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Mr. Chairman. I am very pleased to appear before
this Subcommittee to present the Administration's appro-
priations request for the multilateral development banks.
U.S. participation in these banks serves a broad
range of foreign policy and national security interests.
It provides significant economic and financial returns to
the United States. It supports institutions which are
effective in promoting economic growth and development in
less developed countries. It permits us to share the burden
of furnishing foreign economic assistance with other donor
countries. These are the principal reasons why we believe
U.S. participation in the multilateral development banks is
both necessary and cost effective.

I have a comprehensive statement which discusses these

considerations and other issues in detail. I would like to
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submit that statement for the record and begin today's

‘ i
e ¢

discussion by sﬁmmarizing its main points. This year we are
requesting budgét authority of $3.6 billion for the development
banks. This consists of two parts: $1,842 million for paid-in
capital sﬁbécriptions and for contributions to the concessional
windows of the banks, which will eventually result in expenditures
and $1,782 million for callable capital subscriptions to the
banks, which will not result in actual expenditures.

The request breaks down as follows:

-~ $1,026 million for U.S. subscriptions to the World

Bank's capital. Ten percent of this amount, or $102.6 million

would be paid-in. With this subscription, and those of other
member countries, the Bank is able to borrow on private
markets and relend the funds for development assistance
projects at market rates of interest. The Bank has never had
a default on its loans and earns money each year.

-- $1,092 million for U.S. contributions to the fourth

and fifth replenishments of the International Development

Association. IDA is the concessional loan facility of the

World Bank. It lends money only to the poorest countries of
the world. Of this total, $800 million is for this year's
installment to IDA V, and $292 million is needed to complete
the final installment of the U.S. contribution to the fourth
replenishment, which was negotiated by the previous

Administration. This year's total IDA reqguest is $166 million



less than what Congress actually appropriated for this

institution last year.

-- $33.4 million for the third and final installment of

U.S. contributions to the International Finance Corporation,

the World Bank affiliate that encourages the growth of produc-
tive private enterprise in developing countries.

-— $687 million for the first installment of the U.S.

subscription to the capital of the Inter-American Development

Bank. Of this amount, 7.5 percent or $51.5 million is
paid-in. The Bank is a primary source of development
lending in the hemisphere and the United States is its
leading shareholder.

-- $325 million for U.S. contributions to the Fund for

Special Operations of the IDB, the Bank's soft loan window.

$175 million is for the first of four annual installments
to the new replenishment, each of which calls for

a lower U.S. contribution than was pledged to the

previous replenishment. The remaining $150 million is for
the final part of our contribution to the prior replenish-
ment, which was negotiated by the previous Administration.

-~ $248 million for subscriptions to the capital of

the Asian Development Bank. Ten percent, or $24.8 million

of this subscription will be paid-in. This Bank has estab-
lished an excellent record and Japan has taken the lead

in previding for its financing. Furthermore, European



members have increased their proportionate share in
providing funds.

-- $171 million for U.S. contributions to the Asian

Development Fund, the soft loan window of the Asian

Development Bank. $111 million is for the first install-

ment of our contribution to the new replenishment and $60
million is for the final installment of our contribution
to the present replenishment, which was negotiated in 1975.

——- $42 million for the first of three annual install-

ments to the African Development Fund. This request will

enable the United States to provide a reasonable share of
funding for concessional lending to the poorest African
countries. It reflects our objective of taking a more active
role in encouraging economic and social development in Africa.

This request of $3.6 billion in budgetary authority for
the multilateral development banks is slightly more than
last year's request of $3.5 billion. However, putting
aside callable capital, the request would result in expen-
ditures that would be $286 million less than the expenditures
which would have resulted from last year's request.

Compared to last year's appropriation, expenditures
resulting from this year's request would be up by $211
million, or 13 percent. This increase is the result
of unfunded requests from prior years, which account

for almost $500 million in expenditures (deriving from



almost $1 billion of total budget authority). If we could
clear up these unfunded amounts, the budgetary outlcok for
U.S. contributions to the multilateral development banks
over the next few years would result in a fairly constant
level of expenditures in nominal terms and a reduction
in real terms.

Our request is for a substantial sum. I believe that
it is necessary and that it would be well spent for the
four reasons I cited earlier.

First, helping the developing countries through par-

ticipation in the banks advances important U.S. foreign

policy and security interests. Our interests reqguire

the successful social and economic development of these
countries. Many of these interests are shared by other
industrial countries, and most importantly by many
developing countries as well. These shared interests

are the foundation for effective multilateral cooperation
through the banks.

The United States has a great deal at stake in these
countries. As recent events have clearly demonstrated, some
occupy strateaic geographic positions, and possibilities
exist for unrest and conflict, which could carry dangers for
many ccuntries, including the United States. Furthermocre,
we need the cooperation of the aeveloping worla if we are to
achieve such objectives as: halting the proliferation of

nuclear weapons, limiting conventional armaments, combatting



international terrorism, suppressing international drug traffic,
controlling illegal migration, promoting human rights and
protecting the global environment.

Our economic interests in the developing world are large
and growing. As a group, these countries were a market for
25 percent of our exports in 1977, including $6.7 billion in
agricultural commodities. They were the source for 24 per-
cent of our imports in 1977, including tin, bauxite, rubber,
manganese, and other critically needed raw materials. To
ignore the developing countries is to ignore our own interests.

Second, we derive significant economic and financial

benefits from the activities of the multilateral banks,

which more than offset the budgetary burden of our contribu-

tions. 1In short we earn a good return on our investment.

These direct financial and economic benefits include
contracts awarded to U.S. firms resulting from development
projects financed by the banks, the purchase of other
goods and services in this country derived from bank
activities, and interest paid to U.S. holders of bank
bonas. OCn a cumulative basis, the banks have returned
in these kinds of benefits substantially more than the
amounts which have been paid in by the U.S. Government.
Thus our contributions to the banks have not been a problem
tor the balance of payments or a source of trouble for the
dollar. 1Indeed, they have provided benefits for the U.S.

economy in terms of jobs and our economic growth.



Looked at more broadly, the multilateral development
banks have played a very constructive role in sustaining
a smoothly functioning and growing world economy which
in turn has helped our trade and employment. They
are a central part of the system for economic cooperation
which the United States worked hard to establish after
World War II and which we must continue to support
strongly today. We live in an economically interdependent
world, and we need to encourage and extend international
cooperation on development, as well as trade and finance,
if we are to deal successfully with our own economic
problems.

Third, the banks have been effective instruments for

promoting economic and social development and thus are

contributing to a more tolerable world environment for

this and coming generations.

Essentially these institutions apply banking
principles to the achievement of development purposes.
In this they are unique instruments in the annals of
economic change, and they work. The projects they finance
are soundly ccnceived, carefully supervised and well executed.
Of course there have been exceptions, but they are com-
paratively few and the average guality has been high indeed.
Cne of the principal U.S. objectives in the banks is
to encourage and expand the use of resources to assist

the poor -- not to finance a welfare program, but to raise



productivity and increase employment opportunities. This
requires the financing of the right mixture of projects

to enlarge basic infrastructure, raise agricultural
productivity, provide the basis for expanded employment in
urban areas and provide the foundation for the extension
of essential social services.

The World Bank has been a leader in the effort to
reach the poor, and progress is continuing. During the
Bank's last fiscal year, 31 IDA projects amounting to
$867 million were approved for rural development lending
alcone, with benefits going mostly to small farmers, tenants,
and landless laborers. Emphasis 1is being placed on helping
the urban poor through projects which provide sites
and services for housing and through the encouragement
of labor intensive industries.

This Committee has expressed concern about the use of
concessional resources from the Fund for Special Operations
of the Inter-American Development Bank. The recently
negotiated replenishment agreement explicitly provides
that 50 percent of all Bank lending -- conventional and
concessional -- will benefit low income groups. In addition,
the agreement reguires that concessional resources from the
Fund for Special Operations be increasingly targeted at the

poorest countries and the poorest people of the hemisphere.



While we have devoted a great deal of effort to
encourage movement in this direction, we recognize that the
tanks must maintain a balanced approach to growth and
development. Lending for transportation, communications
ana electric power will continue to have high priority.
Infrastructure and basic needs projects depend on each
other.

We strongly support and give high priority to
the expansion of Bank lending for energy development.

In response to a request made at the Bonn Summit Meeting,
the wWorld Bank explored new approaches to help solve the
growing energy problems of developing countries and
progposed an expanded lending program to do this. The
United States has endorsed the general provisions of

that program, including Bank financing for geological

and geophysical surveys and exploratory drilling, and

an acceleration in lending for projects to develop and
oroduce gas and oil. By 1983, the World Bank Group
expects to be lending $1.5 billion a year for this
orcgram, which would amount to more than 10 percent

of its total lenaing. Over the next few years, the
Inter-American Development Bank will be devoting a large
procportion of its lending to help finance hydroelectric,
geothermal and other aspects of energy development in Latin
America, and the Asian Development Bank has also embarked

on a large lending program to finance the production of
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primary energy fuels. These Bank funds, moreover, will
facilitate additional private investment in this critical
area, thus helping to meet urgent reguirements in the
developing countries, and improving the oil supply and demand
balance for the world as a whole.

Fourth, the Banks are an unusually effective means

for sharing the development assistance burden among the

better-off countries.

