
Trade (GATT) decision criticizing the U.S. sugar quota system has
met with stiff resistance from the U.S. Congress, which passed a
1990 Farm Bill that continued the old sugar quota system. Changes
in global trade policy are also likely to eliminate preferences for-
merly enjoyed by Caribbean producers. The EC delegation to the
Uruguay Round recently tabled a proposal for elimination of all
barriers on most tropical agricultural products. This proposal
would open up European markets generally, but would also elimi-
nate the advantages granted to Caribbean producers under the
Lome Accord. 14 Caribbean banana producers are likely to lose
their preferred access to the U.K. market when the single Europe-
an market is completed in 1992. 15 The U.S. Enterprise for the
Americas Initiative is also likely to grant to other nations in Latin
America the benefits previously granted only to the Caribbean.

Taken as a whole, these changes mean that Caribbean producers
are likely to see a reduction in preferential market access agree-
ments, possibly coupled with a general lowering of external bar-
riers in all major markets. These changes could potentially im-
prove growth prospects for Caribbean exports, but only to the
extent that Caribbean producers are low-cost suppliers by world
standards. It remains to be seen whether Caribbean producers can
be the world's low-cost suppliers of even the most basic goods. 16

DEVELOPMENT STRATEGIES FOR THE 1990,

In the 1990s, the island nations of the Caribbean must craft new
development strategies in the context of a much more competitive
international environment. Loans and grants from official sources
will not be adequate to meet the region's growth needs; they will
need to be supplemented by private capital flows if growth is to be
maintained at an adequate level. Private capital will, however,
have other markets equally eager to attract it, and the diminished
value of Caribbean trade preferences will reduce the attractiveness
of the islands if local costs are significantly above those prevailing
in other developing countries.

This tough international environment will require difficult policy
choices in the islands, where the task of government has always
been to achieve a delicate balance between employment growth,
consumption growth, and social stability. New employment is
needed to accommodate the rapid growth in the labor force, growth

"4 Of the European Currency Unit (ECU) 10.4 billion of tropical agricultural imports to the
EC, some ECU 7.7 billion are now affected by specific trade preferences. The EC offer would

eliminate most of these preferences. See Financial 7Tmes, London, March 20, 1990.
'5"Recent World Bank projections show that an elimination of banana subsidies would result

in a 49 percent drop in the prices paid to "protected" exporters in Africa, the Caribbean, and
Pacific regions. See World Bank. World Development Report, 1990. New York, Oxford University
Press, 1990. p. 22.

'Z The case of sugar is particularly interesting. The World Bank is forecasting a generally
positive environment for sugar in world markets because of tight world supplies, but in a recent

report it noted that Brazil may be a lower-cost sugar producer than most Caribbean islands.
Brazil has recently scrapped an ethanol fuel program that absorbed much of its sugar produc-
tion in the domestic market. If the United States liberalizes sugar imports, Brazil could well
displace many Caribbean producers now benefiting from the quota system.
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associated with young populations and relatively high birth rates.
Consumption growth in needed not only to meet the basic needs of
those at the lower end of the income distribution but also to retain
the more mobile professional and middle classes. Social stability is
particularly important for the plural societies of the Caribbean,
where racial, class, and cultural divisions pose special threats to
stability.

The old formula for reconciling these objectives relied on pri-
mary-product exports to support what Jonathan Hartlyn of the
University of North Carolina calls a "massive but irrationally con-
stituted" state apparatus. 17 This apparatus protected an ineffi-
cient private sector from international competition while simulta-
neously using both subsidies and government jobs to distribute
income and employment broadly through the society. The impor-
tance of the state to the economy tended to push all social conflicts
into the government arena, where public spending and subsidies
became the easiest solution to every problem. Raising adequate tax
revenue to fund the subsidies almost always proved politically im-
possible, and large public-sector deficits became the inevitable con-
sequence. Similar political pressures also led to a persistent over-
valuation of the exchange rate, encouraging consumption and im-
ports at the expense of exports. 8

For a period of time, this formula worked tolerably well, but in a
world of falling commodity prices, the model could be sustained
only through external financial flows, and such flows are clearly no
longer available at previous levels. Thus far, few countries have
coped effectively with the new financial environment, with most
simply cutting public spending along the lines of least resistance
rather than refocusing public spending on a new strategy of
growth.

The new external environment has also not brought about any
major change in trade policy. Despite the strong moves toward
trade liberalization in Mexico and elsewhere in the hemisphere,
most Caribbean governments continue to protect the private sector
behind both tariff and nontariff barriers. Even though the Caribbe-
an Community and Common Market (CARICOM) has proposed a
relatively high common external tariff (CET), individual countries
continue to maintain high and variable local barriers to imports.
Duty-free zones established on various islands to avoid the restric-
tions imposed by protection have been only partially successful. 19

As a result of excessive protection and ill-considered fiscal re-
trenchment, few islands have either a public sector or a private
sector that is prepared for what appears to be an increasingly com-
petitive struggle for access to world export markets. If the islands
are to prosper in the 1990s, this will have to change. Since they can

" See chapter 8 of Democracy in the Caribbean.
I 8 See Fletcher, Richard. Undervaluation, Adjustment, and Growth. In Debt Disaster? Banks,

Governments, and Multilaterals Confront the Crisis. Weeks, John, ed. New York, New York Uni-
versity Press, 1989.

19 Recent case studies of firms investing in the free zones found "domestic customs proce-
dures" to be among the most frequently cited impediments to business activity, despite the goal
of such zones to eliminate government interference. See Kramer, Susan. Incentives and Impedi-
ments to US Foreign Direct Investment in the Caribbean. Commission for the Study of Interna-
tional Migration and Cooperative Economic Development, Working Paper, No. 14. Washington,
D.C., January 1990.
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no longer count on external finance on a large scale, the islands
will have to expand exports rapidly in order to pay for the imports
they are clearly not prepared to forgo.

Around the world, in industrialized and developing countries
alike, there is a growing recognition that maintaining access to
world markets will require a substantial commitment to investment
broadly conceived. Manufacturing firms need to invest to keep up
with new technologies, while service firms need investment to
maximize productivity growth. Governments need to make new in-
vestments in infrastructure and "human capital" to facilitate pri-
vate-sector activity.

The investment imperative is no less for the Caribbean. Unlike
their larger competitors, however, small islands do not have the
luxury of diversifying investments broadly across sectors. As the
smaller Asian NICs have realized, small economies must make
strategic choices among investment alternatives and hope their
choices are correct. 20 For the Caribbean, this means, first, deciding
in which sectors to concentrate investment, and then, deciding
which groups in society should make the needed investments.

Investment in Which Sectors?
The choice of sectoral strategies differs markedly among the is-

lands due to differences in natural and human resource endow-
ments, but several broad generalizations seem to stand out from
the available literature. Primary products appear to have little fun-
damental appeal to new investors. The 1990 World Development
Report projects growth in primary-product prices of only 0.2 per-
cent per year through the 1990s, and this after what it calls "a dip
in the short run." 21 Such projections reflect the increased use of
synthetics and recycling in the industrialized countries, as well as
the reduction in raw material needs as output in the developed
world shifts from goods to services.

Agriculture would appear to be a more promising area for many
Caribbean islands, as a means to both reduce imports and absorb a
share of the growing labor force. Yet despite the economic advan-
tages of diversified agricultural production, few islands have been
successful in promoting broad growth in this sector. Some have
managed to develop export enclaves in the agricultural sector to
export high-value products such as melons, shrimp, and winter
vegetables to the U.S. market, but these successes have not trans-
lated into improved agricultural self-sufficiency.

There appear to be several reasons for this failure. Generally,
Caribbean islands are high-cost producers of many staple agricul-
-tural products and are unable to compete against the subsidized ag-
ricultural output of the industrialized world. Broad-based agricul-
tural development therefore would require maintaining domestic
food prices well above world levels, a practice that few govern-
ments with large urban food consumers have been prepared to em-
brace. Without such protection, the principal opportunities in agri-

2 0 Krause, Lawrence. Industrialization of an Advanced Global City. In The Singapore Economy
Reconsidered. Krause, Lawrence, et al., ed. Singapore, Institute of Southeast Asian Studies, 1987.
p. 56.

2 1World 'Bank. World Development Report, 1990. p. 16.
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culture appear to lie in the high-value niche markets, which might
benefit from the reasonably efficient air transport system linking
the islands to U.S. markets.

Manufacturing was the key to the success of the Asian NICs, and
many hold out hope of a similar future for the Caribbean econo-
mies. Puerto Rico is one of the world's first industrialized tropical
islands, and the manufacturing sectors in Barbados, Jamaica, Trin-
idad and Tobago, and the Dominican Republic have expanded sig-
nificantly in recent years. Yet a close look at the manufacturing
sector in the Caribbean reveals some critical differences with the
Asian NICs. Most islands have two quite distinct manufacturing
sectors. The first produces goods for local and regional markets on
the strength of external protection, goods that cannot meet the
tests of cost or quality in world markets. 22 The second consists of
labor-intensive assembly operations, producing products destined
for the U.S. market, often under the duty-free provisions of Sec-
tions 806 and 807 of the U.S. Tariff Code. While such firms gener-
ate exports and jobs, they generally pay low wages, have limited
linkages with the rest of the economy, and produce little value
added or foreign exchange for the rest of the island economy.

For most of the islands, therefore, manufacturing means low-paid
assembly work, an industry in which the islands are in competition
with producers offering even lower wages. This is a strategy that
holds greater promise for the poorer nations, such an Haiti and the
Dominican Republic, which can compete with China or Bangladesh
on the basis of low wages. Other islands are caught in a kind of
limbo, with wage rates too high to compete as low-wage assemblers,
but without the technological infrastructure to follow the lead of
the Asian NICs and shift toward high-value-added integrated man-
ufacturers. 23

Services would appear to be a more promising growth area for
the islands. The income elasticity of demand for services in the in-
dustrialized world is high, and a recent Organization for Economic
Cooperation and Development (OECD) report suggests that service
promotion may be an effective growth strategy for the developing
world. 24 Tourism is, of course, already the largest industry in the
islands, and it is an industry that is projected to grow rapidly as
long as there is no recession in the United States. Tourism is a
"rent-based" service industry, and the plentiful beaches and attrac-
tive scenery of the islands give the Caribbean a comparative advan-

22 The World Bank notes that while roughly 5-8 percent of total island exports are sold
within the CARICOM market, over 50 percent of manufactured exports are sold within the
region. (See World Bank. Caribbean Region.) An official of the Planning Institute of Jamaica
referred to his country as "a nation of samples," where manufacturers produced goods in tiny
lots at high cost and low quality. See Economist. August 6, 1988.

23 A recent study discussed the general problem facing developing countries seeking to expand
manufacturing in the following terms: "Countries are able to attract industrial investment not
so such because of their comparative advantage in labor costs but because of their market poten-
tial and their technological capacity. ... A few countries in the Third World have been able to
achieve the required technological capacity after competing in the world economy for at least
two decades, mainly on the basis of lower production costs in traditional manufacturing. But the
large majority of Third World countries do not have the potential to attain a significant level of
technological upgrading by themselves; hence they seen destined to lag increasingly behind the
OECD countries.' Castells, Manuel and Laura D'Andrea Tyson. High Technology and the hang-
ing International Division of Production. In The Newly Industrializing Countries in the World
Economy. Purcell, Randall, ed. Boulder, Lynne Rienner, 1989. p. 21.

24 OECD. Trade in Services and Developing Countries. Paris, 1989.
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tage in earning rents from the U.S. market. Tourism in not with-
out its problems. Critics point to its high capital intensity and
heavy import demands, its weak linkages to the rest of the econo-
my, its seasonality, and its sensitivity to business-cycle fluctuations
in the industrialized world. 25 Tourism also imposes environmental
burdens, which may set limits to the rate at which this sector can
grow. Despite these objections, most observers conclude that tour-
ism offers the most appealing growth prospects of any major indus-
try. 2 6

Other service industries also have shown considerable growth po-
tential on several islands. The improvement in regional communi-
cations, including the establishment of digital "teleports" such as
the one in Montego Bay, Jamaica, make it possible for island firms
to compete in the growing international market for data-processing
services. International banking and insurance operations have
grown rapidly in Puerto Rico, the Cayman Islands, the Bahamas,
and the Netherlands Antilles.

In considering sectoral investment options, island governments
need to be mindful of the "Dutch Disease" problem endemic to
small economies. The successful development of one sector may
push up island costs to the point where other industries are ren-
dered uncompetitive. A decision to push ahead with tourist devel-
opment, for example, could undermine the chances of success in
data processing or manufacturing.

Investment by Whom?
The local private sector in the islands thus far has not demon-

strated a great enthusiasm for international competition. Most
local businesses are focused entirely on the protected domestic
market, and much of their business activity is concentrated in real
estate, construction, and retail distribution. In Puerto Rico, for ex-
ample, of the two-hundred largest, island-owned businesses, only
three are significant exporters to non-island markets. 27 This reali-
ty has generated considerable concern about the ability of the local
business class to take the entrepreneurial risks associated with
penetrating new export markets. 28 Of particular concern is the
willingness of the local big business sector to take such risks. 29

Risk aversion by local entrepreneurs has led many islands to
look to international corporations as the lead investors in their
export promotion strategy, particularly in tourism and manufactur-
ing. In comparison with other developing countries in the hemi-
sphere, however, Caribbean islands have had more difficulty in at-

25 On the high capital intensity, see Erbes, Robert. International Tourism and the Economy of
Developing Countries. Paris, OECD, June 1973. On the heavy import demands, see U.N. Econom-
ic and Social Council, Impact of International Tourism on the Economic Development of Develop-
ing Countries. New York, May 1975.2 Former Jamaican Prime Minister Michael Manley stated that tourism is "the strategic in-
dustry for Jamaica's immediate future and the sector which could improve the island's balance
of payments and pull it out of the clutches of the International Monetary Fund." See Inter Press
Service, February 5, 1990.

27 The Largest Locally Owned Businesses in Puerto Rico. In The Caribbean Business Book of
Lists, 1990. San Juan, Caribbean Business Publications, 1990.

28 Danns, George. The Role of the Entrepreneur in the Development Strategy of the Caribbe-
an. Caribbean Affairs, v. 2, July-September 1989. p. 152.

29 Demas, William. Perspectives on the Future of the Caribbean in the World Economy. Carib-
bean Affairs, v. 1, October-December 1988. p. 9.
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tracting global corporate investment. One major reason is that the
domestic market is so small that foreign firms must plan to export
virtually all of the output, and empirical studies of foreign invest-
ment behavior have found a distinct preference for larger domestic
markets. 30

Traditionally, Caribbean nations have pursued both U.S. and Eu-
ropean corporations, with attention turning more recently toward
Japanese firms. Since such firms tend to be very large and con-
cerned about the scale problem in small islands, Caribbean govern-
ments might wish to consider pursuing foreign investors accus-
tomed to operating on a smaller scale. Korea and Taiwan both
have firms accustomed to global exports from small facilities, and
the decision taken in 1989 by the Taiwanese government to finance
an industrial park in Costa Rica may indicate growing interest in
the Caribbean region. 31

The state has been called upon to play an entrepreneurial role in
many of the Caribbean islands, but the results have been generally
disappointing. Public enterprise was the cornerstone of the early
development strategy in Puerto Rico, but losses in these enterprises
quickly shifted the focus to attracting industry rather than public
entrepreneurship. Elsewhere, public enterprises often picked up
the "lemons" discarded by the private sector in an attempt to sal-
vage jobs (sugar refining) or ran prestige projects (airlines) that the
local market could not support. As a result, there are almost no
success stories of public enterprise in the Caribbean, and little cur-
rent inclination to expand public entrepreneurship in the face of a
worldwide trend toward privatization.

IMPLICATIONS FOR POLICY

If the state cannot be expected to play a role as direct investor, it
must find one as facilitator of the new strategy of enhanced export
competitiveness. In the words of one Caribbean commentator, "The
state must be the jockey, not the horse." Being an effective jockey
means creating a climate conducive to rapid expansion of export-
oriented investment by both the domestic private sector and inter-
national corporations. While this formulation sounds innocuous
enough, it amounts to nothing less than a revolution in economic
policy in the Caribbean. Moreover, this revolution can potentially
undermine the carefully crafted social compromise that underlies
the stability and democratic character of most of the islands.

It is helpful to approach the issue of investment climate from the
perspective of international investors, who must be attracted to a
given location and therefore define the lengths to which the state
must go in making a country hospitable to investment. For such
investors, the sine qua non for local attractiveness is macroeconom-
ic stability. Wild swings in inflation and interest rates, along with
abrupt movements in the exchange rate, damage the ability of an
international investor to realize and repatriate profits.

30 Davidson, William H. The Location of Foreign Direct Investment Activity. Journal of Inter-national Business Studies, Fall 1980. p. 9-22.
31 To the extent that trade tensions continue between the United States and the Asian NICs,a strategy of expanding investment inside the U.S. tariff wall may make sense to Asian firms.
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Macroeconomic stability in turn requires stability of policy direc-
tion in the economy. One recent student of international invest-
ment noted that the "fear of policy inconsistency" is now the pre-
mier concern of foreign investors. Allaying these fears "requires
going beyond the advertising of a good investment climate in the
present, to finding a way for host authorities to bind their own
hands (and the hands of their successors) as far as six to eight
years in the future. 32

With some notable exceptions, the past history of the Caribbean
contains little of this sort of macroeconomic stability or policy con-
sistency. 33 Instead, governments have regularly monetized deficits
to maintain expansions, only to face sharp contractions and curren-
cy devaluations when the prior strategy proved unsustainable.
Such strategies purchased a measure of social peace but at the
price of a deterioration in the islands' investment climate.

This history suggests three basic observations about the future of
economic policy in the Caribbean:

1. Monetary autonomy is a major threat to macroeconomic stabili-
ty. DeLisle Worrell of the Central Bank of Barbados notes that
"central banks were a potential source of economic instability from
their inception," largely because they gave governments the oppor-
tunity to cover fiscal deficits with money creation. 34 These poten-
tial disadvantages were counterbalanced in the past by the ability
to use monetary policy to cushion an island economy against
shocks, but given the recent trends toward integration of global
capital markets, it is appropriate to ask whether these advantages
are still worth the potential instability associated with independent
national central banks, particularly in light of recent movements
elsewhere toward restricting national monetary autonomy. 35

If it were decided that limiting autonomy made sense for the
small nations of the Caribbean, there are two routes the region
could pursue. The first would involve following the lead of Puerto
Rico and Panama and adopting the U.S. dollar as the national cur-
rency. The second would be to follow the lead of the Eastern Carib-
bean states, which have established a multi-island central bank
with strict limits on its ability to finance fiscal deficits in member
states. The international stability of the Eastern Caribbean dollar
throughout the 1980s puts it in sharp contrast to the national cur-
rencies of other, much larger islands in the region.

2. Fiscal policy must also be reshaped to improve the climate for
export-oriented investment. Internationally mobile capital is notori-
ously averse to taxation, and the locational disadvantages of devel-

32 Moran, Theodore. Shaping a Future for Foreign Direct Investment in the Third World.
Washington Quarterly, v. 11, Winter 1988. p. 119-130.

33 The OECS countries have generally had a more stable macroeconomic environment than
have other Caribbean countries, owing partly to their decision to adopt an umbrella central
bank that separated control of fiscal and monetary policy.

34 See chapter 10 of Democracy in the Caribbean.
35 Throughout the 1980s, the process of European integration convinced most of the nations of

Euro~e to abandon national monetary autonomy, first by linking their currencies together in
the EuropeanMonetary System and more recently by endorsing the concept of a European Mon-
etary Union managed by a single "Euro-Fed." They have apparently decided that encouraging
investment through regional monetary harmonization was worth the costs of diminished nation-
al flexibility in responding to external shocks. Singapore, a highly successful NIC, also aban-
doned monetary autonomy by electing to set a firm external exchange-rate target and sticking
with it despite domestic distress. See Yuan, Lee Tsao. The Government in Macro-economic Man-
agement. In Krause, et al. Singapore Economy Reconsio'ered. p. 132.
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oping countries strengthen the argument for low taxation of capital
income as a device for attracting investment. 36 Yet in the Caribbe-
an, few islands have a fiscal system capable of extracting adequate
revenue to fund public services without taxing capital. Individuals
either have too little income, are too hard to monitor, or derive too
much of their income from the "informal economy" to provide an
adequate tax base. Governments have therefore generally struck a
deal with local investors to tax capital income directly (in return
for import protection) or to tax it indirectly (in the form of duties
on imports). Both arrangements serve to entrench external protec-
tion and force external investors to seek refuge in duty-free export-
processing zones.

Yet changing the tax climate to be more favorable to investors
holds enormous potential for social conflict, since such changes re-
quire either an overall shrinkage in the activities of the state or a
redistribution of the tax burden to noninvestors. Both of these
trends can be seen in the tax reform effort in Trinidad and Tobago,
where a new value-added tax, combined with a cutback in govern-
ment services and subsidies, fanned the popular resentment that
gave rise to the looting that followed the July 1990 hostage taking.

Improving the investment climate while avoiding a regressive
shift in taxing and spending is possible, but only if a government is
prepared to confront the power of domestic elites in its search for a
more competitive strategy. Most local wealth in the islands is held
in the form of real estate, which largely escapes effective taxation.
Unlike machinery, real estate is an "immobile" factor of produc-
tion, whose taxation would not diminish an island's international
competitiveness. Yet even the very broad-based "tax reform" effort,
recently undertaken in Puerto Rico, completely avoided any reform
of the property tax system.

3. Public spending to promote investment must expand signifi-
cantly, possibly at the expense of more traditional governmental
functions. One of the paradoxes of the contemporary world is that
investors demand services from the state but are unwilling to pay
for them through taxes on property income. In the Caribbean, ex-
porters are demanding better roads, ports, electricity, and telecom-
munications facilities as a precondition for new investment, as well
as expanded police protection to lower the costs to exporters associ-
ated with the region's drug trade. 37

At the same time, attracting international investment capital re-
quires a substantial increase in public-spending for education,
training, and other "human capital investments.' This means not
only improvements in basic literacy, which is already high on
many islands, but also substantial improvements in secondary and

36 A recent article on international taxation observed: "In the world today, some forms of in-
centives are necessary in order to match those offered by competing host countries in attracting
capital investments. In the tax area, such incentives should reduce the level of taxation in the
host country to its average level in the home countries of the investors, and preferably across
the board as part of a comprehensive tax reform plan available to all taxpayers." See Hadari,
Yitzhak. The Role of Tax Incentives in Attracting Foreign Investments in elected Developing
Countries. International Lawyer, v. 24, Spring 1990. p. 152.

3" The U.S. policy of "zero tolerance" for drugs on any ship or airline has resulted in heavy
fines on shippers operating in the Caribbean. Some shipping lines have withdrawn from direct
Caribbean-to-UtS. hi raising the specter of rising freight rates and diminished service.
Richardson, Helen. Troubled Growth for Caribbean Sourcing. Transportation and Distribution,
February 18. 1989.
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technical education. The lack of managerial and technical expertise
in particular appears to be a concern to international firms evalu-
ating Caribbean locations. 38 With island education budgets al-
ready strained by efforts to attain universal primary enrollments,
it may prove difficult to accommodate these additional demands.

In addition to spending more on infrastructure, most islands
need to invest substantial resources in the promotion of local ex-
ports in global markets. Ideally, this is a task that could be accom-
plished on a regionwide scale, through the creation of a Caribbean-
based export trading company, since the costs of marketing in
global markets are high. Such investments are particularly neces-
sary if the strategic goal is the expansion of exports by locally-
owned firms that lack established international marketing net-
works. In addition to spending on such investment "incentives,"
governments also find themselves called upon to bear increased
fiscal burdens as a result of successful attraction of foreign invest-
ment. Manufacturing and tourism both create heavy environmen-
tal burdens, and remediation of these burdens falls on the public
sector.

CONCLUSION

The policies needed to reshape the investment climate in the is-
lands involve fundamental tampering with the social and political
contract that has produced social stability and political democracy
for most of the postwar period. The state will find fewer resources
at its disposal to manage social conflict and may find itself called
upon to repress dissent arising from its "development" policies. To
the extent that the "Washington Consensus" urges the islands to
follow the development model of the Asian NICs, it is important to
recall that serious repression of labor demands in pursuit of inter-
national competitiveness has been a fundamental part of that
strategy. 39

As pointed out by historian Franklin Knight and political scien-
tist Evelyne Huber, an ability to craft ingenious social compro-
mises has been an essential part of the Caribbean political struc-
ture for decades. 40 The best hope for the economic future of the
islands is that this capacity will enable them to meet the chal-
lenges of a more competitive international environment without
sacrificing the open character of their societies.

38 See Kramer, Incentives and Impediments.
39 Huff, W.G. Patterns in the Economic Development of Singapore. Journal of Developing

Areas, April 21, 1987. p. 311.4 0 See chapters 2 and 5, respectively, of Democracy in the Caribbean.
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INTRODUCTION

There is now a new phase of globalization of trade, production
and finance which is rapidly sweeping away national barriers to
the movement of goods, services, capital and finance. Genuine
global production cannot be undertaken efficiently if there are na-
tional impediments. Global corporate integration is the fundamen-
tal economic development behind the dismantling of national bar-
riers (e.g. tariffs, quotas, exchange controls) and the movement to
regional groups within which there is a common market for capital
and goods. The institutional dimension of this is a resurgence of
global corporate integration through mergers which denationalize
ownership I and which require multi-country market integration.
Global corporate integration is one of the driving forces behind re-
gional economic integration because the latter facilitates the mini-
mizing of differences arising from national variations in monetary
policy, taxation and regulatory regimes. The process of globaliza-
tion has impelled a deepening of the integration process in the Eu-
ropean Community (EC).

The Uruguay Round of the General Agreement on Tariffs and
Trade (GATT), which seeks to further liberalize trade and invest-

' Dr. Bernal is Ambassador of Jamaica to the United States, Permanent Representative to the
Organization of American States (OAS), and Chairman of the OAS Working Group on the En-
terprise for the Americas Initiative. The views expressed in this paper are those of the author
and not necessarily those of the Government of Jamaica.

' National ownership of major corporations is qiving way to globally diffused ownership lead-
ing to the "irrelevance of corporate nationality.' See Reich, Robert B. The Work of Nations.
New York, Alfred A. Knopf, 1991. Chapters 11 and 12, particularly.
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ment, was a natural extension of globalization. In this scenario, theGATT would be the institutional and regulatory framework forglobal trade liberalization. The difficulties experienced in the Uru-guay Round negotiations indicate that this round could end in apartial resolution. There is the distinct possibility that the disinte-gration of GATT negotiations could provoke a proliferation of bilat-
eral trade arrangements, and intensify the tendency to form tradeblocks 2 and regional trade arrangements which raise protectionist
barriers to exports from other groups and countries.

Against this background, the severe economic crisis of LatinAmerica and the Caribbean during the 1980s compelled a re-exami-
nation of economic policy. The region responded to the economic
stagnation with reorientation of economic policies to focus on eco-nomic reform, stabilization, and structural adjustment in an at-tempt to initiate a private-sector led, market-driven, outward-look-
ing growth strategy. An important aspect of this for most LatinAmerican countries and many Central American and Caribbean
countries has been a substantial reduction in tariffs and the remov-
al of quantitative trade restrictions.

In recent years, Latin America and the Caribbean have assumed
increased importance as export markets. The region accounts foronly 14 percent of U.S. exports, 3 but this is larger than exports toJapan and to the newly industrialized countries (NICs) of EastAsia. Latin America has been a market in which there has beensteady increase in demand. 4 Exports from the United States in-creased by 70 percent since 1986 growing from $31 billion in 1987to over $54 billion in 1990. The U.S. share of the region's imports
has grown from 46 percent to almost 55 percent. 5 Some observers
believe that Latin American and other developing countries are re-placing Europe and Japan as the major source of growth in U.S.exports. 6

A dramatic process of democratization has also blossomed simul-taneously in several countries throughout the region. The UnitedStates wants to tangibly support democratization in the region andto rehabilitate economic growth, especially where this is taking theform of private-sector led growth strategies. The United States isanxious to stabilize the region because of concerns about security,
drug trafficking and illegal migrants.