Currently the United States provides one-fourth of
the total funding requirements for these institutions,
while other countries provide three-fourths. 1In contrast,
the United States, twenty-five years ago, provided
about two-thirds of total foreign economicAassistance.
Countries that once received assistance are now major
sources of assistance, and this encouraging process
centinues today.

Consequently, our participation in the multilateral
development banks has proven to be increasingly cost
effective. Our foreign assistance dollar is stretched
much further; it has greater impact and does more good
for us and the developing countries as a result of our
participation in the banks. These substantial benefits,
however, require that the United States contribute its fair
share of total resources. For example, if we do not contribute
$8G0 million to this year's installment for IDA V, other

countries' shares would not become available for commitment
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and IDA lending would have to stop. In the case of the
remaining U.S. share of IDA 1V, funds ere needed to meet
disbursement requirements on past commitments.

Under the replenishment arrangements in the Inter-
American Development Bank, the Asian Development Fund
and the African Development Fund, other countries

may reduce their contributions if we do not provide

curs in full.

Direct budgetary costs are even more greatly
reauced by the banks' extensive use of callable capital
for subscribing to new shares. This type of capital
is not paid in to the banks. 1In the case of the United
States, it never leaves the Treasury Department ana
does not result in any budgetary outlay. These
subscriptions, however, serve as backing that enables
the banks to borrow in the world's private
capital markets. Callable capital would result
in a budgetary outlay only in the event it were needed
to cover a bank default on an obligation to bondholders.
Ssuch a call has never taken place in the past. In view
of the banks' excellent financial record, their paid-in
capital, and their large reserves from past earnings, the
cossibility of a call taking place in the future is remote.

Under tygical capital replenishment arrangeiments,
nine out of ten dollars for conventional lending are

raisea by the banks in this way, enabling us to achieve
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very large budgetary savings without restricting the flow
cf needed resources to developing countries. 1In the case
of the World Bank, total U.S. paid-in capital contribu-
tions of $884 million have generated more than $45 billion
of lending, a leverage factor of 50 to 1. Moreover, the
value of our shares is not only still intact, but it heas
been increased as a result of past earnings.

In the next subscription to the Inter-American
Developient Bank, the paid-in portion will be reduced
from 10 percent to 7-1/2 percent. This will provide
adcitional leverage in the use of U.S. budgetary expen-
ditures to help finance this Bank. It is our intention
to seek further reductions in the paid-in portions of
future capital subscriptions of other banks, consonant
with their growing financial strength.

iave domestic social programs suffered as a result
of our fcreign assistance program? I do not believe co.
Cnly one-fourth of one percent of our Cross National
Proauct goes for foreign economic assistance, including
our participation in the multilateral develcpment banks.
This figure has declined in recent years and is now locwer
then the corresponding CNP shares for twelve of the
seventeen ccuntries in the Develcopment Assistance Committee
of the OLCD.

On the other hand, U.S. buagetary expenaitures for

domestic social programs have risen rapialy over the past
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decade. 1In 1965, expenditures for these programs amounted
to $6 for each dollar of foreign aid. By 1969, this multiple
had risen to $18 and by 1979 to $46. Funding for foreign
economic assistance has not taken place at the expense of
domestic social priorities. The question is not whether the
United States can afford to fund foreign assistance programs,
but rather can we afford not to. The answer clearly is no.

I turn now to report to you briefly on several matters
on which the Congress has expressed special interest or concern.

Salaries. A great deal of work has been done in

constructing a rational and objective system for determining
World Bank and IMF salaries. A set of recommendations

to this end has been made by a Joint Committee of these

two institutions after one and a half years of study, which
included the employment of professional compensation

firms. These proposals are now being considered by

the Boards of the two institutions, and we are working

with other member governments to resolve this issue.

Encouraging capital saving technology. There is

a growing emphasis in the banks on encouraging the use of
capital saving technologies. Use of such technologies is
stimulated in the first instance by efforts to induce
developing countries to adopt more realistic exchange rates
and interest rates, thus eliminating an artificial premium
on the use of capital rather than labor. What can be

done on the individual project level has to be adapted



-14-

to the differing circumstances in individual countries.
In many cases these technologies are closely linked to
the success of projects which are designed to benefit the
poor directly. One example is a recently approved IDB
loan to El1 Salvador for community development in the
economically deprived northwest region of the country.
Its objective is to increase incomes and improve living
conditions for 144,000 people in 300 small rural communi-
ties through self-help construction of small scale public
works. The cost per beneficiary is not expected to exceed
$80. Another example is an IDA credit to Upper Volta
which is directed at rural and urban artisans and small
scale entrepreneurs to encourage production of bricks,
farm implements, wooden utensils, and pottery. The
average cost per job is estimated to be less than $200.

Human Rights. We have sought to encourage greater

regard for human rights in bilateral discussions with other
countries, and in our actions in the multilateral banks. We
have consulted with other member countries on human rights
problems, and we have opposed, by voting against or abstaining
on 50 loans to 15 countries.

We have also taken steps to implement the provision of
last year's Appropriations Act which calls upon the Administra-
tion to seek adoption of human rights amendments to the banks'
charters. In order to generate support for such amendments,

we have consulted with countries that share our human rights
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concerns. Thus far, their reaction to this proposal has
been negative. They believe that the introduction of such
amendments would be divisive, and that such amendments would
not obtain the broad support required for their adoption. We
are undertaking additional consultations to pursue this
approach and to achieve the objectives of the legislation.

I would like to stress that the human rights pro-
visions in current law are being carried out conscientiously.
I see no need for change in the legislation. 1Indeed, as
I have stated in the past, legislation prohibiting the use of
U.S. contributions to the banks for loans to specific countries
would mean that the contributions would have to be rejected
by the institutions. This would jeopardize our continued
participation in the banks at the expense of our human rights
concerns and at enormous cost to our other foreign policy
objectives.

Accountability. We have greatly increased the flow

of information to the Congress on the activities of the
banks, and we have encouraged greater public dissemination
of bank documents. During the past year, the General
Accounting Office completed studies of evaluation and
review units within the banks and generally found them

to be effective.

Commodity Issues. Current law requires that the

United States oppose use of MDB funds for the production

of any commodity for export if it is in surplus on world
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markets and if substantial injury would be caused to U.S.
producers of the same, similar or competing products.

It also provides that the President shall initiate
international consultations to develop standards governing
the allocation of development assistance for production

of commodities in surplus on world markets where increased
exports would cause substantial harm to other producers.

As a matter of fact, the banks have been making
very few loans that could fall under these provisions.
This is understandable because the banks themselves
believe that loans to finance commodities in prospective
world surplus would be a wasteful use of development
assistance resources. To carry out the legislative
requirements, we have established criteria to determine
the economic impact of commodity loans on the world
markets. No loan proposals thus far this year have
required special action. We have also raised
internationally the question of establishing standards
governing the use of development assistance resources
for commodity loans and will report to you further on
this matter.

I do not believe additional legislative action on
commodity issues is warranted. In particular, legislation
to prohibit the use of U.S. appropriations to the banks
to finance specific commodity projects would, as in the

case of country restrictions, not be legally acceptable
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to the banks. Such a provision in U.S. law would seriously
damage U.S. interests.

I would like to conclude, Mr. Chairman, by asking
that we step back for a moment and consider these institutions
from still another vantage point. The evidence shows that
they are one of the great success stories of the entire
post-war period, stretching from Bretton Woods to the
present. Even now they are continuing to improve on this
impressive record. They give us good value for our money,
their net impact on the budget is small, and they bring
substantial economic and political benefits. I ask for
your support in making it'possible for this good work to

continue.
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Mr. Chairman. I am very pleased to appear before
this Subcommittee to present the Administration's appro-
priations request for the multilateral development banks.

U.S. participation in these banks serves a broad

range of foreign policy and national security interests.

It also provides significant economic and financial returns
to the United States. It supports institutions which are
effective in promoting economic growth and development in
less developed countries. It permits us to share the burden
of furnishing foreign economic assistance with other donor
countries. These are the principal reasons why we believe
U.S. participation in the multilateral development banks

is both necessary and cost effective. .

In my statement, I will discuss these considerations
in detail. The Committee has expressed particular interest
in several other issues including bank lending to benefit
the poor, salaries and administrative costs. I will also
report to you on these matters. .

Let me begin by summarizing the individual requests
and briefly discussing their budgetary effect.

B-1467
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This year we are requesting budget authority of $3.6
billion for the development banks. This consists of two
parts: $1,842 million for paid-in capital subscriptions and
for contributions to the concessional windows of the banks,
which will eventually result in expenditures; and $1,782
million for callable capital subscriptions to the banks,
which will not result in actual expenditures.

The request breaks down as follows:

-- 81,026 million for U.S. subscriptions to the
World Bank's capital. Ten percent of this amount, or
$102.6 million would be paid-in. With this subscription,
and those of other member countries, the Bank is able
to borrow on private markets and relend the funds
for development assistance projects at market rates
of interest. The Bank has never had a default on
its loans and earns money each year. -

-- $1,092 million for U.S. contributions to the fourth
and fifth replenishments of the International Development
Association. 1IDA is the concessional loan facility of the
World Bank. It lends money only to the poorest countries
of the world. Of this total, $800 million is for this
year's installment to IDA V, and $292 million is needed
to complete the final installment of U.S. contribution to
the fourth replenishment, which was negotiated by the
previous Administration. This year's total IDA
request is $166 million less than what Congress actually
appropriated for this institution last year.