2 The establishment of a common market in the EC in 1993 will set in motion countervailingresponses by the United States and Japan leading to a global economy of "managed trade" and"Quasi trading blocks." See Thurow, Lester. Head to Head: The Coming Economic Battle AmongJapan, Europe and America. New York, William Morrow and Company, 1992.
3In 1987, Latin America and the Caribbean accounted for 14 percent of total U.S. exports and13.6 percent in 1990. See US Exports to Latin America and the Caribbean: A State-by-StateOverview 1987-1990. Washington, U.S. Department of Commerce, International Trade Adminis-tration, and U.S. Agency for International Development, March 1992. p. 7.
4President Bush has stated that a "prosperous Latin America is a natural market for U.S.goods and services. Strengthening our neighbors' economies will result in more exports." Seetext of Remarks by the President in an address to the Council of Americas Dinner. Washington,Office of the Press Secretary, White House, April 23, 1992. p. 4.
5World Bank. World Development Report 1990.
6 Brownstein, Vivian. The Economy Comes Back. Fortune, July 13, 1992. p. 60.
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REGIONAL TRADE LIBERALIZATION INITIATIVES 7

There has been a resurgence of interest in regional trade liberal-
ization, regional integration, and cooperation. This momentum ac-
tually preceded the Enterprise for the Americas Initiative (EAI), al-
though the Enterprise complimented and may have accelerated
this process. 8 On March 26, 1991 the presidents of Argentina,
Brazil, Paraguay and Uruguay signed the Treaty of Asfincion,
which has as its goal the establishment of a Southern Common
Market (MERCOSUR) by December 1994. These countries have al-
ready reduced tariffs on trade among themselves, and are discuss-
ing the establishment of a common external tariff (CET). The
Andean Common Market Pact was signed by Bolivia, Columbia, Ec-
uador, Peru, and Venezuela in May 1991. Subsequently, a number
of measures have been taken to eliminate restrictions and to stand-
ardize various regulations. Within the framework of the Andean
Pact, Columbia and Venezuela signed a partial free trade agree-
ment (FTA) covering 6,000 goods and which came into effect on
February 6, 1992. The group has pledged to establish a common ag-
ricultural policy and to harmonize exchange and fiscal policies.

Existing regional integration schemes such as the Caribbean
Common Market (CARICOM) and the Central American Common
Market (CACM) have regained momentum. The CACM was origi-
nally established in 1961, and by 1969, nearly 95 percent of trade
had been granted duty free status. However, the CACM collapsed
during the 1970s because of political and ideological differences
among the governments. In July 1991, the CACM countries agreed
to reestablish the common market. El Salvador, Guatemala, and
Honduras have signed an agreement to establish a free trade zone
by January 1993. The CACM plans to negotiate a FTA with Mexico
by 1996 and to join a North American Free Trade Agreement
(NAFTA) as soon as possible. The CARICOM was established in
1973 as further integration of these economies which had previous-
ly traded in the Caribbean Free Trade Association. During the
1980s, intraregional trade declined sharply due to severe economic
recession in several member countries and the collapse of the re-
gional payments facility. In 1984, CARICOM members agreed to es-
tablish a CET which at present is partially implemented. On July
2, 1991, CARICOM and Venezuela signed a FTA with free entry to
the Venezuelan market with reciprocity phased in over five years.

While the new impetus towards regional free trade is a welcomed
development, the viability of geographic groupings is threatened by
the uneven pace of liberalization among the countries. A recent il-
lustration is Bolivia's contemplation of seeking full membership in
MERCOSUR because its tariffs are lower than other Andean Pact
member countries. 9 The efficacy of regional arrangements and bi-

For a recent review of regional trade liberalization schemes in Latin America see: U.S.
International Trade Commission. US. Market Access in Latin America. Recent Liberalization
Measures and Remaining Barriers. Washington, June 1992.

8 Some observers date the liberalization momentum to as early as 1986. See: Organization for
Economic Cooperation and Development and Inter-American Development Bank, 1991. Free
Trade Areas, the Enterprise for the Americas Initiative and the Multilateral Trading System. In
Strategic Options for Latin America in the 1990s. Bradford, Colin J. Jr., ed. p. 259.

D Kendall, Sarita. Bolivia puts Andean pact in doubt. Financial Times, July 7, 1992.
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lateral FTAs in promoting the expansion of trade is constrained by
the proliferation of agreements. Numerous bilateral agreements
have been initiated and are in various stages of negotiation and im-
plementation, e.g., the Colombia/Venezuela FTA and the Mexico/
Chile FTA. The overlapping legal frameworks could very well in-
hibit trade, as they complicate the conduct of trade and confuse
traders.

ENTERPRISE FOR THE AMERICAS INITIATIVE AND THE
NORTH AMERICAN FREE TRADE AGREEMENT

The U.S. economy has had a persistent trade deficit, and there is
a growing perception that protectionism and unfair trade practices
by Japan and other trading partners have been a principal contrib-
utor. The further integration of the EC in 1992 and its collective
intransigence in the GATT negotiation, particularly over agricul-
tural subsidies, has been interpreted by the U.S. government as
protectionism to maintain a trade bloc. 10 The difficulties experi-
enced in expanding exports to the Asian NICs has compounded the
feeling of being embattled in a world compartmentalized by protec-
tionist trade blocs. In 1987, the United States and Canada conclud-
ed a FTA; and, in June 1990, Mexico and the United States an-
nounced their intention to negotiate a comprehensive bilateral
FTA, which was later expanded into the trilateral NAFTA by the
inclusion of Canada. The difficulties experienced in completing the
negotiations of the Uruguay Round of GATT have aroused fears
that the negotiations could end in disarray or fail to resolve key
issues of the agenda. The formation of the NAFTA and the Enter-
prise for the Americas Initiative (EAI) may serve both trade liber-
alization 11 and as a negotiating tactic 12 by providing a regional
option which the United States will fall back on if it is not able to
achieve its objectives within the GATT negotiations. 13

The EAI, which was launched in June 1990 by President Bush,
consists of three components:

1. Trade Liberalization with the aim of creating a Western Hemi-
spheric Free Trade Agreement (WHFTA) through a series of free

10 The creation of a common market in the EC in early 1993 is widely felt to be detrimental toU.S. exports. Many estimates suggest a small decline in exports because of trade diversion. See:U.S. Congressional Budget Office. How the Economic Transformations in Europe Will Affect theUnited States. Washington, D.C., December, 1990. p. XV and p. 9-38. It should be noted that onestudy projected a positive impact because trade creation would exceed trade diversion. See: Huf-bauer, Gary C. Europe 1992: An American Perspective. Washington, D.C., Brookings Institution,1990. p. 22-23.
l X It has been suggested that the United States could use the creation of FTAs with individualcountries to press for multilateral free trade. See Dornbusch, Rudiger W. Policy Options forFreer Trade: The Case for Bilateralism. In Lawrence, Robert Z. and Charles L. Schultze, eds. AnAmerican Trade Strategy: Options for the 1990s. Washington, Brookings Institution, 1990. p. 106-133.
12 Douglas Seay has argued that regional free-trade agreements could "demonstrate forcefullyto the EC and other protectionists that America has the option of establishing its own free-tradesystem and that countries that pursue protectionist policies risk exclusion from these and othermarkets." See: A Seven-point Strategy to Push Europe to Free Trade. Heritage FoundationBackgrounder, No. 839, July 8, 1991. p. 13.
13 The U.S. Government has maintained that the EAI/NAFTA and the GATT are comple-mentary. At a seminar on "The United States and Argentina in Relation to the Enterprise forthe Americas Initiative" at The American University on June 12, 1991, Myles Freschette, Assist-ant U.S. Trade Representative for Latin America, the Caribbean and Africa stated: "Some haveinterpreted the Enterprise for the Americas Initiative as a U.S. contingency plan for a failure ofthe (GATT) Round, or as an indicator of a trading system breaking down into blocs. In truth, theopposite is the case: The EAI and the Uruguay Round are complementary."
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trade agreements commencing with NAFTA. Succeeding agree-
ments would depend on the readiness of countries. The United
States has repeatedly stated that it sees the process of creating
hemispheric free trade as taking many years, at least a decade and
probably longer, 14 recognizing that trade on a completely recipro-
cal basis cannot be achieved within a short time-frame. In May
1992, President Bush indicated that an FTA with Chile would
follow the completion of NAFTA. 15

2. Promotion of private investment flows by: a) the creation of an
investment sector loan program within the Inter-American Devel-
opment Bank to provide resources to support privatization efforts
and to create an environment which promotes increased entrepre-
neurship; and b) the creation of a Multilateral Investment Fund of
U.S.$1.5 billion to be capitalized between 1992 and 1996. The fund
would furnish financial and technical assistance to support privat-
ization, private enterprise development, and business infrastruc-
ture.

3. Reduction of the stock of external debt by reducing debt owed
to the U.S. Government. This involves two strategies: a) For conces-
sional and P.L. 480, or food aid loans, a portion of the debt stock
will be reduced with interest on the remaining portion payable in
local currency. Interest payments will fund environmental projects.
b) The debt owed to the U.S. Export-Import Bank or to the Com-
modity Credit Corporation will be reduced through a sale of the
debt on the secondary market.

CARIBBEAN TRADE

The Caribbean (excluding Cuba) consists of very small economies,
many of which are microstates. In fact, even if the entire region is
aggregated, it is small, with a total population just over 19 mil-
lion 16 spread over 197,000 square miles in 16 independent coun-
tries. The gross domestic product (GDP) of the region (excluding
Cuba) is only $22 billion. 17 The smallest microstate is St. Kitts and
Nevis, which has a population of 42,000 in an area of 104 square
miles. These economies are so minute that they have to be differen-
tiated from the conventional concept of small economies such as
Singapore, which has a GDP of $28 billion, or Hong Kong, with a
population of 5.7 million. 18 In these circumstances small size is an
additional constraint on development, which is reflected in the size
of the market, narrow range of resources, and lack of economies of
scale.

The Caribbean's trade and capital flows, both foreign investment
and loans (concessional and commercial) are concentrated on the
United States. Over 50 percent of the region's trade is with the
United States. Caribbean exports to the United States amounted to

14 Testimony of Ambassador Julius Katz, Deputy U.S. Trade Representative before the Com-
mittee on Finance, U.S. Senate, April 24, 1991. p. 6.

' 5 The White House. Statement by Press Secretary. May 13, 1992.
1N World Bank. World Development Report 1990.
17 U.S. Library of Congress, Congressional Research Service. The Caribbean. A Primer on the

Region's Independent Nations. Washington, CRS Report 90-445F, September 14, 1990. p. 19.
IN World Bank. World Development Report 1990.
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$4.8 billion in 1990, having grown -by 24 percent since 1987. '9 Ex-
ports from the United States to the region grew even more rapidly,
by 33 percent between 1987 and 1990, when the total reached $5.6
billion. This level of exports provides an estimated 110,000 trade re-
lated jobs in the U.S. economy. 20 This makes the Caribbean one of
the few regions where the United States has a favorable trade bal-
ance, and one which has grown steadily, as exports have in-
creased. 21 Canada is the region's second most important trade
partner; the region imported U.S.$1.9 billion from Canada in 1990
and total exports amounted to U.S.$1.1 billion. 22

Most of the region's exports enter the United States, Canada,
and the EC under the respective preferential arrangements of the
Caribbean Basin Initiative (CBI), CARIBCAN, and the Lome Con-
vention. This means that many of the exports from the region have
not faced competition in the global market place, and for some
leading exports, like sugar, bananas, and garments, prices may be
uncompetitive. This is particularly true in the CARICOM coun-
tries, which have always exported within preferential trade ar-
rangements, starting during the colonial period when they were
confined to the British market by mercantilist restrictions. Upon
independence in the 1960s, most exports continued to have prefer-
ential access to the British market and to the EC under succeeding
Lome Conventions. In 1984, the United States extended preferen-
tial market access under the Caribbean Basin Economic Recovery
Act (CBERA), the centerpiece of the CBI. This provides duty-free
entry into the United States for nearly all products from eligible
countries. Several items, however, which account for a significant
percentage of U.S. imports from CBERA-eligible countries, are ex-
cluded from the program. These items include most textiles and ap-
parel, canned tuna, petroleum and petroleum products, most foot-
wear, handbags, luggage, gloves, leather wearing apparel, and
watches and watch parts of Communist country origin. Canada's
CARIBCAN and the EC's Lome convention arrangement provide
one-way market access for exports from the CARICOM countries.

The adjustment to the removal of preferential treatment for ex-
ports would be severe on Caribbean economies, particularly the
English-speaking countries which have been the beneficiaries of
such arrangements for over three-hundred years. The dislocation
would be compounded because free trade would also have a dra-
matic impact on producers for the national market, especially the
manufacturing sector, which developed behind high levels of pro-
tectionism. The manufacturing sector has been insulated from ex-
posure to competition from imports as a deliberate strategy of nur-
turing import-substitution industrialization by protectionism.

19 U.S. International Trade Commission. Annual Report on the Impact of the Caribbean Basin
Economic Recovery Act on US. Industries and Consumers: Sixth Report 1990. Washington, Sep-
tember 1991.

2 0 Calculations are based on the assumption that every $1 billion of U.S. exports supports
20,000 jobs. Assumption based on testimony of Ambassador Carla A. Hills, United States Trade
Representative before the Trade Subcommittee of the Committee on Ways and Means, U.S.
House of Representatives, Washington, May 14, 1992. p. 2.

2I Although small in amount, exports to the Caribbean are important to U.S. economic
growth as total U.S. exports are estimated to have accounted for over 40 percent of U.S. econom-
ic growth since 1986. See: U.S. Department of Commerce. North American Free Trhde Agree-
ment: Generating Jobs for Americans. May 1991. p. 3.

" Statistics Canada, International Trade Division.

57-035 0 - 93 - 14
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THE CARIBBEAN'S READINESS FOR FREE TRADE

The Caribbean's movement towards free trade requires a change
in the entire historical basis and structure on which production
and trade have been conducted. The profound adjustment has two
elements: 1) liberalization of the trade regime governing imports;
and 2) internal economic reform and structural adjustment to
create a genuine market economy. This process has been going on
since the late 1970s in countries like Jamaica, Guyana, Trinidad
and Tobago, and the Dominican Republic. These countries have im-
plemented a series of International Monetary Fund (IMF) stabiliza-
tion programs and World Bank adjustment programs to increase
growth, reduce the balance of payments deficit, and control infla-
tion. The liberalization of trade regimes has varied throughout the
region, but is well-advanced in Jamaica, the Dominican Republic,
and Costa Rica. But the imminence of the NAFTA and the concom-
itant erosion of benefits of the CBI confront the Caribbean with the
need to accelerate the completion of the adjustment process in
preparation for competition in the global marketplace without the
advantages of preferential treatment for their exports.

The question which immediately confronts the Caribbean coun-
tries is whether they want to move quickly towards free trade by
participating in the NAFTA, or whether they will wage a rear-
guard action to preserve preferential trade arrangements. They
must decide quickly whether they want to meet the criteria to
qualify for participation in NAFTA and the EAI. There has to be a
detailed process, weighing the costs and benefits, to determine
whether more costs are associated with participating than with
staying outside of the process. Given that the EAI encompasses
trade in services, investment, and intellectual property rights,
meeting the eligibility criteria implies a particular growth strategy
which not all governments in the region are at the moment in-
clined to pursue. This strategy is an outward-looking, private-sector
led, market-driven growth strategy which involves privatization
and liberalization. Governments should pursue this type of growth
strategy only out of conviction not out of expediency.

Can Caribbean economies meet the eligibility criteria in their en-
tirety in the foreseeable future? This will be especially difficult
question for the micro-states of the Eastern Caribbean to resolve,
and may require a much more extended adjustment period than
the more developed economies of the region.

To be considered an acceptable partner for the negotiation of a
free-trade agreement with the United States, the following criteria
have been outlined by the Bush Administration: 23

1) elimination of tariffs on substantially all the trade between
the parties to the agreement. (This would include trade from all
other countries already included in the customs union.); 2) phase-
out of non-tariff barriers; 3) inclusion of services in the agreement;
4) provision for standards for the treatment of investments, guar-
anteeing the principle of national treatment of investors. (There
should be no inclusion of "trade-distorting performance require-

23 Katz, Julius. p. 7; and U.S. House of Representatives, Washington, Enterprise for the Ameri-
cas Initiative Act of 1991., H.R. 964, 102nd Cong., 1st Sess., February 19, 1991.
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ments" on the part of investors.); 5) inclusion of a dispute settle-
ment mechanism; 6) assurance of the protection of intellectual
property rights; 7) inclusion of special provisions, if necessary, to
handle trade in and access to natural resources and natural re-
source-based products; 8) inclusion of a variety of operational, tech-
nical, and security provisions such as rules of origin and public
health safety exceptions and safeguards; 9) monitoring of govern-
ment actions that could undermine the basis of the agreement,
such as provisions covering subsidies, state trading, trade restraints
justified on balance-of-payment grounds, and the use of foreign ex-
change restrictions and controls; 10) a stable macroeconomic envi-
ronment and market-oriented policies as certified by the IMF,
World Bank, and Inter-American Development Bank; 11) displayed
commitment by these countries to a multilateral trading system,
assessed by the extent to which their positions concur with those of
the United States in the GATT Round of Negotiations.

Whether the Caribbean economies are able to take advantage of
access to the larger hemispheric market to expand exports depends
not only on the policies of governments, but on the readiness and
ability of the private sector to compete effectively. Even where Car-
ibbean economies have a comparative advantage it could, as in the
past, be offset by the lack of a competitive advantage by locally
owned firms. The expansion of exports will depend on a combina-
tion of both comparative and competitive advantages. The state of
preparedness varies considerably, reflecting economic and psycho-
logical factors. In the larger, more advanced economies, e.g. the Do-
minican Republic, Jamaica, Trinidad, and to a lesser extent Barba-
dos, some firms and financial institutions have become Caribbean
multinationals or are branching into the United States, Britain,
and Cuba; and there are entrepreneurs whose horizons are hemi-
spheric and even global. In fact, it is the outgrowth of the national
market and the process of corporate integration which, like in the
EC, is driving the resurgence of regional trade liberalization, in-
cluding that of CARICOM. In the micro-economies, the private-
sector firms are economic minutiae, family-owned and managed,
and almost wholly and profitably confined to commerce rather
than production, except in the traditional agricultural exports such
as bananas. Even a trans-island merger movement would not make
them viable, but there is no reason why they cannot be worthwhile
joint-venture partners with foreign investors. Apart from infra-
structure, all other inputs including technology can be purchased.
The difficulties are not insurmountable, but there must be both a
recognition and a willingness to compete. Like every process of ad-
justment, this begins with a change of mind, outlook, and attitude.

THE COMPATIBILITY OF OVERLAPPING TRADE ARRANGEMENTS

The movement toward free trade in the hemisphere raises nu-
merous questions concerning the compatibility of overlapping trade
arrangements:

1) What is the compatibility of NAFTA and the EAI with exist-
ing trade arrangements such as the Lome Convention and CARIB-
CAN? For example, in accordance with Article 174 [2(a)] of the
Lome Convention, "African, Caribbean and Pacific (ACP) States ...
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shall grant to the [European] Community treatment no less favor-
able than most-favored-nation treatment." 24 This means that any
trade concession extended to the United States by CARICOM must
also be extended to the EC.

2) What is the compatibility of NAFTA and the EAI with CARI-
COM? Does CARICOM's CET conflict with the requirements of the
EAI? CARICOM's CET has been perceived by some in the U.S. gov-
ernment as protectionist and not compatible with hemispheric-
trade liberalization. 25 Similar questions also would confront the
Central American Common Market.

3) What is the future of the CBI? Is it to be superseded by
NAFTA and eventually the EAI? Will it be upgraded to give simi-
lar provisions or will it remain as is? Within the long-term vision
of a hemispheric free-trade area, CBI benefits will naturally be
lost. In the short-term, it is still to be determined how the CBI will
operate alongside the EAI.

IMPLICATIONS OF DELAYED ENTRY TO NAFTA/WHFTA

It is unclear what the sequencing will be in the creation of a
hemispheric free trade area. There are two alternative scenarios.
One scenario is the creation of NAFTA first, with countries later
negotiating free trade agreements with the NAFTA countries.
However, there are no clear criteria indicating the sequence of
steps, the ordering of countries, or the schedule. There is a growing
worry that securing a free trade agreement with, or joining
NAFTA, is going to be difficult because the "Big Three" may lose
interest in further expansion, or may want to wait for a period in
order to evaluate NAFTA's progress. 26 Moreover, expansion may
face political obstacles; since existing U.S. trade law prevents the
extension of FTA benefits to third countries, it will be necessary
for the U.S. Congress to renew "fast track" authority for agree-
ments subsequent to the NAFTA. 27 This uncertainty has spawned
a "hub and spoke" development, with Mexico as the central node
of catenation. Consequently, there is now a diplomatic stampede to
negotiate, even in principle, a FTA with Mexico to get into NAFTA
through the "back door." This jockeying could become unsavory
and might be detrimental to the spirit of regional cooperation in-
tended by the EAI.

A second scenario, one frequently mooted, is that NAFTA would
constitute the core of the EAI with expansion by "docking" or "ac-
cession" by additional countries. Any "associate status" or acces-
sion would have to be included as a clause in the NAFTA agree-

24 Fourth ACP-EEC Convention signed in Rome on December 15, 1989. The Courier, No. 120,
March-April 1990. p. 166.

25 Malpass, David, U.S. Department of State, Statement before the Joint Economic Commit-
tee, Congress of the United States, April 2, 1992. It should be noted that no CARICOM country
is regarded by the USTR as having barriers to U.S. exports. See: U.S. Trade Representative.
1991 National Trade Estimate on Foreign Barriers. Washington, March 1991.

26 Ambassador Carla Hills has warned that "The U.S. Congress will want to see the positive
results of the North American Free Trade Agreement before authorizing the Administration to

launch new free trade agreements with other trading partners in the region." Trade, the Ameri-
cas, and the World. Address by Ambassador Carla H. Hills, U.S. Trade Representative before
the Organization of American States Conference of Trade Ministers. Washington, October 29,
1991. p. 4.

27 Hufbauer, Gary Clyde and Jeffrey J. Schott. North American Free Trade: Issues and Recom-
mendations. Washington, Institute for International Economics, 1992. p. 41.
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ment before it is submitted for fast-track approval, otherwise, each
application for accession would have to be submitted to the process
of congressional approval. For the sake of order and equity, it
would be necessary to establish and enunciate a clear set of criteria
for eligibility into NAFTA.

It has been suggested that the United States should not wait
until the NAFTA has been ratified by Congress before starting ne-
gotiations with the other countries which are ready. 28 The United
States has stated that it simply does not have the resources to ne-
gotiate simultaneously with all or several countries. This is diffi-
cult to understand given the size of the bureaucracy and the large
fiscal budget. In fact, it might be relatively easy to negotiate free
trade with CBI countries since the program already embodies sub-
stantial unrestricted entry to the U.S. market.

While the question of when to participate depends on the United
States and the outcome of the NAFTA negotiations, Caribbean gov-
ernments must decide whether to seek to participate immediately
or whether to delay participation until later. If they wait, there are
costs involved. For example, if there is a lag in creating a "level
playing field," like Mexico getting free entry for certain products
that are now restricted under CBI II, then there will be: a) trade
diversion, reduced CBI exports to the United States because of rela-
tively higher tariffs or barriers than Mexican exports; b) diversion
of investment and associated technology from the Caribbean to
Mexico as investors opt to install new productive capacity in
Mexico and existing industries in the Caribbean, like the garment
industry, seek to relocate.

Should the Caribbean proceed as individual countries, or should
there be collective participation? If collective participation is avail-
able and feasible given the differences in readiness, what collection
of countries should proceed? Should this be CARICOM or some
wider version of the Caribbean? Collective participation may prove
difficult because it involves measures which deal with national
policy regimes, e.g., investment codes and intellectual property
rights.

DIFFERENT LEVELS OF DEVELOPMENT

How is the treatment of different levels of economic development
to be accommodated within FTAs? Indeed, are they going to be ac-
commodated? In fact, this was one of the most contentious issues in
negotiating the framework agreements even though they are non-
binding, and only commit the signatories to further dialogue. In ne-
gotiating the U.S.-CARICOM framework agreement, the United
States was not prepared to accommodate any reference to different
levels of development, and the whole agreement could have foun-
dered. The difference was resolved by using the term "undiversified
economies," which deals with the fact that Caribbean economies
have a structural vulnerability to external events and are in
urgent need of structural adjustment because of their very narrow
range of production and exports. Since then, the United States has

28 Miami Report III. Recommendations for a North American Free Trade Agreement and for
Future Hemispheric Trade. Miami, University of Miami, North South Center, 1992. p. 14.
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continued to maintain that there can be no accommodation of dif-
ferent levels of development in a "mature relationship." Some
flexibility will be necessary since any regional arrangement aimed
at integration and/or trade liberalization must accommodate devel-
opment heterogeneity, at least initially, including different levels
of development, coexistence of a variety of growth strategies, and
structural adjustment at varying stages of completion. Indeed, this
development heterogeneity is recognized and reflected in CARI-
COM and the EC, and was conceded by the United States when it
granted developing-country status to Israel in the U.S.-Israel FTA.

If the NAFTA and the EAI are to be consistent with the GATT,
as several senior officials of the Bush Administration have stated,
then the principle of "differential and more favorable treatment
for developing countries" will have to be explicitly recognized as it
is in the GATT. 29 Article VI notes the special characteristics and
importance of trade of developing countries and the need to pro-
mote growth and facilitate diversification; paragraph 8 states: "The
developed contracting parties (countries) do not expect reciprocity
for commitments made by them in trade negotiations to reduce or
remove tariffs and other barriers to the trade of less developed con-
tracting parties (countries)." 30

Reciprocity can have a range of connotations that cannot be re-
duced to equivalence, but which can consist of conditional or modi-
fied "most favored nation" treatment. Asymmetrical adjustment is
one way to recognize and compensate for differences in the levels
of development. The notion of differential treatment is deeply en-
trenched in the smaller, less developed countries which receive
longer adjustment periods even within CARICOM. It will be diffi-
cult to disabuse these countries of this tenet of their philosophy of
development, but there can be little opposition to the concept of
phasing out differences in obligations over a long period, perhaps
20 years. Clearly, it would be difficult at the outset of an FTA to
enshrine special and differential treatment in perpetuity. Instead,
there should be specific criteria for graduation to nondiscrirnina-
tory status. In practice, the United States has espoused "gradua-
tion" by disqualifying certain advanced developing countries from
the Generalized System of Preferences. 31

Should reciprocity be complete and asymmetrical or partial and
relative, and should it commence immediately or be phased in over
a period of years? The Caribbean's apprehension of immediate and
complete reciprocity derives less from the inability to undertake
policy measures and institutional changes than from the social and
economic costs of structural adjustment. This is a valid concern be-
cause in these economies, structural adjustment implies both re-
source allocation, from extinct to emerging or growing sectors, and
resource creation, for the installation of new or upgraded produc-

29 Yusuf, Abdulqawi A. Differential and More Favorable Treatment: The ATT Enabling
Clause. Journal of World Trade Law, v. 14, no. 3, 1980. p. 488-507.

30 However, in Article XXXVII the developed countries only committed to implement Article
XXXVI to the fullest extent possible and to accord high priority. See: Dam, Kenneth W. The
GATT: Law and the International Economic Organization, Chicago, University of Chicago Press,
1970. p. 443-446.