-- $33.4 million for the third and final installment
of U.S. contributions to the International Finance
Corporation, the World Bank affiliate that encourages
the growth of productive private enterprise in developing
countries.

-- $687 million for the first installment of the U.S.
subscription to the capital of the Inter-American Development
Bank. Of this amount, 7.5 percent or $51.5 million is
paid-in. The Bank is a primary source of development
lending in the hemisphere and the United States is its
leading shareholder.

-- $325 million for U.S. contributions to the Fund for
Special Operations of the IDB, the Bank's soft loan window.
$175 million is for the first of four annual installments
to the new replenishment, each of which calls for
a lower U.S. contribution than was pledged  to the
previous replenishment. The remaining $150 million is for
the final part of our contribution to the prior replenish-
ment, which was negotiated by the previous Administration.




-3 -

-- $248 million for subscriptions to the capital of
the Asian Development Bank. Ten percent, or $24.8 million
of this subscription will be paid-in. This bank has estab-
lished an excellent record and Japan has taken the lead
in providing for its financing. Furthermore, European
members have increased their proportionate share in
providing funds.

-- $171 million for U.S. contributions to the Asian
Development Fund, the soft loan window of the Asian
Development Bank. $111 million is for the first install-
ment of our contribution to the new replenishment and $60
million is for the final installment of our contribution
to the present replenishment, which was negotiated in 1975.

-- $42 million for the first of three annual install-
ments to the African Development Fund. This request will
enable the United States to provide a reasonable share of
funding for concessional lending to the poorest African
countries. It reflects our objective of taking a more active
role in encouraging economic and social development in Africa.

This request of $3.6 billion in budgetary authority for
the multilateral development banks is slightly more than
last year's request of $3.5 billion. However, putting
aside callable capital, the request would result in expen-
ditures that would be $286 million less than the expenditures
called for in last year's request.

Compared to last yeat 's appropriation, expenditures
resulting from this year's request would be up by $211
million, or 13 percent. This increase is the result
of unfunded requests from prior years, which account
for almost $500 million in expenditures (deriving from
almost $1 billion of total budget authority). If we could
clear up these unfunded amounts, the budgetary outlook for
U.S. contributions to the multilateral development banks
over the next few years would show a fairly constant
level of expenditures in nomlnal terms and a reduction
in real terms.

Our request is for a substantial sum. I believe
that it is necessary and that it would be well spent for
the reasons I cited earlier.

First, helping the developing countries through par-
ticipation in the banks advances 1mportant U.S. forexgn
policy and security interests. Our interests require
the successful social and economic development of these
countries. Many of these interests are shared by other
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industrial countries, and most importantly by many
developing countries as well. These shared interests

are the foundation for effective multilateral cooperation
through the banks.

The U.S. has a great deal at stake in these countries.
Some occupy strategic geographic positions and possibilities
exist for unrest and conflict, which could carry dangers
for many countries, including the United States. Further-
more, we need the cooperation of the developing world if
we are to achieve such objectives as: halting the
proliferation of nuclear weapons, limiting conventional
armaments, combatting international terrorism, suppressing
international drug traffic, controlling illegal migration,
promoting human rights and protecting the global environment.

Our economic interests in the developing world are large
and growing. As a group, these countries were a market for
30 percent of our exports in 1977, including $6.7 billion
in agricultural commodities. They were the source for
24 percent of our imports in 1977, including tin, bauxite
rubber, manganese and other critically needed raw materials.

Second, we derive significant economic and financial
benefits from the activities of the multilateral banks,
which more than offset the budgetary burden of our contribu-
tions. 1In short we earn a good return on our investment.

These direct financial and economic benefits include
contracts awarded to U.S. firms resulting from development
projects financed by the banks, the purchase of other
goods and services in this country derived from bank
activities, and interest paid to U.S. holders of bank
bonds. On a cumulative basis, the banks have returned
in these kinds of benefits substantially more than the
amounts which have been paid in by the U.S. Government.
Thus our contributions to the banks have not been a problem
for the balance of payments or a source of trouble for the
dollar. Indeed, they have provided benefits for the U.S.
economy in terms of jobs and our economic growth.

Looked at more broadly, the multilateral development
banks have played a very constructive role in sustaining
a smoothly functioning and growing world economy which
in turn has helped our trade and employment. They
are a central part of the system for economic cooperation
which the United States worked hard to establish after
world War II and which we must continue to support
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strongly today. We live 'in an economically interdependent
world, and we need to encourage and extend international
cooperation on development, as well as trade and finance,
if we are to deal successfully with our own economic
problems.

Third, the banks have been effective instruments for
promoting economic and social development and thus are
contributing to a more tolerable world environment for
this and coming generations.

Essentially these institutions apply banking
principles to the achievement of development purposes.
In this they are unique instruments in the annals of
economic change, and they work. The projects they finance
are soundly conceived, carefully supervised and well executed.
Of course there have been exceptions, but they are com-
paratively few and the average quality has been high indeed.

One of the principal U.S. objectives in the banks is
to encourage and expand the use of resources to assist
the poor -- not to finance a welfare program, but to raise
productivity and increase employment opportunities. This
requires the financing of the right mixture of projects
to enlarge basic infrastructure, raise agricultural
productivity, provide the basis for wider employment in
urban areas and provide the foundation for expanding
essential social services.

The World Bank has been a leader in the effort to
reach the poor and progress is continuing. During the
Bank's last fiscal year, 31 IDA projects amounting to
$867 million were approved for rural development lending
alone, with benefits going mostly to small farmers, tenants,
and landless laborers. Emphasis is being placed on helping
the urban poor through projects which provide sites
and services for housing and through the encouragement
of labor intensive industries.

This Committee has expressed concern about the use
of concessional resources from the Fund for Special
Operations of the Inter-American Development Bank. The
recently negotiated replenishment agreement explicitly
provides that 50 percent of all Bank lending -- conventional
and concessional -- will go to low income groups. In addition,
the agreement requires that concessional resources from the
Fund for Special Operations be increasingly targeted at the
poorest countries and the poorest people of the hemisphere.



While we have devoted a great deal of effort to
encourage movement in this direction, we recognize that the
banks must maintain a balanced approach to growth and
development. Lending for transportation, communications
and electric power will continue to have high priority.
Ingrastructure and basic needs projects depend on each
other.

Another high priority that we strongly support is
the expansion of Bank lending for energy development.
In response to a request made at the Bonn Summit Meeting,
the World Bank explored new approaches to help solve the
growing energy problems of developing countries and
proposed an expanded lending program to do this. The
United States has endorsed the general provisions of
that program, including Bank financing for geological
and geophysical surveys and exploratory drilling, and
an acceleration in lending for projects to develop and
produce gas and oil. By 1983, the World Bank Group
expects to be lending $1.5 billion a year for this
program, which would amount to more than 10 percent
of its total lending. Over the next few years, the
Inter-American Development Bank will be devoting a large
proportion of its lending to develop geothermal and
hydroelectric potential in Latin America, and the Asian
Development Bank has also embarked on a large lending
program to finance the production of primary energy
fuels. These Bank funds, moreover, will facilitate
additional private investment in this critical area,
thus helping to meet urgent requirements in the developing
countries, and improving the o0il supply and demand balance
for the world as a whole.

Fourth, the Banks are an unusually effective means
for sharing the development assistance burden among the
better-off countries.

Currently the United States provides one-fourth of
the total funding requirements £or these institutions,
while other countries provide three-fourths. 1In contrast,
the United States, twenty-five years ago, provided
about two-thirds of total foreign economic assistance.
Countries that once received assistance are now major
sources of assistance and this encouraging process
continues today.

Consequently, our participation in the multilateral
development banks has proven to be increasingly cost
effective, providing a multiplier effect to the use of
our development assistance appropriations. This
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substantial benefit, however, requires that the United
States contribute its fair share of total resources.
For example, if we do not contribute $800 million

to this year's installment for IDA V, other countries'
shares would not become available for commitment and
IDA lending would have to stop. In the case of the re-
maining U.S. share of IDA IV, funds are needed to meet
disbursement requirements on past commitments.

Under the replenishment arrangements in the Inter-
American Development Bank, the Asian Development Fund
and the African Development Fund, other countries

may reduce their contributions if we do not provide
ours in full.

Direct budgetary costs are even more greatly
reduced by the banks' extensive use of callable
capital for subscribing to new shares. This type
of capital is not paid in to the banks. 1In the case
of the U.S., it never leaves the Treasury Department
and does not result in any budgetary outlay. These
subscriptions, however, serve as backing that enables
the banks to borrow in the world's private
capital markets. Callable capital would result
in a budgetary outlay only in the event it were needed
to cover a bank default on an obligation to bondholders.
Such a call has never taken place in the past. 1In view
of the banks' excellent financial record, their paid-in
capital, and their large reserves from past earnings, the
possibility of a call taking place in the future is remote.

Under typical capital replenishment arrangements,
nine out of ten dollars for conventional lending are
raised by the banks in this way, enabling us to achieve
very large budgetary savings without restricting the flow
of needed resources to developing countries. In the case
of ‘the World Bank, total U.S. paid-in capital contribu-
tions of $884 million have generated more than $45 billion
of lending, a leverage factor of 50 to 1. Moreover, the
value of our shares is not only still intact, but it has
been increased as a result of past earnings.

In the next subscription to the Inter-American
Development Bank, the paid-in portion will be reduced
from 10 percent to 7-1/2 percent. This will provide
additional leverage in the use of U.S. budgetary expen-
ditures to help finance this Bank. It is our intention
to seek further reductions in the paid-in portions of
future capital subscriptions of other banks, consonant
with their growing financial strength.



Have domestic social programs suffered as a result
of our foreign assistance program? I do not believe so.
Only one-fourth of one percent of our Gross National
Product goes for foreign economic assistance, including
our participation in the multilateral development banks.
This figure has declined in recent years and is now lower
than the corresponding GNP shares for twelve of the
seventeen countries in the Development Assistance Committee
of the OECD.

On the other hand, U.S. budgetary expenditures for
domestic social programs have risen rapidly over the
past decade. 1In 1965, expenditures for these programs
amounted to $6 for each dollar of foreign aid. By 1969,
this multiple had risen to $18 and by 1979 to $46. It is
clear from these figures that funding for foreign economic
assistance has not taken place at the expense of domestic
social priorities.

In justifying the appropriations request I have
emphasized four factors which constitute the rationale
for continued U.S. participation in the banks: foreign
policy and national security considerations, economic
and financial benefits, the overall effectiveness of the
banks in lending to promote growth and reach the poor,
and the cost effectiveness of our subscriptions
and contributions. At this time, I would like to
discuss each of these matters in more detail and then
report to you further on several other issues including
use of salaries, capital saving technologies, human
rights, accountability, and commodities.

FOREIGN POLICY AND NATIONAL SECURITY CONSIDERATIONS

The more than one hundred developing nations
contain the great majority of the world's population.
They differ greatly among themselves in terms of culture,
history, political systems and the level of economic
development that they have attained. Nevertheless,
they all share one major aspiration: economic growth
and development and material improvement in the lives
of their people.

The less developed countries have moved to the
forefront of world affairs. They are increasingly active
in international polltlcal and economic organizations and
more effective in pursuing their national and regional
interests. Collectively, and in some cases individually,
they have assumed a much greater importance in U.S.
foreign policy and national security considerations:
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-- They are an important source of raw materials which
are critical to the economies of the United States and other
industrial countries.

== They occupy strategic geographical positions.

== They are growing users of atomic energy for
peaceful purposes and a number of them have the
capability for developing nuclear weapons.

== They have military capabilities which can be
used to initiate military conflicts affecting U.S.
interests and having the potential of escalating
into great-power confrontation.

== Their growing populations and aspirations
Place greater demands on the earth's resources and
environment on which we too must depend.

Negotiations toward the solutions to these problems
are complex and difficult, requiring a balancing of
interests and a sensitivity to the requirements of
developing countries. 1In implementing non-proliferation
policy, for example, it is necessary to recognize that
less developed countries have a legitimate and expanding
requirement for energy. In this particular respect,
the IBRD Report on Energy and the recommendations
it contained for project financing in this sector,
have been very helpful. In order to combat international
terrorism effectively, we must be able to count
on the support of less developed countries in multilateral
organizations such as the U.N. and in dealing directly
with individual situations as they may arise. The
Law of the Sea Conference now going on under the
auspices of the United Nations requires the cooperation
of less developed countries on a number of issues
if we are to reach agreement and still protect interests
of the United States relating to navigation, marine
research, protection of the environment and exploration
and exploitation of deep seabed mineral resources.

In this general context of competing and con-
flicting interests on major international issues, the
multilateral development banks provide the United
States with a practical and effective way to work
cooperatively with developing countries to help
them meet their most basic aspirations. However, our
relationships with less developed countries are also
important on an individual basis. The following four
examples illustrate how multilateral development bank
activity contributes to the achievement of U.S. policy
objectives in specific countries.
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Thailand

Thailand has a central position in southeast Asia
and has maintained a close relationship with the United
States. It is in our national interest to support the
stability and independence of Thailand because it is a
key element of regional progress and balance in southeast
Asia. Thailand's cooperation is essential if we are to
have an effective narcotics suppression program. It has
also provided a country of first refuge for Indo-Chinese
refugees. Thailand is important as an expanding
market for U.S. exports including cotton, tobacco,
machinery, fertilizers, iron, and steel. It is also
a reliable supplier of critical raw material imports
such as tin, tungsten and rubber.

Economically, Thailand has grown at a rate matched
by few developing countries. From 1960 to 1976, GNP
growth averaged 7.6 percent a year. A high and rising
level of investment has been maintained, exceeding 20
percent of GNP and largely financed by domestic savings.
Per capita income doubled over the 1960-1976 period.
Inflation has been kept under control by conservative
fiscal policies, although price pressures have recently
intensified.

In the past, economic policies have tended to favor
Bangkok, other urban areas and the relatively better off
farmers of the central plains. A large proportion of
the rural population, particularly in the northeast, has
not shared equitably in the benefits of economic growth.
Failure to remedy the growing disparity has fostered
insurgency and hindered political stability.

The present government in Thailand is beginning to
reorient economic policy more in favor of these
elements of the rural population. The Prime Minister
has declared 1979 the "Year @f the Farmer” and has
stated his government's intention to direct far greater
resources to rural areas. The revised Five-Year Develop-
ment Plan for 1977-1981 calls for external borrowing of
about $1 billion per year to finance rural and infra-
structure development to bring services and improved
agricultural technology to the rural poor.

For 1979, the proposed borrowing program includes
$314 million from the IBRD and $324 million from the
ADB. It is in our interest that the flow of financing
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continue to Thailand. Our participation in the
banks will help assure that the country will be
able to sustain its growth and carry out

needed changes in its overall economic policies.

Mexico

Mexico provides another example of how a country
which is critically important to the United States
benefits from multilateral development bank activities.

Mexico's importance to the U.S. stems primarily
from its geographical proximity to this country, and
the influence which this proximity can have on the
political, economic, social, environmental and security
aspects of American society. Two fundamental U.S.
policy objectives which flow from this basic fact
of life are:

-- Political stability and economic growth in
a Mexico which is friendly to the United States.

-- Control of migration which if not controlled,
has potentially disruptive effects for the United
States.

In addition, the development of Mexico's
hydrocarbon resources will increase the free world's
supply of o0il and provide Mexico with the revenue
to increase domestic employment, thus reducing migration
pressures on the United States. Finally, cooperation
between our two countries is necessary for narcotics
control and other border issues including sanitation,
pollution control, and law enforcement.

Mexico does not receive .concessional lending
from either the IBRD or the IDB. It has become, in .
fact, a donor to the Fund for Special Operations of the
IDB. It continues, however, to receive substantial
amounts of market rate financing from the banks.
In their most recent fiscal years, World Bank loans to
Mexico amounted to $469 million while those of the
Inter-American Development Bank were $238 million.
President Carter, during a recent trip to Mexico,
visited an integrated rural development project which
is being financed jointly by the banks. The purpose
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of the project is to increase incomes and employment
opportunities for poor people in rural areas of the
country. The banks thus play a very useful financial
intermediary role in Mexico, and they provide a

source of advice on investment plans which may help
Mexico to use petroleum revenues most effectively

to solve unemployment and under-employment and redress
social and economic imbalances.

Tanzania

Tanzania is one of the world's poorest countries.
However, it has taken a prominent position in regional
and international organizations and is recognized as a
leader in Africa and in the Non-Aligned Movement. .
President Nyerere is Chairman of the Front Line States
and U.S. officials have worked with him concerning
very sensitive problems relating to Rhodesia and Namibia.

President Nyerere and his government have advanced
a national development strategy which emphasizes "self
reliance”. Their philosophy has entailed the organiza-
tion of the rural population into "ujamaa®™ villages,
and attempting to provide education and other
services on a limited but equitable basis. The World
Bank has worked closely with Tanzania in devising
and implementing its rural development strategy which
is aimed at reaching the poor and helping to meet basic
human needs. On a cumulative basis, it has committed
$605 million to Tanzania, including $353 million
on concessional ternms.

ECONOMIC AND FINANCIAL BENEFITS

U.S. participation in the multilateral development
banks is a long-term investment in the future of the
developing world. Although the most important benefits
to the United States are long-term, we clearly derive
short-term benefits as well.

Increased financing to the developing countries
permits them to increase their imports of investment
goods from the United States and other developed coun-
tries directly. As a result of the increased investment,
the developing countries are able to improve their
living standards more rapidly, providing a growing
market for the United States and other exporters.
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This investment also helps developing countries
produce raw materials the United States must import
in order to prosper.

Exports to developing countries resulting
directly from multilateral development bank loans
and from the more rapid expansion of living standards
are a growing source of demand for U.S. goods and
services. This provides jobs, income, profits, and
tax revenue in the United States.

From the time of the banks' inception in 1946 to
the middle of 1978, direct accumulated receipts by
all segments of the U.S. economy have exceeded out-
flows to the MDBs by $2.4 billion. 1In addition, an
econometric analysis which we have made shows that
real GNP increased annually between $1.2 billion and
$1.8 billion as a result of exports of U.S. goods
and services to markets directly created by MDB
financed projects in developing countries. This
means that every U.S. dollar paid into the MDBs
generated between $2.39 and $3.38 in real U.S.
economic growth annually over the period.

U.S. participation in the multilateral develop-
ment banks is not motivated primarily by these kinds
of benefits. But it is a mistake to view outlays to
the multilateral development banks as an economic
loss to the United States.