3' Jackson, John H. The World Trading Systems Law and Policy of International Economic
Relations. Cambridge, Mass., MIT Press, 1989. p. 278.
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tive capacity. There are risks and difficulties involved in improving
quality, quantity, and price in order to survive and compete in the
vast hemispheric market, with a range of competitors including
some of the giant, multi-national corporations, whose assets and
sales dwarf the GDP of the combined Caribbean countries. Daunt-
ing as this appears, it can be accomplished because the fragmenta-
tion of the production process into smaller, discrete processes pro-
vides opportunities, and there are specialized niches in the interna-
tional division of labor which can be filled by relatively small-scale
operations.

ADJUSTMENT PERIOD

The period of adjustment is critical and can be general, sectional,
or product specific. Product or sector specific adjustment periods, if
sufficiently long, would allow these small, "undiversified" econo-
mies to implement orderly economic reorganization. Caribbean
fears may be exaggerated, since in some areas in the U.S.-Canada
FTA, the phase-in period is as long as 10 years. In addition, only a
limited number of products would require prolonged adjustment
periods or exemptions because production is concentrated on a
narrow range of goods and services, and exports consist in many
cases of a few primary products. Sensitive products could be han-
dled by "snapback provisions," similar to Article 702 of the U.S.-
Canada FTA 32 which permits, under specified conditions, the im-
position of a temporary duty on fresh fruits and vegetables. There
could also be safeguards such as Article 1101 of the U.S.-Canada
FTA, 33 which allows that during the transition period (which ends
December 31, 1998), either country may respond to serious injury
to domestic producers resulting from the reduction of duties under
the FTA by restoring tariffs for a period of no longer than three
years. Such action may be taken only once in each industry, and
the exporting country is entitled to compensation. An FTA does not
have to preclude the invoking of Article XIX of the GATT. The
United States and Canada continue their rights under the GATT
provision; 34 however, in taking global actions, they agree to
exempt each other except in cases where imports from the other
country "are substantial and are contributing importantly to seri-
ous injury or threat thereof ... ." 35 To meet this condition, imports
from the United States or Canada must be at least five to ten per-
cent of total imports and an important, though not necessarily the
most important, source of injury.

LAGS IN CREATING A LEVEL PLAYING FIELD

The time lag between when NAFTA would go into operation and
when other countries follow or attain similar access is important

32 Office of the U.S. Trade Representative. The United States-Canada Free Trade Agreement.
washington, January 1991.

"3 Ibid.
34 Morici, Peter. Transition Mechanisms and Safeguards in a North American Free Trade

Agreement. Paper presented at a conference on North American Free Trade: Economic and Po-
litical Implications, Washington, D.C., June 27-28, 1991; Richardson, J. David. Adjustments and
Safeguards. In Peter Morici, ed., Making Free Trade Work: The Canada/US. Agreement. New
York, Council on Foreign Relations Press, 1990. p. 68-69.

35 Ibid.
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because it could lead to economic dislocation. Reduced exports and
relocation of new and existing productive capacity could result, as
well as a diversion of investment away from the Caribbean. Some
decisions on investment in the Caribbean have been on "hold"
since NAFTA negotiations commenced. 36 Investment diversion is a
real danger because Mexico already has certain competitive advan-
tages: a) lower transportation costs; b) lower wages than most Car-
ibbean countries; c) cheap energy; and d) a market size which can
yield economies of scale that Caribbean economies would find diffi-
cult to realize. Location would give Mexico an advantage in the
Western and Southwestern United States, while the Caribbean
should be able to compete in the South and the east coast of the
United States where, in fact, most of the nation's population cen-
ters are located.

Approximately 33 percent of trade with CBI countries enters the
United States duty free under normal tariff rates and will not be
affected by NAFTA. 37 The U.S. Trade Representative's Office has
estimated that based on the initial U.S.-tariff offer in NAFTA ne-
gotiations, $4.5 billion, or 60 percent of U.S. imports from CBI
countries in 1990, would be put at a competitive trade disadvantage
as soon as NAFTA begins to be implemented. In addition, a further
$.5 billion, or 7 percent of dutiable CBI imports, would be subject to
declining preferential margins over NAFTA. 38 According to a
recent study by the Association of American Chambers of Com-
merce in Latin America (AACCLA), at least 37 percent of Jamai-
ca's exports to the United States are not covered by either the CBI
or the Generalized System of Preferences (GSP). Nearly all of this
represents textiles and textile products which would be threatened
if import barriers on Mexican goods are lowered. In addition, a fur-
ther 10 percent of Jamaica's exports to the United States enjoy a
tariff advantage over Mexico, 39 which could be lost. The products
which would be adversely affected are rum, other alcoholic bever-
ages, and orange juice. The AACCLA estimates that about 34 per-
cent of the exports of the Dominican Republic could be vulnerable
to Mexican competition. 40

The NAFTA may provide entry of products excluded under the
CBI (textiles, sugar, leather goods, and garments) and put the entry
on a much more secure footing because NAFTA would be a con-
tractual agreement in the form of a treaty. The CBI, on the other
hand, is not a treaty and, therefore, is subject to unilateral dispen-
sation or withdrawal of benefits, and provides a much less secure
basis of market access and, as a result, a more insecure investment
environment.

36 Thurston, Charles W. Japanese Investors Looking at Mexico. Journal of Commerce, April
30, 1992.

37 Impact on Other Latin American Economies of a Mexico-US. Free Trade Pact: A Prelimi-
nary Analysis. Association of American Chambers of Commerce in Latin America, Washington,
October 1991. p. 8.

38 Ibid.
3 Ibid.
40 Ibid. p. 7.
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INVESTMENT FOR EXPORT EXPANSION

Increased debt relief will be necessary if trade is to be stimulat-
ed. Commercial bank debt, which is obviously a major concern for
the region, has not been addressed in a new or substantive way.
Passing reference is made to encouraging the application of the
Brady guidelines and is a reflection that U.S. banks are not as ex-
posed to Latin American debt as they were a few years ago.

Some form of aid will be necessary to strengthen physical and
social infrastructure that would allow these countries to support
and harness private sector entrepreneurial energy and to take ad-
vantage of whatever export opportunities might open up. Trade lib-
eralization and debt relief are not substitutes for development as-
sistance, but are complementary because an efficient and expand-
ing private sector requires a competent public sector. Extra de-
mands will be placed on the public sector due to resource realloca-
tion that is inherent in a process of adjustment. To effectively sup-
port the revamping and improvement in private sector activity, the
public sector will have to be transformed and reoriented. This will
necessitate additional resources at the very time when liberaliza-
tion of the trade regime may engender short-term dislocation in
revenue-raising capacity. This is a particular anxiety in the micro-
economies of the Eastern Caribbean where fiscal revenue is based
largely on import duties. Reduced tariffs and import duties would
cause the expenditure capacity of the government to be truncated
by the erosion of the traditional tax base, and this would require
an overhaul of tax administration.

Development capital (venture capital, equity investment funds,
Section 936 funds) is needed to create new productive capacity and
export production. There is now a paucity of private-capital inflows
to the Caribbean associated with the reconstruction of East Germa-
ny and Kuwait, the use of significant resources to assist the Soviet
Union and Eastern Europe, and the United States having its own
economic difficulties. In this sort of capital shortage, where savings
as a proportion of GNP decreased in both the industrialized and de-
veloping countries during the 1980s, there is a need to create a
component which provides venture capital, equity investment, and
development bank financing. One possibility is the restoration of
Overseas Private Investment Corporation (OPIC) guarantees for
projects funded by Section 936 funds. This question is critical be-
cause the problem is not just resource allocation for efficiency, but
the need to create new economic capacity and therefore a need for
resource creation to enable these countries to take advantage of
the trade opportunities.

Since 1984, 789 companies have invested $2.2 billion in CBI desig-
nated countries employing 142,016 full-time jobs and generating
$1.3 billion annually in foreign exchange earnings. 41 Costa Rica,
Guatemala, Panama, El Salvador, and the Dominican Republic at-
tracted two-thirds of the companies and accounted for 92 percent of
foreign-exchange earnings, 87 percent of full-time employment, and

4' U.S. Department of Commerce, Latin America/Caribbean Business Development Center,
Caribbean Basin Division. 1990 Caribbean Basin Investment Survey. Washington, February 1991.
p. 7.
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78 percent of the assets. 42 For these countries, the main reasons
for investing were access to the U.S. market under the CBR, host
country investment incentives, and the cost of labor. There is a
need for the United States to establish investment incentives that
would enhance the region's ability to attract more private capital,
even if Caribbean economies succeed in establishing the macroeco-
nomic climate to maximize domestic investment and recapture cap-
ital flight. The need to assist the market-induced investment flows
derives from the trend towards increasing concentration of foreign
investment among the industrialized countries and the paucity of
foreign investment in the Caribbean. The U.S. economic recession,
following the adverse impact of the Gulf War on tourism, has been
a further dampener to the region's economy. The need for invest-
ment incentives is urgent to encourage greater use of loans from
the Section 936 funds. 43

ACTION AGENDA

Whether the world economy moves towards the liberalization of
trade or the formation of trading blocs, the Caribbean cannot count
on the continuation of existing preferential trade arrangements.
The Caribbean must recognize that the developed countries no
longer feel obliged to provide preferential trade arrangements and
aid to a region of economies with minute markets, no indispensable
raw materials, and limited strategic importance. The region must
be prepared to adapt to the elimination or erosion of preferential
trade regimes (e.g., the extension of CBI-type trade benefits to the
Andean countries with the passage of the Andean Trade Prefer-
ence Act approved on November 26, 1991, and the proposed exten-
sion of benefits of the Lome Convention to Central America and
perhaps to the rest of the developing world). The Caribbean must
prepare a strategy for its survival and development in the new
world economic and political context. Therefore the Caribbean
must:

1) Formulate a growth-promoting adjustment strategy to enable
Caribbean economies to survive in a global economy which is un-
dergoing rapid and profound changes, including those represented
by the EAI.

2) Undertake an economic evaluation of the costs and benefits of
participation in, or omission from, hemispheric free trade. The
complete and careful analysis of all aspects of the EAI, the terms
and conditions of participation, and its implications for the immedi-
ate and long-run future, is a prerequisite for arriving at decisions
of such paramount importance and the establishment of objectives.

3) If the decision is to participate, then the Caribbean must
decide what kind of EAI it wants or needs and ensure, as far as
possible, that the EAI is compatible with existing trade agreements
such as CARICOM, the Lome Convention, and CARIBCAN.

42 Ibid.
43 Flax-Davidson, Ron H. Tax-Exempt Investment for the Caribbean Basin Initiative Region.

The International Lawyer, v. 25, no. 4, Winter 1991, p. 1021-1029; U.S. Library of Congress, Con-
gressional Research Service. The Possession Tax Credit (IRC Section 96): BackgLrund and Issues
by David L. Brumbaugh. CRS Report 88200E. Washington, March 11, 1988.
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The Caribbean must not be a passive participant but must be
active in shaping the EAI. The Caribbean must seize the opportuni-
ty afforded by the unique nature of the U.S. political process and
the consultative institutional mechanism of the trade and invest-
ment framework agreement with the United States to shape the
EAI before it is written on tablets of stone. It is incumbent on Car-
ibbean governments to become active participants in the political
process of shaping the EAI by their lobbying efforts and diplomatic
initiatives in the United States to help shape the outcome of the
Enterprise. This could most effectively be done by collective action
on the basis of the wider Caribbean, that is, the traditional Carib-
bean together with Central America. It is possible for small, vul-
nerable economies, which are a particular genre of economy with
their own peculiar constraints and specific development problems,
to argue successfully to receive special consideration and even pri-
ority treatment. Time is short; the Caribbean must act now to con-
vert the Enterprise for the Americas Initiative, into an Enterprise
of the Americas Initiative.
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INTRODUCMrON

Thirty years ago, the five countries of Central America decided
to join forces in an attempt to overcome the disadvantages posed by
their small size: thus emerged the Central American Common
Market (CACM). The experiment prospered in the 1960s, lan-
guished in the 1970s, and nearly collapsed in the 1980s, on account
of the financial and political crises that enveloped the region in
those years.

Today, with the struggle behind them and a great deal of catch-
ing up to do, countries in the region are assessing their options in
facing the challenges and opportunities of the 1990s. Specifically,
they are searching for ways to integrate more fully into the inter-
national economy that will accelerate their development without
exacerbating their vulnerability.

This paper examines the evolution of regional trade policy in
recent years, summarizes the region's trade profile, and analyzes
the implications of trade liberalization for these countries. The
paper concludes with a number of considerations concerning the
possible impact of the Enterprise for the Americas Initiative (EAI)
on the region.

I Ms. Saborio, on special leave from the Overseas Development Council, is currently serving
as Senior Adviser to the Government of Costa Rica and the U.S. Agency for International Devel-
opment under the Reform of the State Program. This paper will be included in a forthcoming
book, entitled Trade Liberalization, Economic Integration, and the Enterprise for the Americas
Initiative, coordinated by Nora Lustig and Roberto Bouzas, to be published by the North-South
Center.
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TRADE AND PAYMENTS POLICIES IN THE 1980s

The payments crisis that struck the region in the early 1980s not
only influenced the use of trade and exchange controls in the
region. It also prompted a reassessment of the role of international
trade in the region's development strategy and the role of the
CACM within that strategy. During the initial years of the crisis,
the central concern was to reduce external imbalances through
import compression; later on, the emphasis shifted to finding ways
of expanding exports, so as to more fully integrate these economies
into the international economic system at large. The main trends
in the evolution of trade and exchange policy over the past decade
are summarized below.

PAYMENTS POLICY

For years, the countries of Central America managed to main-
tain stable nominal exchange rates vis-a-vis the dollar, thanks to
relatively low inflation rates, easy access to external credit, and oc-
casional windfall gains linked to surges in export prices. Even
though this picture changed radically in the late 1970s, when the
payments crisis struck, most countries resisted adjusting the ex-
change rate, resorting instead to a series of trade and exchange
controls. In retrospect, it is clear that these measures were counter-
productive: they fueled speculation and capital flight, greatly in-
creased transaction costs, and caused exchange imbalances to spill
over onto other markets. It took the better part of a decade to re-
store normalcy to the operation of exchange markets in these coun-
tries.