A large proportion of the direct economic and
financial benefits that have accrued to the United
States have been in the form of contracts awarded
to U.S. firms for loan projects financed by the banks
overseas. As a general matter, our cumulative procurement
shares from the banks have been in line with our share
of contributions: 25 percent in the World Bank, 50
percent in the Inter-American Development Bank and .
8 percent in the Asian Development Bank.

In the case of the Asian Development Bank, procure-
ment has been less than the level of our expectations.
Consequently, we established an inter-agency working
group to study the reasons for the disparity and to
take appropriate actions. The working group, consisting
of representatives from Treasury, Commerce and the
State Department's East Asia and Economic Bureaus,
took the following actions:
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-- Distributed a questionnaire to 300 U.S.
consulting firms eliciting information on
weaknesses in the system for providing
information about upcoming contracts

-- Conducted a bid-by-bid review of the award
of 1500 contracts let by the Asian Development
Bank. The review indicated that U.S. firms bid
on 300 of these contracts, a bid rate of 20
percent, and that they won 100 of the contract
awards for which they had bid, an award rate of
33 percent.

== Arranged for a meeting of regional economic
and commercial counselors which is to take
place in Manila to be built around the theme
of increasing U.S. ADB procurement.

-- Promoted a series of ADB staff visits to
U.S. Chambers of Commerce, mainly on the

west coast, to advise U.S. firms of procurement
opportunities in the ADB.

== Sought additional opportunities for U.S. Govern-
ment officials to talk to business groups about

ADB activities. A Treasury official in recent
months has briefed both business and trade

groups in Georgia and Michigan on ADB

procurement.

-- Persuaded ADB Management to provide copies
of the Monthly Operations Report directly to
interested businesses on a subscription basis.

-- Persuaded ADB management to publish all
procurement notices in "Development Forum,"
published monthly by the U.N. as well as in
the individual trade publications.

-- Established pilot programs for Economic and
Commercial Counselors to monitor the prepara-
tion of specific project proposals.

As a result of the study, we have assured ourselves
that the lending procedures of the ADB are fair to U.S.
suppliers and that there is no institutional bias within
the Bank which limits the success of U.S. suppliers.

We see the problem as one of encouraging U.S. suppliers
to bid more aggressively. Our role in solving this
problem is making sure that potential U.S. suppliers
have enough information as early as possible.
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A system has been established within the office of
the U.S. Director at the ADB to increase the flow of in-
formation to U.S. suppliers. Prior to Board consideration
of each loan, a cable incorporating procurement information
is sent to the U.S. Economic or Commercial Counselor in
the recipient country and to the Commerce Department in
Washington for dissemination to U.S. firms, including
publication in Commerce Department periodicals such as
Business America. We look forward to seeing improvement
in U.S. procurement from ADB-financed projects as a result
of the effort we are now making and as a result of
currency realignments which should make American exports
generally more competitive.

Within the Inter-American Development Bank,
we are now pursuing a parallel program to increase U.S.
procurement. A team of Commerce Department officials
has consulted with the U.S. Executive Director and arrange-
ments are being made for establishing a reporting system
to advise U.S. Embassy economic counselors in Latin
America of upcoming bank contracts similar to that which
has been established for the Asian Development Bank. In
recent months, the U.S. Alternate Executive Director
of the IDB has participated in a number of meetings
to advise U.S. businesses of procurement opportunities
in Latin America through the Inter-American Development
Bank and to assist U.S. businessmen in doing business
through the bank.

A number of other actions have been taken which
should be helpful in promoting U.S. procurement in the
banks. A brochure outlining procurement opportunities
and procedures and practices in all the banks has recently
been revised and reissued. The banks themselves have prepared
and provided detailed information on their lending activities
and procurement eligibility requirements. This material
is available directly from the banks or through the U.S.
Executive Directors' offices.c The Monthly Operations.
Report is now available on a subscription basis
from the ADB as it has been for some time from
the World Bank Group and we are hopeful that the Inter-
American Development Bank will provide this material
on a similar basis in the near future. The offices of
the U.S. Executive Directors in all of the banks are
extremely active in assisting U.S. businessmen and we
have encouraged them to do more in this regard.
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In the World Bank Group, recent examples of contracts
awarded to U.S. firms include: $4.6 million to Ingersoll
for miscellaneous goods and services in Korea, and
$1.2 million to Southwire for electrical equipment
in Brazil. Disbursements made between July 1, 1977
and June 30, 1978 on all World Bank Group contracts
awarded to U.S. firms amounted to $1,447 million.
Examples of contracts awarded from the Asian Development
Bank include $7.2 million to the Vinnell Corporation
for construction work in the Philippines, and $2.1
million to Phillips Brothers for copper wire. Examples
from the Inter-American Development Bank include:
$1.1 million to the Robins Company for equipment in
Brazil and $2.0 million to the R.J.L. Hoste Company
for construction in Guatemala. Smaller firms also
benefit from awards of contracts for bank-financed
projects.

REACHING THE POOR

The World Development Report, released by the
World Bank last August, estimated that more than 800
million people of the developing world continue to
live in conditions of absolute poverty =-- that they
are inadequately sheltered, malnourished, illiterate
and diseased, with infant mortality rates in low income
countries running far in excess of 100 for every thousand
live births and life expectancies estimated at less
than 44 years.

The very impressive growth rates of less developed
countries in the last 25 years have not resulted in
commensurate improvement in the lives of the absolutely
poor. There has been increasing concern that much
greater efforts must be made by the multilateral develop-
ment banks and by other development assistance agencies
to reach these people more directly and to involve tlrem
more productively in the development process. This
Administration supports greater efforts by all the
development assistance organizations to reach the
poor in recipient countries. We have urged the World
Bank and the regional development banks to take
a number of actions to improve appraisal, implemen-
tation and evaluation of projects designed to reach
the poor.
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At the same time we recognize that a great deal
of progress has already been made. During the Annual
Meeting of the World Bank Group in Nairobi in 1973,
a number of objectives were established to change
the Bank's lending practices over the following five
year period: lending in the agricultural sector was
to be increased by 40 percent and a minimum of 70
percent of all agricultural loans were to benefit
small farmers. Both of these goals have been met
and surpassed. Agricultural lending in the five year
period 1974-78 was up 145 percent over the preceding
five year period. Of 363 agricultural projects approved
by the Bank in 1974-78, 75 percent contained a component
explicitly directed at assisting small farmers. 1In
more than 200 of these 363 projects, over half
of the direct beneficiaries were expected to be
members of the rural poor. Bank experts now
estimate that as a result of these loans the incomes
of over 10 million rural families will at least
double.

The World Bank has also established a set of
goals for addressing the problems of the urban poor
and a number of projects have already been approved
to provide sites and services for urban housing and
to create additional employment opportunities. For
the period 1976-80, the Bank intends to finance 50
urban projects and by 1981 to substantially increase
the proportion of its lending through industrial
development finance institutions which directly
benefits the urban poor. Additional emphasis is being
placed on labor intensive industries and finding ways
to encourage artisan and cottage industries. The use
of labor intensive methods and practices has been
mandated where appropriate in the implementation of
Bank projects and encouraged throughout the construction
industries of recipient countries.

In spite of the progress that has been made
and that which is programmed, there is no disagreement
that the problems of absolute poverty will be with
us far into the future. Indeed the World Bank
itself estimates that it would take a massive
effort to reduce the number of people in absolute
poverty to the level of 400 million by the year
2000. wWe are convinced, however, that much more
can be done to raise the productivity of poor people
to increase their incomes and to provide them
with improved access to public services.
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We have worked along two basic tracks to
promote this result. We have sought basic changes
in the policies of the banks to ensure that they
will devote an increasing share of their loans to
help the poor directly. In the recently negotiated
replenishment of the Inter-American Development Bank
for example, it was agreed that one-half
of all lending over the next four years benefit
low income groups in recipient countries. It
was also agreed that the concessional resources
of the FSO should be better targeted toward poor
people and poor countries. In the first and second
years of the replenishment, 75 percent of these
scarce concessional foreign exchange resources
must go to the poorest countries in the
hemisphere. In the third and fourth years,
this figure must be increased to 80 percent.

Any of the remaining FSO funds which go to other
countries must be used only for projects which
demonstrably benefit low income groups.

To assure that these results are
achieved, the Board of Governors of the Bank has
directed that the Board of Executive Directors
prepare and submit by this June a report which will
define precisely the groups which are to be
benefitted with these resources. In addition,
it should be noted that Bank management has already
taken a number of steps to improve its capacity
to reach low income groups. A clear statement
of the intended beneficiaries of each project,
the justification for the use of FSO resources
and a description of land tenancy, in the case
of agricultural loans, is now required in all loan
documents. The Bank has also established a Small
Project Financing Program which will enable it
to respond to the needs of low income groups on
a pilot basis and in 1nnovat1ve ways outside the
reqular lending program constraints.

In the Asian Development Bank, we took a very
active role in seeing that the Bank's Board of
Directors adopted an Agricultural Sector Paper
based on the results of the Second Agricultural
Survey which was carried out last year at Bank
initiative and expense. Among other things, the
paper provides the following guidance for future
lending in agriculture: improved design of projects
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v

to assure more rural employment opportunities,
concentration on rural infrastructure including

feeder road networks; better support facilities

for rural credit programs and improved arrangements
for providing inputs and for marketing production;
establishment and upgrading of extension services

for rural women; strengthening small scale enterprises
and better provision for health, nutrition and

family planning assistance. In addition, it calls

for more of an orientation toward helping to meet
basic human needs of the rural poor, encourages

the participation of the under-employed in bank-financed
projects, and requires that projects emphasize
cost-reduction through calculations of project-cost
per beneficiary.

The banks have proceeded along three lines
toward the objective of further benefitting the
poor.

First, the banks are using their considerable
aid leverage to promote policy changes in the
borrowing countries to improve the lot of the poor.
As part of this approach, much greater effort is
currently being made to involve the poor themselves
in the planning and implementation of development
projects. Examples of these efforts exist in all
the multilateral development banks.

In February 1978, the International Development
Association approved an $8.5 million credit to Cameroon
for integrated rural development in the economically
deprived eastern province of the country. This loan,
which is to provide assistance through a provincial
development organization (ZAPI), places particular
importance on getting the full cooperation and par-
ticipation of local farmers in all aspects of the
project. ZAPI itself has set a long-term objective
of eventually enabling the farmers to take charge
of local development actions and has adopted a
strategy aimed at creating a farmer controlled and
operated cooperative structure. To this end, a
system of farmer committees has been established
to organize village marketing and to oversee
disbursement and recovery of credits as well as to
provide the farmers with a mechanism for influencing
policy, planning and coordination of rural develop-
ment activities in the province.
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In September 1978, the Asian Development Bank made
a loan of $18 million to Indonesia for an irrigation
project. This loan also emphasizes the need for active
involvement of farmers through local irrigation associa-
tions which are called Subaks. These organizations
are traditional in some rural areas of Indonesia and
include in their membership all cultivators who own,
sharecrop or rent land receiving water from a single
source. Each member of the Subak has an equal vote
and the leadership is democratically elected by
majority vote or consensus. The ADB loan agreement
specifically requires that the Subaks be directly
involved in the allocation of water between Subaks
and in the settlement of inter-Subak water rights
disputes.

A third example of involvement by the poor is
an IDB loan of $13.2 million to El Salvador for
community development. This loan, which was approved
in November 1978, has been designed to benefit
low income groups in the northwestern region of the
country. It includes a sub-program of credits for
production purposes to individuals or cooperative
organizations and a sub-program of small scale public
works such as school repairs and construction of
feeder roads, bridges, community halls, public baths,
washrooms and latrines. A central element of the
project is the provision for beneficiary participa-
tion in setting priorities for the small scale public
works and for giving the beneficiaries the opportunity
to work on the implementation of these works.

Second, the multilateral development banks have
shifted the sectoral composition of their lending
activity to favor projects which directly meet the
needs of the poor. For example, World Bank Group
lending for rural development increased over seven-
fold from FY 1973 to FY 1978 from $247 million
to $1,728 million. Similar gsectoral changes are
occuring in the regional banks as well.

In the Asian Development Bank, for the year 1977,
the percentage share of agricultural projects was
29 percent, up from 26 percent in 1976. 1In 1978 more
than 53 percent of the bank's concessional lending to
the poorest countries of the region was for agri-
cultural purposes. In the IDB at the end of 1977,
bank lending going directly for agricultural



purposes accounted for 23 percent of the total
loan portfolio. 1In 1978, there was an increased
concentration on approval of integrated rural
development projects which are mandated to rise in
the period 1979-1982 since, under the upcoming
replenishment, between 30 and 35 percent of bank
lending has been expressly designated for rural
development projects. A further 10 to 15 percent
is targeted for urban development projects.

Third, the MDBs are changing the emphasis of
their more traditional projects to assure that their
benefits are shared by the rural and urban poor. 1In
the design of water supply, electrification and road
projects, for example, the benefits accruing to poorer
groups have been considerably expanded.

Two specific recent examples come to mind.
An IDB loan of §$12.2 million to Ecuador for a rural
water supply system has been aimed at several com-
munities in El Oro province where 90 percent of the
population have incomes less than the national
average income. An ADB loan of $24.0 million to
the Philippines has been designed to support con-
struction of secondary and feeder roads in the island
of Mindanao, a particularly disadvantaged area of the
country. It has been estimated that, in addition
to net value added through incremental agricultural
production and user cost savings, the project will
also benefit 42,000 families with a population of
270,000 in the area of influence through improved
availability of governmental social and administra-
tive services, a favorable effect on school enroll-
ments and greater access to health services.

An important problem is how best to develop
a capacity to discover "who actually benefits"”
from MDB projects. Considerdble effort has been
made by the banks in the last several years to
improve the data gathering procedures and statistical
analysis capabilities of the borrowing countries.
This effort is a vital ingredient of the banks'
programs to know whether they are in fact better
reaching the poor, and how to assure that they will
do so in the future. These statistical and analytical



techniques are now receiving greater attention, along
with shifts in sectoral priorities and redesign of
traditional projects.

There is substantial evidence that the multi-
lateral development banks have made considerable
progress in recent years in better reaching the poor.

The most recent statistics for IDA indicated
that during FY 1978 50 agricultural projects amounting
to $1,341 million were approved, accounting for
nearly 58 percent of total IDA lending. Of these
projects, 31 amounting to $867 million were for
rural development lending in which a majority of
the direct benefits go to small farmers, tenants and
landless laborers. Approximately 6.6 million rural
families are expected to benefit directly from these
50 agricultural and rural development loans and of
those families, two-thirds or 4.4 million, are either
absolutely poor or in the lower third of the income
levels for their particular countries. 1In addition
to the direct beneficiaries, the World Bank staff
estimated that 13 million other farm families
should benefit from the projects through advances
such as improved research, storage, seed supply,
and marketing facilities as well as from
increased employment opportunities or from the
provision of health and education services or im-
proved transportation and other rural infrastructure.

These efforts to reach the poor are essential.
At the same time, we believe that the multilateral
development banks must also continue to pursue a
multiplicity of goals if they are to be effective
catalysts for development. The banks must preserve
their recognized strengths in project design,
sectoral and country programming, macro-policy
leverage and infrastructure support. We would
not want them to abandon these programs.

Infrastructure projects are still key in many less
developed countries because they provide the necessary
economic context for other assistance programs, including
those to benefit directly the poor. For example, feeder
roads serving small farmers in isolated parts of Africa
must lead eventually to a principal road if inputs are to
get in and production is to get out. Adequate port facili-
ties are needed if fertilizers and other inputs from abroad
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are to reach these smallholders and if their coffee or
cocoa or other production is to have an export market.
The smallholders themselves recognize that an

improved transportation infrastructure is essential

to reduce the disparities between farmgate and

market prices. Indeed, the success of projects
designed to meet basic human needs are often dependent
upon these kinds of infrastructure projects. Hydro-
electric power projects provide another example of
projects which are critical if less developed coun-
tries are to meet expanding energy requirements

and reduce their reliance on expensive imported

fuels. The banks must combine projects such

as these with the new emphasis on reaching the

poor throughout the developing world in ways which
promote both productivity and equity.

THE EFFECTIVENESS OF THE BANKS

The banks are very effective in promoting
the economic growth and development of recipient
countries. They raise resources for both concessional
and near market lending operations from many donor
countries. As a consequence, they are able to operate
on a significant scale and across the range of economic
sectors. Supported by a well qualified and experienced
staff from more than 100 member countries, they have
established a reputation for rigorous and detailed
appraisal of project proposals and programs. The volume
and range of their operations, and the expertise they can
bring to bear, enable them to play a unique role in
promoting economic growth and development. They have
a capability and impact which is greater than that
which any individual donor country can muster.

The multilateral development banks have become
the leading institutions in the field of international
economic development. They are now the largest source
of official assistance to developing areas, last year
making commitments for approximately $11 billion for ~
over 400 projects in recipient countries. Actual dis-
bursements exceeded $5.5 billion. This level of lending
gives the banks important influence in recipient countries.
Because of their apolitical character, and the fact
that they operate on the basis of economic and
financial criteria, the banks are able to encourage
the adoption of appropriate economic policies.
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They finance programs of technical assistance,

to strengthen local institutions and provide training

for local officials. They encourage coordination of the
resource flow to developing countries and promote coopera-
tion among official lenders by chairing aid coordination
groups for particular countries. They also support
research and development organizations, particularly

in agriculture, and sponsor seminars and research on
developmental problems, making the results available

to interested individuals and groups.

In its most recent fiscal year, the World Bank
Group approved total loans and investments amounting to
$8,749.1 million. Of that amount, $6,097 million were
for loans on near market terms, $2,313 million were for
loans on concessional terms and $338.4 million were for
investments by the International Finance Corporation.
Disbursements from the Bank and IDA made during the
year were $3,849 million. Technical assistance opera-
tions financed by the Bank included two loans amounting
to $20.3 million and components of 151 other operations
which amounted to an additional $230 million.

The Bank also maintained a leading role in the
organization and operations of various aid coordination
mechanisms. Under the auspices of the Bank, the Caribbean
Group for Cooperation in Economic Development was estab-
lished and held its first meeting in 1978. Formal meetings
of ten other aid coordinating groups were held under
Bank auspices during the year including groups for
Bangladesh, Bolivia, Burma, Egypt, India, Nepal,

Pakistan, Philippines, Sri Lanka, and Zambia. 1In
addition the Bank participated in a meeting of the Inter-
Governmental Group on Indonesia and hosted a meeting

of donor agencies to discuss improving cofinancing and
coordination of operations in the population sector.

In order to promote better inter-agency coordina-
tion, the Bank also entered into a formal agreement &ith
the recently established International Fund for
Agricultural Development (IFAD) on a working arrangement
between the two organizations. The Inter-American Develop-
ment Bank and the Asian Development Bank have entered
into similar agreements with IFAD.