Costa Rica was the only country in the region to realign its cur-
rency early on and adopt a flexible exchange rate regime, which
allowed it to maintain a relatively stable effective real exchange
rate along a declining trend. (See Table 1.) Guatemala and El Sal-
vador maintained multiple exchange rates until 1989, when they
decided to unify their exchange markets and float their currencies.
However, while Guatemala was able to depreciate its currency in
real terms since 1984, El Salvador's effective real exchange rate re-
mained well above its 1980 level until late in the decade.

Honduras maintained a fixed nominal exchange rate and hence
experienced a significant real appreciation of the currency until
early 1990, when the lempira was devalued by 50 percent and a
flexible exchange rate regime was put in place. Finally, in Nicara-
gua, hyperinflation led to the adoption not only of multiple ex-
change rates but of multiple currencies as well. In 1986, the Nuevo
C6rdoba replaced the old C6rdoba at the rate of 1 per 1,000; five
years later, the Nuevo C6rdoba was replaced by the Cordoba Oro at
a rate of 5,000,000 to 1!

Real exchange rate volatility and the extensive use of exchange
controls to ration scarce dollar reserves dealt a severe blow to in-
traregional trade flows. Since foreign exchange was allocated so as
to favor essential imports-which most regional products decidedly
were not-those imports ended up bearing the brunt of the restric-
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TABLE 1. Central America: Basic
Macroeconomic Indicators.

1979-83 1984-88 1989-90

Gross Domestic Product
(average annual rate of change)

Costa Rica . a -0.2 4.6 4.6
El Salvador ......... -4.8 1.7 1.8
Guatemala ........ 0.6 1.4 4.0
Honduras ........ 1.0 3.9 1.2
Nicaragua.............. -2.5 -3.1 -4.0

Public Sector Deficit (% of GDP)
(average of annual figures)

Costa Rica ........ 12.4 5.4 5.9
El Salvador ... 7.7 4.2 5.3
Guatemala ....... 4.3 4.0 4.4
Honduras ....... 9.4 7.9 8.1
Nicaragua ....... 18.0 . 42.3 31.4 a

urrent Account Balance of Payments (% of GOP)
(average of annual figures)

Costa Rica ... -12.7 3 - 7.5
El Salvador ... -1.7 1.2 -2.6
Guatemala ... -3.8 -4.5 . -6.2
Honduras ... -9.6 -5.3 - 7.3
Nicaragua ... -15.5 -19.1

Consumer Pries
(average annual rate of change)

Costa Rica ........ 37.4 15.3 17.5
El Salvador ........ 13.8 22.1 20.1
Guatemala ........ 9.0 16.6 25.7
Honduras ........ 11.4 3.9 16.2
Nicaragua ........ 32.7 3,232.9 6,850.0

Real Effective Exchange Rate
(average of annual figures, index 1979=100)

Costa Rica ........ 85. 9 81.8 86.0
El Salvador ........ 120.7 151.3 155.0
Guatemala ........ 106.1 82.8 62.7 a
Honduras ........ 112.2 121.2 72.6
Nicaragua ........ 135.5 356.4 236.2 a

Terms of Trade
(average of annual figures, index 1979= 100)

Costa Rica ........ 93.3 113.6 102.5
El Salvador ........ 80.6 82.3 71.6 a
Guatemala ........ 93.0 93.6 80.2 a
Honduras ........ 95.0 96.0 89.3
Nicaragua ........ 97.5 100.0 101.1 a

A 1989.
Source: International Monetary Fund.

tions. The bias against intraregional trade was exacerbated by
the breakdown and eventual collapse of the regional payments
clearing arrangement. The cumulation of large imbalances, primar-
ily by Nicaragua, undermined the multilateral clearing mecha-
nism, which required that uncompensated bilateral balances in

I One of the peculiarities of the Central American tariff schedule is that it placed the highest
tariffs on the most superfluous goods so as to discourage their use. As a result, it was the local
production of these types of products (perfumes, cosmetics) that received the greatest incentives.
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local currency be paid in dollars. As a result, creditor countries
limited commercial transactions to cash or barter exchanges. The
atrophy of the payments clearinghouse thus eliminated an impor-
tant source of potential economic activity in the region, and preci-
pitated a decline in the share of intraregional trade to levels simi-
lar to those prevailing prior to the formation of the CACM. 2

IMPORT REGIME

Since the establishment of the CACM, the common external
tariff and the regional system of fiscal incentives were the corner-
stones of import and industrial policy in the region. 3 In the early
1980s, under pressure from mounting external and fiscal imbal-
ances and unable to launch concerted actions in view of the politi-
cal crisis also enveloping the region in those years, countries re-
sorted to unilateral measures that undermined the spirit-if not
the letter-of the regional treaty. Thus, exchange controls and
other non-tariff measures came to replace tariffs as the main in-
strument to control the flow and composition of imports to the
region.

The use of import surcharges, for instance, became widespread,
with a view both to curbing imports and shoring up fiscal revenues.
Even though from an economic perspective surcharges are mere
tariffs in disguise, they do provide certain advantages in terms of
flexibility: they do not violate outright the common external tariff
and, at least in the case of Costa Rica, they are the only form of
taxation that does not require a lengthy and controversial process
of congressional ratification.

Prior-import deposits, likewise, became prevalent, with the
double purpose of restraining imports and contracting internal li-
quidity. Consumption taxes on non-regionally produced goods,
which had an effect analogous to that of tariffs, were also widely
used. Finally, extensive use was made of quantitative restrictions, 4

particularly import licensing, though in many cases these were
used not so much as import barriers per se, but as a means to allo-
cate scarce foreign exchange reserves among alternative uses.

In 1984, as part of its structural adjustment program, Costa Rica
initiated a series of reforms aimed at redressing the anti-export
bias of its trade regime. Internally, it adopted a policy of mini-de-
valuations to gradually reduce the real exchange rate, and estab-
lished a generous system of incentives for non-traditional exports.
At the regional level, it launched a campaign to revamp the re-
gion's tariff regime that culminated with the first comprehensive
reform of the common external tariff since 1969.

2 The share of intraregional exports in the region's export total rose from 6.8 percent in 1960
to 25.4 percent in 1980, dropping to a low of 10.7 percent in 1986. Despite some recovery in
recent years, the volume of intraregional trade remains lower than it was in 1980. (See Table 4.)

3The first established free trade in regionally-produced goods, set tariffs and other duties on
extraregional imports, and specified the exclusions from the common treaty (i.e. basic grains,
essential imports). The second established the incentives that could be provided under "Industri-
al Contracts."

4 Traditionally, Central America has shunned quantitative restrictions except to maintain
support prices for certain agricultural products. In a region that suffers chronic deficits-both
fiscal and commercial-quantitative restrictions are considered an inferior form of protection,
since they restrict imports but do not generate fiscal revenues.
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The reform, which took effect on January 1, 1986, repealed the
regional system of fiscal incentives; eliminated all specific import
duties and other levies, replacing them with ad valorem rates in
the common tariff schedule; and reduced the level and the disper-
sion of nominal tariff rates. As a result, the average nominal tariff
declined by about 50 percent relative to the ad valorem tariff
equivalent existing prior to the reform. (See Table 2.) The impact
on effective rates of protection is more difficult to ascertain, given
the large number of exemptions, exceptions and surcharges to
which imports were subjected prior to the reform. However, several
studies reveal that the reform merely eliminated the "water" from
the tariff schedule, so that the level of effective protection did not
change very much in most cases. They also confirm that the struc-
ture of protection continued to favor industry over agriculture, and
final products over intermediate and capital goods. 5

TABLE 2. Central America: External Legal Tariff.

(percentages)

Pre-reform Average
Average Legal Tariff, 1991 Range 1993 Range 1995 Range
Tariff * 1987

Costa Rica ....... 52 26 10-50 b 5-30 5-20
El Salvador ....... 48 23 5-35 5-25 5-20
Guatemala ....... 50 25 5-371 5-20 5-20
Honduras ....... 41 20 4-35 d 5-20 5-20
Nicaragua ....... 54 21 5-20 e 5-20 5-20

Sources: "Politicas Industriales en Centroamerica y Panama", ECLAC, LC/MEX/R.310,
August 5, 1991; World Bank, Trade Liberalization and Economic Integration in Central America,
Report No. 7625-CAM, 1990, p. 29 and 32; Ministry of Economy, Industry and Commerce,
Costa Rica.

* Ad valorem equivalent of the average external tariff before the reform.
a Includes surcharges.
b Excludes a temporary surcharge of 2% and a levy of 1% on extra-regional imports. The

Central Bank of Costa Rica also requires prior import deposits, currently 30% of the CIF value
of the imports.

c Excludes a surcharge of 3% on extra-regional imports.
d Excludes a general surcharge of 5% and an additional 10% on final products. The

surcharges cover all imports, but Central America will be exempt as of 1992.
e Excludes a stamp tax of 3% and selective consumption taxes of up to 75% that act as

import tariffs. Such taxes will be reduced gradually to 15%.

Since then, unable to agree on a common calendar for future lib-
eralization, countries have followed separate paths to trade reform
under structural adjustment programs with the World Bank and
their process of accession to the General Agreement on Tariffs and
Trade (GATT), invoking escape clause provisions in the regional
accord. 6 Currently, tariffs and other import duties range from a

5 See World Bank: Trade Liberalization and Economic Integration in Central America Report
No. 7625-CAM, February 1990; Taylor-Dormond, Marvin: Estructura de la Proteccion al Sector
Industrial en Costa Rica. San Jose, Costa Rica, PRODESSARROLLO, 1984; and Herrera Ami-
guetti, Carlos. "El programa de ajuste estructural y la politica comercial de Costa Rica durante
las decadas del setenta y del ochenta y perspectives para la decada del noventa." Comentarios
sabre Asuntos Economicos series, No. 93, Central Bank of Costa Rica, 1991.

6 Costa Rica joined GATT in 1990, El Salvador and Guatemala did so in 1991, and Honduras
accession is underway. Nicaragua has been a member of GATT since 1950.
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narrow band of 5 percent-35 percent in El Salvador to a wide
margin of 5 percent-95 percent in Nicaragua, but there is a com-
mitment to revert to a common external tariff schedule with a
floor of 5 percent and a ceiling of 20 percent by the end of 1992,
with a few exceptions to be phased out by 1994. (See Table 2.)

EXPORT REGIME

To a large extent, the measures to liberalize import and ex-
change controls and realign the exchange rate noted above were
taken in order to reduce the anti-export bias of the regional econo-
mies. At the same time, and for the same purpose, a number of
measures were adopted to promote nontraditional exports to mar-
kets outside the CACM.

Currently, there co-exist three basic export promotion programs
with slight variations among countries. One is the free zone regime,
under which firms located in designated industrial parks operate
under a free trade regime, i.e. they are exempt from import duties
and income taxes and are not subject to foreign exchange restric-
tions. The second is a program for drawback industries, which
allows firms, regardless of their location, duty-free import of raw
materials and intermediate inputs for further processing and re-
export, and exempts them from income taxes. Finally, a program of
fiscal incentives for nontraditional exports, provides import-duty
and income-tax exemptions, and in the case of Costa Rica, El Salva-
dor and Nicaragua, includes additional fiscal incentives linked to
the value of exports. These programs do not discriminate between
local and foreign firms and are thus open to all qualifying inves-
tors, regardless of nationality. 7

In the case of Costa Rica, the response of nontraditional exports
to changes in trade policy (including the management of the ex-
change rate) has been very positive. The average annual rate of
growth of such exports over the last seven years has been on the
order of 27 percent, and in 1989 for the first time, nontraditional
exports as a whole, exceeded traditional ones. Nevertheless, certain
flaws in the export promotion program have become increasingly
apparent and need to be corrected. The cost of the scheme has
become a large and growing burden on the national budget, cur-
rently absorbing around 7 percent of government expenditures.
There is evidence that the incentives often exceed the margin re-
quired to make exports profitable, thus resulting in unwarranted
fiscal rents. Finally, there is the risk that such incentives will
become a permanent transfer mechanism for exporters, instead of
a temporary measure to compensate for the anti-export bias in the
economy.

In light of these concerns, and taking into account the experience
with export promotion elsewhere, 8 an overhaul of the export pro-
motion programs is in order. In the future, less emphasis should be
placed on fiscal incentives per se, and more on measures that con-
tribute more directly to international competitiveness, such as im-

7 For a discussion of foreign investment regimes in Central America, see CEPAL: Politicas in-
dustriales de Centroamerica y Panama. LC/MEX/R.310. Mexico, August 5, 1991.

8 See, for example, Thomas, Vinod and John Nash. Reform of Trade Policy: Recent Evidence
from Theory and Practice. The World Bank Research Observer, v. 6, no. 2, July 1991. p. 219-240.
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provements in infrastructure and transportation, customs adminis-
tration, quality control, the cutting of red tape, and export credit.

FUTURE COURSE OF REGIONAL INTEGRATION

During the San Salvador summit in July 1991, the Central
American presidents undertook a series of important commitments
regarding the future course of regional trade policy. 9 Among them:

* the elimination of obstacles to intraregional trade in manufac-
tures as soon as possible;

* complete liberalization of intraregional trade in agricultural
products under a common system of price bands by mid-1992;

* reversion to a common external tariff schedule consisting of
four basic rates within a range of 5 percent to 20 percent be-
ginning December 31, 1992, with a few exceptions to be phased
out by December 31, 1994;

* the reinstatement of Honduras to the Central American Eco-
nomic Integration Treaty, from which it had withdrawn in
1969; 10 and

* the initiation of a process for the eventual incorporation of
Panama into the Central American Economic Integration
Treaty.