In addition, the World Bank became a co-sponsor
for Research and Training in Tropical Diseases and IDA
agreed to administer the Special Action Account of $385
million for the European Economic Community to provide
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quick-disbursing assistance to the poorest developing
countries. A number of ongoing programs and relationships
were maintained with various U.N. agencies including the
Food and Agriculture Organization, the World Health Organi-
zation, United Nations Industrial Development Organization,
the International Labor Organization and the United

Nations Education, Scientific and Cultural Organization.

During 1978, the World Bank also continued its
support for eleven international agricultural research
organizations providing $8.7 million to help finance
the programs of organizations such as the International
Institute of Tropical Agriculture in Nigeria, the Interna-
tional Livestock Center for Africa in Ethiopia, and
the International Potato Center in Peru.

Eighty-seven economic research projects and studies
were also underway in the IBRD during 1978. The results
of these studies are available to the international
research community and the public as well as to policy
makers within the Bank and member countries. Examples of
studies currently in process include strategies for control
of tropical diseases such as schistosomiosis and the use
of low cost technologies to provide safe drinking water
and sanitation facilities. 1In addition, examinations
are being made of small scale enterprises in selected
countries and a number of surveys and studies are being
conducted to provide a better analytical framework for
providing rural development assistance.

The World Bank has also continued efforts to
improve its systems for evaluating loan operations.
In 1978, the Bank published an Operations Evaluation
Department review of project performance audit results.
The system for providing feedback to the operating
departments from the audit process was strengthened
through improvement in annual and semiannual procedures
for reviewing completed and qQn-going projects. All Bank
loans now require the borrower to complete a project™
completion report as a standard feature and in more
difficult sectors -- such as agriculture, education
and urban development =-- the establishment of special
monitoring units is required. In 1978, the Bank also
sponsored a seminar on post-evaluation and review for
senior officials of several African countries. As a
result, discussions are continuing with .those countries
regarding establishing national agencies to evaluate
public investment projects and similar seminars are
planned for other regions.



Similar functions and activities are carried out by
the regional development banks. For example, during 1978,
the Presidents of these banks held one of their regular
meetings at the headquarters of the Inter-American Develop-
ment Bank to discuss major economic and financial issues
facing developing countries. At this meeting they were
joined by representatives from the World Bank,
the International Monetary Fund, the European Economic
Community, the European Investment Bank, the OPEC
Special Fund and the Islamic Development Fund. During
1978, the IDB initiated joint financing with OPEC
countries and organizations for development projects
in Baiti, Bolivia, and Bonduras. The Bank also
sponsored symposia on the application of capital
saving technologies and the prospects for greater
use of solar energy. Last year, the Asian Development
Bank held a seminar for regional development banks
promoting improved appraisal and implementation of
public and private investment projects. The Bank
also completed a survey on South Pacific agriculture
and sponsored a seminar on irrigation development and
management.

COST-EFFECTIVENESS

The cost-effectiveness of U.S. participation
in the multilateral development banks is based on
three factors:

(1) Equitable sharing of the burden for
providing economic assistance with
other donor countries;

(2) Leveraging paid-in capital contributions
to the banks by borrowings in private
capital markets, based on callable
or guarantee capital;

(3) Extending bank resources through
cofinancing arrangements made with
other official sources, including
OPEC countries, and with private banks.

As I indicated at the beginning of my testimony,
the United States has been able progressively to
reduce its share of subscriptions and contributions
to the banks and the shares of other participating



countries have been correspondingly increased.

This process is continuing today. It reflects

the growing economic strength of other countries

and their increased capability to provide more
resources for development. These countries include
industrial countries such as Germany and Japan, the
OPEC countries and some of the relatively more advanced
developing countries such as Brazil and Mexico which
have increased their convertible currency contributions
to the Inter-American Development Bank.

During the past two years, this Administration
has negotiated replenishment agreements for the
International Development Association, the Inter-
American Development Bank, the Asian Development
Fund and the African Development Fund. 1In all of
these agreements, except that for the African
Development Fund, where the United States had
hardly participated at all, the share of the United
States has declined and the shares of other countries
have increased.

As finally agreed in the spring of 1977, the
fifth replenishment of IDA provided for a reduction
in the U.S. share from 33.32 percent to 31.42 percent.
Countries which increased their contributions to IDA V
were Saudi Arabia, the United Arab Emirates and Kuwait.
Germany and Japan, which had substantially increased
the level of their contributions to the fourth
replenishment, maintained this increased level
during the fifth replenishment.

Subsequently, during the course of 1977 and 1978,
a number of countries announced increases in their
contributions to IDA V including Saudi Arabia, Kuwait,
the Netherlands, Norway, and the United Kingdom.
Altogether, these increased contributions amounted
to $145.5 million with the largest sums coming from
Saudi Arabia which contributed $100 million and Kuwajt
which contributed $20 million. As a result of these
additional increased contributions the U.S. share
of IDA V declined further to the level of 31.2 percent.
In preliminary discussions for the sixth replenishment

of resources, we are pursuing a sizable further reduction

in line with the Sense of the Congress Resolution
on shares contained in Title III of Public Law 95-481.



More equitable burden-sharing was one of the key
elements in the recently completed agreement to re-
Plenish the resources of the Inter-American Development
Bank, where our share is the largest because we are
the only sizable industrial country in the hemisphere.
Under the original terms of their entry into the bank
in 1974, the non-regional members of Western Europe
and Japan provided 4.4 percent of the Bank's total
capital. 1In the agreement just negotiated, they
raised the percentage share of their subscription to the
increase by more than two and one-half times to 11 percent,
pledging a total of $876 million in paid-in and callable
capital which serves as backing on the Bank's borrowing
operations. Under the agreement, Canada and Venezuela
are contributing $310 million and $467 million respectively
in paid-in capital and completely convertible backing
for the Bank's borrowing operations. In addition,
all of the recipient member countries of the Bank
are making two-thirds of their paid-in capital fully
convertible, thus mobilizing $178 million in convertible
resources, including $43.5 million from Argentina,
$43.5 million from Brazil and $28 million from Mexico,
or a total of nearly $115 million from these three
countries.

In the Fund for Special Operations, the Bank's
concessional lending facility, the non-regional member
countries maintained their entry share of 30 percent and
increased their contributions from $450 million
to $525 million. Canada, Venezuela and Trinidad and
Tobago agreed to make all of their contributions fully
convertible, providing $58.1 million, $70 million
and $3.9 million respectively for a total of $132
million to these resources which are lent to the poorest
countries in the hemisphere.

The three largest developing countries in the
hemisphere, Argentina, Brazil and Mexico, agreed to
make the equivalent of three-guarters of their FSO
contributions convertible; thus they are contributing
§72 million, $72 million and $46.5 million respectively.
They have also agreed to continue not to borrow these
convertible FSO resources. These three countries and
Venezuela are all former recipients of FSO resources.
They are now making convertible contributions to those
resources of $260 million.



As a result of these contributions and those of
the non-regional countries, the U.S. share of convertible
FSO resources has dropped from 57 percent in the last
replenishment to 45 percent in the new replenishment.
In terms of absolute amounts, the annual level of
U.S. contributions to the FSO will fall from $200
million under the last replenishment to $175 million
under the new one, a reduction of 12.5 percent or
$25 million per year in paid-in contributions to the
concessional lending fund of the IDB.

In the Asian Development Fund, negotiations
were completed last spring for a replenishment of
resources of $2.0 billion, with the United States
contributing $445 million, or 22.25 percent, and
meeting the share standard established in last year's
appropriations legislation. In addition, other donors
agreed to make supplemental contributions of
$150 million, thus effectively reducing the U.S.
share to 20.7 percent, significantly below the
standard set in last year's legislation.

Other donor countries have increased
their percentage shares of contributions to the
Fund. Japan, for example, originally on a par
with the United States in contributions to the
Fund, is contributing $673 million under the
basic agreement and a supplementary amount of
$118.3 million, for a total of $792 million or
36.8 percent of the total compared with our 20.7
percent. The Netherlands and Sweden also
made marginal increases in their previous
contributions and France, joining the Fund for the
first time, provided an additional $104.8 million.

The other replenishment agreement negotiated
by the Administration last year was for the African
Development Fund. This Fund is relatively small
and U.S. contributions in the past have been very
minor, amounting to $50 million or well under ten
percent of total Fund resources. In this particular
case, the Administration agreed to a very substantial
increase in the percentage share of our contributions
to somewhat under eighteen percent although it is
still a small amount in dollar terms ($125 million
over a 3 year period) because the AFDF is still quite
small itself.
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We consider that this increase is fully justified
on the grounds that Africa is the least developed
continent, that it contains some of the poorest and
least advantaged countries in the world, and that
the African Development Fund has been steadily improving
its administrative and technical capabilities. 1In
the last two years, Africa has also assumed a much
greater importance than before in the overall foreign
policy of the United States. The announcement of the
$125 million for contributions to the Fund was made last
year at the time of President Carter's visit. It has
been widely publicized in Africa and favorably interpreted
as an indication of increasing U.S. interest.