The presidents also agreed to: proceed with negotiations with
Mexico within the Economic Complementarity Agreement
(Acuerdo de Tuxtla Gutierrez) for the creation of a free trade area
between Mexico and Central America; to ratify the Framework
Agreement on Trade and Investment between Central America and
Venezuela, which would also be open to accession to Panama; and
to step up the pace of negotiations with the United States within
the framework of the Enterprise for the Americas Initiative (EAI).

THE CHALLENGE OF TRADE LIBERALIZATION

Notwithstanding the unmistakable tone of the presidential direc-
tive, the process of trade liberalization in Central America will not
be easy or painless. Not only is there a well-entrenched clientele
for protection and privilege among both old industrialists and new
age entrepreneurs, but politicians and bureaucrats will, likewise,
resent having less leeway to dispense favors to their constituents.
On the other hand, the awareness that sweeping changes are occur-
ring in the international arena and elsewhere in Latin America,
and that Central America cannot afford to remain at the margin of
those events, is a powerful stimulus to action.

The shift from an inward-looking to an outward-oriented strategy
poses challenges at the national and regional levels, and raises im-
portant questions about Central America's extraregional economic
relations. Before addressing these issues, however, it is useful to
have a sense of the structure and trends in Central America's
trade patterns. (See Tables 3-5.)

9 See: Declaracion de San Salvador, July 17,1991.
10 Honduras formally withdrew from the common market after the "soccer war" in 1969, and

subsequently entered into bilateral agreements with the other countries in the region.



389

TABLE 3. Export Promotion Schemes.

Costa Rica El Salvador Guatemala Honduras Nicaragua

Tax exemptions
Machinery and 100% a

intermediate
imports.

Profits 100% 8 years

50% 4 years
Local market sales.. Up to 40%

subject to
approval

100%

100% 10
years

extendible
No limit

subject to
approval

FREE TRADE ZONES

100% 100%

100%12 years 100%

Up to 20% No limit "when
subject to there is not
approval national

production of
the same,"
subject to
approval

Tax Exemptions
Machinery and 100%

intermediate
imports.

Profits . 100%b

Local market sales.. no

Export Incentives.... no

Tax exemptions
Machinery and 100%

intermediate
imports.

Profits . 100% b
Export taxes ..... -
Tax Rebates .... Up to 12% of

the FOB
value

Cash Bonus ..... -

Requirements .... 35%
minimum
national
value-
added

100%

100% 10
years

No limit

DRAWBACK INDUSTRIES

100%

100% 10 years

No limit subject to
approval

100%

100% 10 years

No limit with
payment of
corresponding
taxes

Bonus of 8% no no
of value-
added

NON-TRADITIONAL EXPORT INCENTIVES

- 100% 100%

- 100% 10 years
_ 2%

8% of the -
FOB value

100% 10 years
1%

Generate at least Export at least
25 direct jobs 25% of

production

Source: "Politicas Industriales de Centroamerica y Panama," ECLAC, LC/MEX/R.310, August 5, 1991.
asNormally there are no retrictions for imports to the zone, but raw materials or intermediate imports may be

resticted if the Ministry of Industry determines that local products can meet the price, quality and delivery
conditions required by the import firms.

b In the case of registered foreign investments, a tax of 15% is charged when repatriating the profits.
c Declines each year and disappears in 1997.
d Declines to 10% in 1993, 5% in 1995 and disappears in 1997.
Note: The figures for Nicaragua are from the proposed "Ley de Promocion de Exportaciones" which has not yet

been approved.

no

100%

80%

15% of the FOB
value d
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CENTRAL AMERICA'S TRADE PATTERNS

The United States is Central America's main trading partner. It
is the dominant export market for all categories of exports from
the region, with the exception of manufactures (other than textiles
and apparel), which are directed primarily at other countries in the
region (60 percent) and elsewhere in Latin America (20 percent).
The United States is also Central America's dominant supplier of
all categories of imports except fuels, where Venezuela (50 percent)
and Mexico (20 percent) dominate, and motor vehicles, which come
mainly from Japan (44 percent).

TABLE 4. Central America's Exports by Major Partner Regions.

North America Other America Rest of the World

World Other
Year (1,000 Latin Other

US$) USA Canada Mexico ACmetra America EC 9 Japan Devel- Other
Aeia & oped

Caribbean

1980 4,464,982 35.7% 0.4% 0.6% 25.4% 3.4% 23.0% 3.1% 3.3% 5.1%
1985 3,500,527 37.5 1.3 0.6 15.5 4.6 21.6 5.2 4.0 9.6
1986 3,873,284 43.9 1.4 0.4 10.7 4.8 25.3 5.1 4.0 4.4
1987 3,669,902 42.1 1.6 0.4 14.1 4.6 23.7 3.6 4.6 5.3
1988 ' 3,902,420 37.3 3.3 0.9 14.1 4.2 23.5 4.1 5.4 7.3
19891 4,429,069 41.0 3.9 1.2 14.8 4.7 20.6 3.8 4.8 5.3
19901 4,555,327 43.0 3.4 1.4 14.6 4.5 21.5 3.2 4.1 4.4

Source: Comtrade data base, United Nations data, International Computing Center, Geneva. 1987 and 1988
data are based on SITC, revision 2.

1 Direction of Trade Statistics, IMF.

The importance of the United States as the region's main trading
partner is on the rise: between 1980 and 1990 the share of the re-
gion's exports absorbed by the United States rose from 36 percent
to 43 percent, while the share of imports supplied by the United
States increased from 33 percent to 42 percent of the total. Mean-
while, the relative importance of the European Community (EC) as
a trading partner has remained largely unchanged: the EC absorbs
some 20 percent of the region's exports (mainly coffee and bananas)
and supplies around 11 percent of the region's import needs
(mostly chemicals, machinery and transport equipment). Two-way
trade with Japan and other industrial countries is relatively small;
altogether, it amounts to only about 10 percent of the total.

Trade with the rest of Latin America, including Mexico, is quite
asymmetrical, largely because of fuel imports. Currently, Latin
America absorbs about 6 percent of the region's exports and sup-
plies around 19 percent of its imports. While the share of imports
from Latin America has declined since 1980, this is entirely due to
the fall in oil prices; the share of non-oil imports supplied by Latin
America has nearly doubled over the decade.

The most dramatic shift in trade patterns has occurred within
the region itself. The severe payments crisis that rocked the region
in the early 1980s, along with disruptions caused by civil unrest,
lead to a veritable implosion of trade among regional partners. Be-
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TABLE 5. Central America's Imports by Major Partner Regions.

North America Other America Rest of the World
World Other

Year (1,000 Cnrl Latin Other
US$) USA Canada Mexico AAmerica America EC 9 Japan Devel- Other

& oe
Caribbean

1980 6,021,981 33.0% 1.6% 3.7% 18.3% 20.0% 10.7% 7.8% 3.0% 1.9%1985 5,439,554 27.0 1.1 13.0 10.6 17.3 11.3 5.3 4.0 10.41986 4,634,877 31.7 1.5 6.6 10.0 14.0 13.3 6.4 4.9 11.71987 5,598,351 31.2 1.7 6.7 11.1 12.7 16.8 7.0 5.8 7.01988 5,551,505 36.8 1.6 6.5 10.2 12.5 13.9 6.0 4.2 8.31989 1 6,324,269 38.4 1.3 6.6 10.4 12.9 12.6 6.2 4.5 6.91990 1 6,786,141 42.0 1.2 5.9 10.5 12.6 11.4 5.9 3.5 7.2

Source: Comtrade data base, United Nations data, International Computing Center, Geneva. 1987 data isbased on SITC, revision 2.
D Direction of Trade Statistics, IMF.

tween 1980 and 1986, intraregional exports fell from 25 percent to
only 10 percent of the total; this amounted to a drop of 63 percent
in the dollar value of exports! Since then, the share of intrare-
gional exports has risen to around 15 percent of the total; in value
terms, though, they are still some 40 percent below their 1980
level. Meanwhile, the share of intraregional imports also fell from
about 18 percent in 1980 to only 10 percent. Unlike exports, howev-
er, the shift in procurement patterns (towards suppliers in the
United States and Latin America) appears to be more permanent,
as the share of intraregional imports has remained virtually un-
changed since 1985. In 1990, the dollar value of intraregional im-
ports was still 35 percent lower than in 1980.

Two important conclusions can be drawn from this analysis. The
first is that despite efforts to promote and diversify exports,
throughout the 1980s Central America's exports declined both in
volume and in value, and became increasingly concentrated along
traditional lines, largely because the collapse of the regional
market wiped out a great deal of trade in manufactures. 11 The
second is the importance for the countries of Central America of
their trade links with other countries in the hemisphere: there
they sell two-thirds of their exports and purchase three-fourths of
their imports. This generalization, of course, belies crucial differ-
ences in the relative importance of various trading partners in the

" There are important country differences within this regional picture. Costa Rica, for in-stance, less oriented to the regional market, with a more diversified export structure and a moreaggressive export policy, managed to increase the value of its exports by 40 percent during thisperiod. Honduras, whose exports consist basically of coffee and bananas to the U.S. and Europe-an markets and virtually does no trade with the rest of Central America, also managed to in-crease its exports by 18 percent during the decade. Guatemala, on the other hand, despite asuccessful drive to increase its nontraditional exports to the U.S. market, did not manage tocompensate for the loss in regional sales, and saw its exports decline by 13 percent over thedecade. El Salvador experienced a decline of 20 percent in exports on account of the war and thecollapse of the regional market where it previously made 40 percent of its sales. Finally, inNicaragua, as a result of the war, the crisis, and the U.S. trade embargo, exports fell by 40 per-cent during the decade.
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area. Nevertheless, it is clear that anything that affects hemispher-
ic trade relations will have a profound impact on Central America.

TRADE LIBERALIZATION AND INTERNAL ADJUSTMENT

In a way, "openness" is nothing new to Central America. These
economies have been extremely "open" in the sense that a large
part of their economic activity has always been linked to interna-
tional trade. While the ratio of trade to gross domestic product
(GDP) for Latin American Integration Association countries is cur-
rently around 32 percent, in Central America, it ranges from a low
of 44 percent in Guatemala to a high of 90 percent in Costa Rica,
with the ratios for El Salvador, Honduras and Nicaragua clustering
around the regional average of 60 percent. Nonetheless, pockets of
activity-notably in industry and basic grain production-have
-been sheltered from international competition by wide margins of
protection in the domestic and regional markets.

Import liberalization will increase competitive pressures within
these economies and in the regional market. As a result, some dis-
placement of existing activity is unavoidable. Considering the
shocks these economies went through over the last decade, howev-
er, it seems reasonable to assume that the most-vulnerable firms
will have succumbed already and that most of those which sur-
vived the debacle are probably capable of withstanding some com-
petition within a generally more favorable economic environment.
Anecdotal evidence suggests that many firms have not only man-
aged to cope with the rigors of greater competition in the domestic
market, but have become successful exporters as well. Still, com-
petitive pressures will mount as trade barriers continue to decline,
and unemployment is bound to rise, unless new job opportunities
are created-presumably in export-oriented activities-to pick up
the slack.

Export expansion is essential not only on employment grounds.
In the face of continuing external financial constraints-due both
to credit scarcity and their own limited capacity to assume further
debts-these countries' access to imports will increasingly depend
on their ability to generate export earnings. In turn, the constraint
on external borrowing implies that in order to expand export ca-
pacity, these countries must redouble their efforts to increase do-
mestic savings (both public and private) and to attract foreign
direct investment in export-related activities. Evidently, success in
this endeavor will depend not only on the ability of entrepreneurs
to adapt to the new rules of the game, but also on the capacity of
governments to support this effort by removing structural bottle-
necks that constrain export development and by providing a
healthy and stable macroeconomic environment.

Trade reform will require great discipline in the management of
monetary and credit policies. Relinquishing the use of direct
import and exchange controls implies that external imbalances will
need to be addressed through adjustments in the exchange rate
and in the level of domestic economic activity. Without strict con-
trol of the money supply, currency devaluation would result in
severe inflationary pressures in these economies. Moreover, in the
context of a large external debt overhang, such as exists in most of
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these countries, currency devaluations would exacerbate fiscal im-
balances insofar as they would increase the local currency cost of
servicing such debt.

Indeed, one of the most daunting tasks for these countries will be
to grapple with the fiscal implications of trade reform. Currently,
import duties alone represent between 20 and 40 percent of total
tax revenues in these countries. Deep tariff cuts would, therefore,
have a potentially devastating impact on public finances. True,
lower tariffs (if uncompensated by devaluation) would expand the
import base and potential contraband might come in legitimately
instead; in addition, the elimination of some duty exemptions could
likewise generate some additional revenues. On the whole, though,
these effects are unlikely to prevent a sharp decline in fiscal reve-
nues and on the tax burden, because in the face of external con-
straints, imports could not expand enough to make up for the re-
duction in tariff rates. In order to be sustainable, therefore, trade
liberalization will require a comprehensive tax reform to shift the
tax burden on to some other activity, or else, a downsizing of the
state. 12

In sum, the liberalization of the trade regime in these countries
would have important repercussions not only on the allocation of
resources between tradables and nontradables-which is what is
being explicitly sought-but also on macroeconomic management
and even on the role and prerogatives of the state.

TRADE LIBERALIZATION AND REGIONAL INTEGRATION

The lowering of political tensions and the convergence of views
regarding the regions's economic future have produced a remarka-
ble integrationist revival in Central America. Honduras' decision to
rejoin the common market and Panama's interest in joining as well
are clear expressions of the new spirit sweeping the region. So is
the pledge made by the five Central American presidents at their
summit meeting in Antigua (June 1990), to establish a true "eco-
nomic community" in the isthmus. 13

The practical difficulties of such an endeavor must not be under-
estimated, however. Two hundred years of history prove that it is
not easy to forge a "Central American nation" and there exist
today, as in the past, severe political and bureaucratic constraints
to common action. But even if the integration effort falls short po-
litically, it should be. possible for these countries to cooperate eco-
nomically. The role of regional integration in the context of trade
liberalization is somewhat ambiguous, however, and needs to be
sharply defined.

There is no inherent contradiction between an outward-oriented
strategy and an attempt to reactivate intraregional trade by re-
moving some of the obstacles that contributed to its collapse in the
1980s. In fact, actions or commitments toward this end have al-
ready been undertaken, in particular: 1) the elimination of tariffs,

'2 See: Farhadian-Lorie, Ziba y Menachem Katz. Fiscal Dimensions of Trade Policy. IMF
Working Paper WP/88/43. International Monetary Fund, May 18, 1988; and Blejer, Mario I.,
and Adrienne Cheasty. Fiscal Implications of Trade Liberalization. In Fiscal Policy in Open De-
veloping Economies. Tanzi, Vito, ed. International Monetary Fund, 1990.1

3 See: Declaracion de Antigua. Guatemala, June 1990.
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non-tariff barriers, and exchange restrictions on regionally pro-
duced goods; 2) restoring the multilateral payments clearing mech-
anism with the necessary safeguards to avoid the build-up of bilat-
eral imbalances that could once again throw it off kilter; 3) finding
an equitable solution to Nicaragua's bilateral debt problem; 4)
maintaining a flexible exchange rate policy to avoid real exchange
rate volatility among regional currencies; and 5) restoring the in-
frastructure and improving transport services within the region.

The choice between deepening the process of regional integration
or opening up the economy comes up when defining the trade
stance vis-a-vis the rest of the world, be it multilaterally or in the
context of preferential arrangements. In this regard, the joint deci-
sion to reduce tariffs to a maximum rate of 20 percent by 1993, ef-
fectively marks the end of the traditional import-substitution inte-
gration scheme.

That need not mean the end of regional cooperation, however. In
fact, countries in the region could usefully undertake joint actions
-to improve their competitiveness vis-a-vis the rest of the world, in
areas where economies of scale would lower the costs all around.
For instance, setting up joint commercial offices, issuing common
visas, establishing joint information and marketing systems and in-
spection and quality control centers. Beyond that, they could move
on to more ambitious undertakings, such as consolidating the re-
gion's financial markets to improve the quality and lower the cost
of financial intermediation, establishing a regional securities ex-
change, consolidating the national airlines into a regional carrier,
and pooling resources to strengthen the region's technological base
in order to eventually develop a competitive edge in areas other
than low-wage, labor-intensive activities. 14

Furthermore, in the process of liberalizing their trade regimes,
countries will need to make adjustments in other areas, such as
taxes, investment, intellectual property protection, and export in-
centives. While these reforms could be undertaken separately, it
would be far more efficient to harmonize them so as to avoid un-
necessary (and unintended) distortions within the region. While the
track record on regional coordination is not impressive, the hope is
that this time around the market will enforce more policy conver-
gence than ministers were able to negotiate in the past.

For the time being, what these countries urgently need to agree
on are the basic parameters of trade reform beyond 1992: the pace
and depth of import liberalization, and also whether it will be done
multilaterally or in the context of preferential trade arrangements.

CENTRAL AMERICA AND THE
ENTERPRISE FOR THE AMERICAS INITIATIVE

Central America's attitude to the EAI must be seen in the light
of two basic facts: 1) the United States is by far the largest and
most dynamic market for the region's exports-particularly nontra-
ditional exports; and 2) Central America (along with other small
countries in the Caribbean) already enjoys unilateral and exclusive

Go See: Buitelaar, Rudolf and Juan Alberto Fuentes. The Competitiveness of the Small Econo-
mies of the Region. CEPAL Review, no. 43, April 1991.
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preferences in the U.S. market under the Caribbean Basin Initia-
tive (CBR).

It is true enough that the margin of preference offered by the
CBI is small and that certain items of export interest to the region
are explicitly excluded from preferential treatment (notably tex-
tiles and clothing, footwear, leather goods and canned tuna), while
others are restricted (sugar, beef, veal and ethanol). On the other
hand, some products such as clothing assembled in the area enjoy
certain preferences in terms of duty assessment and guaranteed
access levels to the U.S. market under production-sharing schemes.
Such advantages in terms of preferential and presumably secure
access to the U.S. market-however small-appear to have helped
attract investment to the region at a time when the economic and
political climate was quite inhospitable, to say the least.

Regardless of the specific merits of the CBI, the point is that
being accustomed to having a "special" relationship with the
United States based on unilateral and exclusive trade preferences,
the region feels somewhat intimidated by the transition to a recip-
rocal arrangement open to the whole continent. 15

The most immediate threat is posed by the North America Free
Trade Agreement (NAFTA), which would grant Mexican products
duty free access to the U.S. and Canadian markets. That would not
only erode Central America's trade preferences in the U.S. market,
but is likely to divert actual or potential investment from the
region to Mexico. Since Mexico is a strong competitor of Central
America in virtually all export products to the U.S. market, the
mere leveling of access conditions to the U.S. market would pose a
threat. If Mexico were to obtain access conditions more favorable
than those offered by the CBI, for instance in textiles and clothing
and certain agricultural products, the region (along with everyone
else) would then face negative preferences on those products in the
U.S. market. Indeed, preliminary estimates indicate that, next to
Brazil, Central America would experience the largest amount of
trade diversion-some 20 percent of the total for the entire hemi-
sphere. 16 Even though the sums involved are currently small, they
would tend to grow over time, as investment patterns got diverted
as well.

Investment diversion is, in fact, the most serious concern. Before
the NAFTA deal is even signed, anecdotal evidence is beginning to
accumulate of investors shelving plans to invest in Central Amer-
ica and going to Mexico instead, and of others, already established,
reconsidering expansion plans or relocation of their plants. Indeed,
it will be extremely difficult for Central America to compete suc-
cessfully in terms of investment attraction with a country of 88
million people, adjacent to the United States, with a more devel-

'5 The siege mentality has been exacerbated by: the U.S. decision to extend essentially the
same CBI benefits to the Andean countries; the European Community's decision to grant tariff
preferences to the Andean countries on certain products that place Central American exporters
at a serious competitive disadvantage in that market (these preferences were extended to Cen-
tral America beginning January 1, 1992); and the fear that as a result of the single European
market, banana sales to Europe will be even more restricted.

16 See: Erzan, Refik, and Alexander Yeats. U.S.-Latin America Free Trade Agreements: Some
Empirical Evidence. In The Premise and the Promise: Free Trade in the Americas. Saborio,
Sylvia, ed. New Brunswick, N.J., Transactions Publishers in cooperation with the Oveiseas De-
velopment Council, 1992.
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oped and diversified productive structure and contractually guar-
anteed access to the U.S. and Canadian markets.

For all these reasons, Central America's interest in a free trade
agreement (FTA) with the United States is primarily of a defensive
nature. In fact, in terms of expanded access-the principal motiva-
tion behind FTAs-Central America would have relatively little to
gain, since the barriers it currently faces in the U.S. market are
not very high. Around 80 percent of U.S. imports from the region
already enter the United States duty free, either on a most-favored-
nation (MFN) basis, or under the Generalized System of Prefer-
ences (GSP) or CBI programs. Duties on the remaining 20 percent
of imports are generally low, except in the case of textiles and ap-
parel and certain agricultural products. Imports of these products
are also constrained by quantitative restrictions and other non-
tariff barriers. In all, some 15 percent of total regional exports face
some sort of non-tariff barrier in the United States, the incidence
of such barriers being highest in the case of apparel and foodstuffs.
(See Table 6.)

TABLE 6. Access Barriers to the US Market.

Tariffs Non-Tariff Barriers

Average (Manufact) Average (Textiles) (Food)

Costa Rica .......... 3.9 (11.5) 26.2 (52.7) (78.2)
El Salvador .......... 0.8 (5.5) 7.0 (40.8) (67.5)
Guatemala .......... 0.6 (9.5) 11.4 (8.9) (64.9)
Honduras .......... 1.2 (9.4) 11.6 (0.0) (59.8)
Nicaragua .......... 6.7 (5.7) 2.4 (0.0) (10.6)
Central America .......... 1.8 (10.0) 15.0 (38.0) (69.2)

Source. International Trade Division, World Bank.
Note: 1986 trade weights applied to 1989 tariff and NTB data. Data for Nicaragua distorted by

the US trade embargo.

On this basis, it is clear that benefits in terms of expanded access
to the U.S. market would be minimal, unless the United States
were prepared to remove tariffs and non-tariff barriers on textiles
and apparel and relax a number of quantitative restrictions and
other provisions (phytosanitary restrictions, for instance) that
affect a large share of agricultural exports. What is unclear is
whether the United States will be prepared to make major conces-
sions in these highly protected and sensitive areas. Even if the
United States eliminated all tariffs and relaxed non-tariff barriers
so as to allow the full effect of the tariff removal to play out, a
recent study estimates that Central American exports to the
United States would rise by only around 7.6 percent (16.5 percent
in the case of Costa Rica, whose exports currently face by far the
largest amount of access barriers to the U.S. market). 17

Another reason often cited for seeking a FTA with the United
States is to attain not so much enlarged, as secure access to the
U.S. market in the future. Specifically, what is usually sought is

" Ibid.
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protection from the arbitrary use of trade remedies (anti-dumping
and countervailing duty actions) on the part of the United States.
In the case of Central America, this argument is not very compel-
ling either. In truth, these countries are too small and their ex-
ports too marginal to invite such actions. The few cases that have
occurred (i.e. cut flowers from Costa Rica) were actually spillovers
from unfair trade allegations and investigations made against
larger exporters. In any case, in order to avoid such problems, CBI
legislation (as amended in 1990) now contains separate cumulation
rules and injury test provisions for CBI beneficiaries, which take
into account the relatively insignificant size of these exporters. It is
true that these provisions could be unilaterally changed by the
United States at any time, but for such action to be warranted,
these countries must have succeeded as exporters!

Evidently, a FTA with the United States would also have dynam-
ic effects. Given that market access conditions to the United States
are not likely to improve markedly for these countries, the main
benefits would be those attributed to improvements in the domestic
policy environment, coupled with the boost in confidence that lock-
ing-in those reforms contractually might have in attracting invest-
ment, both domestic and foreign. Conversely, a FTA with the
United States would imply significant adjustment costs for these
countries. Moreover, in order to take advantage of enhanced
market opportunities, they would need to take steps to boost their
external competitiveness, since mere trade liberalization will not
automatically bring this about, and they will need to undertake re-
forms in other areas, such as taxation, investment, services, and in-
tellectual property protection. 18

CONCLUSIONS

The Enterprise for the Americas Initiative presents Central
America with several dilemmas. The first is that while the trade
gains of entering into a FTA with the United States might be limit-
ed, the costs of not doing so would be high. In fact, countries that
remain outside the free trade area would lose twice: they would
face a competitive disadvantage against member countries in the
U.S. market, and they would face a competitive disadvantage vis-a-
vis the United States in member countries' markets as well. The
cost of exclusion from the FTA would thus be high and rise over
time, as more and more countries joined the FTA.

The second dilemma is that if Central America is to join the free
trade area, it should do so as soon as possible in order to minimize
the cost of exclusion and prevent a temporary competitive disad-
vantage from becoming a permanent investment loss. The problem
is that while the threat of investment diversion is imminent-
indeed, it is already happening in anticipation of a successful
NAFTA-the United States is unwilling, and Central America is
unable, to seriously contemplate engaging in FTA negotiations at
this time. The United States has indicated that it will not proceed
with further FTA negotiations until the NAFTA has been conclud-

Is See: Hills, Carla A. Toward a Dynamic New Era of Growth. Speech presented at the Con-
ference on Trade and Investment, San Jose, Costa Rica, August 12, 1991.
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ed and assessed. For its part, Central America must undertake a
series of reforms before it is in a position to enter into a reciprocal
FTA with the United States.

A way to bridge this time gap would be for the United States to
extend to Central America (and the Caribbean) on a unilateral, but
time-limited basis, whatever preferences it grants other countries
under the EAI through, for example, 1995. In turn, the countries of
Central America would commit themselves to continue the process
of domestic and trade reforms according to existing timetables
under agreements with the International Monetary Fund, World
Bank, Inter-Amercan Development Bank, GATT and the U.S.
Agency for International Development. Monitoring of the compli-
ance with such agreements could be done in the context of the
framework trade and investment agreement that the United States
already has in place with each of these countries. By 1995, both
sides would agree to negotiate in good faith towards a full-fledged
reciprocal agreement. The cost of such a concession to the United
States would be minimal, as exports from the region account for
only around 1 percent of U.S. total imports, and 80 percent of those
are already duty-free. On the other hand, such a provision could
have a significant impact on Central America's ability to expand
exports and attract investment.

Meanwhile, Central America should proceed to liberalize trade
both unilaterally and in the context of preferential arrangements
based on "relative reciprocity" with Mexico, Venezuela, Colombia
and perhaps others in the hemisphere. The amounts of trade in-
volved are small, so that the benefits of such agreements are likely
to be modest at best, and they do carry some risk of trade diver-
sion. Nonetheless, as intermediate steps in a broader process of
trade liberalization, they would have the advantage of exposing
these countries gradually to growing levels of foreign competition.
Moreover, if mutually consistent, these agreements would result in
a sort of Grand Caribbean Basin region, which might facilitate the
eventual establishment of a FTA between this group of countries
and the United States.

These attempts to negotiate enlarged and secure access to foreign
markets are fine, but they should not distract attention from one
basic fact: that the main constraints on Central America's export
growth are on the supply, not the demand, side. In order to export
more, these countries will need to improve their infrastructure and
transport systems, financial intermediation, market information
and distribution systems, quality control, and customs administra-
tion-in addition to removing certain distortions that favor domes-
tic activity over exports. In fact, development of an export culture
will require adjustments in the modus operandi of both govern-
ment and business. The former will need to exercise more disci-
pline in the management of public resources, set up an appropriate
regulatory framework and provide incentives that are efficient, fair
and fiscally sound. The latter will have to learn to put a premium
on efficiency and competitiveness rather than on the pursuit of
privileges and fiscal rents.

In the end, the most important legacy of the EAI may not be to
provide marginally enlarged access to the U.S. market, but to push
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forward this process of internal transformation in Central Amer-
ica.

0