USE OF CALLABLE CAPITAL

The second factor contributing to cost-
effectiveness is the ability of the banks to use
callable capital backing for bond issues, thereby
permitting them to raise private capital for
conventional lending, and avoiding budgetary
outlay by the United States or other member countries.
The ability of the banks to leverage limited paid-in
contributions in this way has grown to the point where
today, only one dollar in ten has to be paid-in and in
the case of the IDB it is even less, as a result of
the recent replenishment.

When the World Bank was first established in 1946,
20 percent of the capital was paid in and 80 percent
was callable. The higher proportion of paid-in capital
was necessary to cover start-up expenses, provide acceptable
financial ratios and to secure confidence and support
for the institution from private capital markets. As
the Bank developed, it established a record for prompt
collection and a reputation for financial prudence.
It was possible to reduce the paid-in portion ~
without damaging the Bank's ability to raise private
funds at an acceptable cost. On a cumulative basis,
the U.S. has paid in $884 million to the capital of
the World Bank and, as a result of burden-sharing
and leverage, supported a total lending program of
over $45 billion. On this basis, each dollar of U.S.
paid-in capital has been able to support approximately
$50 in Bank lending. This pattern has been followed
by the Inter-American Development Bank and the Asian
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Development Bank, although because these institutions
were not established until 1959 and 1966, and have
different capital structures, the leverage factors
have been lower.

In the case of the World Bank, we are now at
the point when we can consider whether or not it is,
in fact, necessary to continue to have 10 percent of
the capital paid into the Bank under the next general
capital increase. The final answer to this question
depends, of course, on the views of all members and
on the attitudes of private capital markets to this
prospect. We ourselves would want to consider very
carefully the implications that such a step might
have for the Bank's financial strength, its cost of
capital and the lending rate policy that it will follow
in the 1980's. 1In any event, I am confident that
it will be possible to reduce the paid-in portion
of the next general capital increase below the ten
percent level.

In the recently negotiated increase in capital
of the Inter-American Development Bank, the financial
strength of the institution made it possible to reduce
the proportion of capital to be paid in. Under the
terms of the agreement reached last December, the
proportion of paid-in capital was reduced to seven
and one-half percent.

On a cumulative basis, the U.S. has paid in
$482 million to the IDB and supported a total capital
lending program of nearly $7.0 billion, a combined
leverage factor based on both burden-sharing and use
of callable capital of 14 to 1. This is much lower
than the multiple for the World Bank, but it reflects
the fact that the Bank was not established until 1959
and that the United States until the 1970's was the
only developed member country. The entry of the non-
regionals and the increase in their capital shares
in combination with a reduced-paid-in portion will
cause this multiple to become even larger in the future.

In the Asian Development Bank, the cumulative
paid-in capital contributions of the United States
amount to $242 million and they support a total lending
program in excess of $3.8 billion, a leverage factor
of 15 to 1.
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COFINANCING

A third way in which our participation in the
multilateral development banks is cost effective is
through cofinancing or complementary financing arrange-
ments made with private banks or other public and private
organizations. The banks have been able to sell to
commercial banks "participations®™ in the early maturities
of their individual loans. These sales have been made
without recourse and originally at the fixed interest
rate set in each individual bank loan contract. This
procedure had the advantage -- since it was done without
recourse -- of freeing up Bank resources for addi-
tional lending. However, with the general rise and
increased volatility of interest rates that has occurred
during the 1970's, it has not been possible to continue
these particular programs on the basis of a fixed rate.

As a result, the Inter-American Development Bank
modified its participation program, introducing a
variable. interest rate feature. 1In the case of the
World Bank, a parallel lending program was established
with a cross-default clause to provide additional
security for the commercial lender portion of the
loan. This clause permits but does not make mandatory
suspension of the entire loan, including the world
Bank portion, if there should be a default on the
portion of the loan held by the commercial bank. Under
its new program, the World Bank had mobilized a total
of $469 million in additional lending resources from
private banks as of the end of calendar year 1978.

The figure of $469 million does not include the
International Finance Corporation, which is also a
member of the World Bank Group and which, under its
mandate to encourage private enterprise in less developed
countries, is very active in gofinancing. As of
June 30, 1978, the IFC held investments amounting
to more than $1,315 million of which $332 million
or 25 percent were held for private purchasers and
participants. On average, IFC financing in indi-
vidual projects is held to 25 percent or less of
total project costs and other resources have
necessarily been mobilized including additional
private or public capital from developed,countries
or from the recipient country itself.

[ )
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IFC operations in the past have been most
successful in middle income countries and in com-
panies that have been in operation for some time.
Following the recent increase in resources, however,
it has been planned that operations in the poorer
recipient countries will be increased. 1IFC will,
therefore, perform a very useful role in putting together
proposals which can attract additional private financing
to countries, particularly in Africa and Asia, which
have had difficulty in this respect in the past.

In the Inter-American Development Bank there is
a complementary or cofinancing program based on sales of
participations. There is no need for a cross-default
clause, since the Bank administers the commercial
bank portion of the loan, acting as disburser and
collector. The Bank has had no difficulty in attracting
commercial bank participation at interest rates which
are agreeable to the borrowing countries and marginally
lower than they would have received in the absence
of the program, i.e., on a straight commercial loan
basis. Since 1976, the Inter-American Development
Bank has mobilized $278 million in additional lending
resources through its complementary financing program.
In both the World Bank and the Inter-American Development
Bank, we anticipate that the amounts of money raised
in this manner will rise in the future.

Participation in the cofinancing programs
has not been limited to U.S. banks. Major banks from
Germany, Japan, Switzerland and Canada, among other
countries, have taken significant portions of individual
loans. 1In addition to the resource extending beoefit,
which is helpful to us for domestic budgetary reasons,
there are other very definite advantages to the cofinancing
programs. They provide a mechanism for introducing
commercial bank lending in developing countries whose.
international credit standing has not been firmly
established, thereby permitting these countries to
enter the world financial system and pave the way
for reducing still further, over time, the need for
public aid. They also enable the multilateral development
banks to lend in a larger number of sectors and for more
projects, permitting a greater concentration of
both conventional and concessional resoutces on
projects which reach the poor, without requiring
that critical infrastructure needs of recipient
countries be abandoned or left unmet.



The Asian Development Bank has made less
progress thus far than the World Bank and the Inter-
American Development Bank in revising and expanding
its private cofinancing program. At a recent Board
of Directors meeting which considered a management
proposal to take such action, the U.S. Director urged
that greater emphasis be placed by the Bank on this
cost-effective way of mobilizing additional resources
for its developing member countries,

The Asian Development Bank has been more
successful, however, in arranging cofinancing arrangements
with other official sources such as the OPEC Special
Fund, the Islamic Development Fund and individual
OPEC countries. As of the end of calendar year 1978,
the ADB had raised a total of $343 million in this
manner. The Inter-American Development Bank has also
helped the Venezuelan Government to establish a special
Venezuelan Trust Fund of $500 million which is
administered by the IDB for lending to other developing
countries in the hemisphere. This Fund is in addition
to Venezuela's regular contributions to the Bank's
capital and to the Fund for Special Operations. World
Bank figures show that cofinancing with OPEC countries
and agencies amounted to $1.4 billion at the end of
1977, the most recent period for which data are available.
Because its membership has been limited to the region,
the African Development Bank has not tapped the international
bond markets or sought to establish cofinancing relationships
with commercial banks. If non-regional countries join
the bank, which is a matter now under negotiation,
however, the AFDB in the fuuure should be able to
begin modest bond offerings based on the paid-in and
callable capital contributions of developed member
countries and may look toward the establishment
of cofinancing relationships with commercial banks.

The United States has benefitted from increased
burden-sharing and the mobilization of additional
capital through bond offerings and cofinancing. As
other countries have increased their contributions
to the multilateral development banks, it has been
possible for our overall share of contributions to decline.
As the banks have established themselves in private
capital markets, it has been possible fof our overall
paid-in capital contributions to be reduced from
fifty percent in some cases to less than ten
percent.
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In comparison, the use of cofinancing has been
more limited. I am hopeful that the World Bank and
the Inter-American Development Bank will con-
tinue to expand their operations during this year and
that the Asian Development Bank will be able to launch
a new cooperative financing program with private
banks as well as continue its relationships with
public entities in the OPEC countries.

SALARIES

A major issue that has been of concern
to both the Congress and the Administration is that
of salaries, benefits, and administrative costs
within the multilateral development banks. Of these
issues, the predominant one has been staff salaries.
With the strong support of the United States, the
management of the World Bank and the IMF formed a
Joint Committee of Executive Directors on Compensation
Issues. This Committee was given responsibility
to study the compensation situation of all IMF/IBRD
employees and to make appropriate recommendations
to the Executive Boards of the two institutions. The
Committee met on numerous occasions throughout 1977
and 1978, employed professional compensation firms to
obtain necessary data for comparative purposes and
finished its work in late December. 1Its final report
has been printed, and copies were sent to the Congress
on February first.

This report and its recommendations provide
the framework for an objective determination of salaries
based on public and private salary levels in member
countries.

It advances three basic recommendations:
a

-- salaries in the main professional grades
will be determined as the average of those in the U.S.
private sector and the U.S. Civil Service, plus a premium
of ten percent. This premium is necessary to adjust
for regional differences of pay within the United
States and to make the salaries competitive on an
international as well as an East Coast basis. Data
from the U.S. private sector were used because the costs
involved are U.S. costs and the necessary data
were available.
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-- salaries in the management levels will
be determined by setting a moderate differential
for each successive grade over the preceeding grade,
to arrive at a rational management structure.

-- tax reimbursement paid American staff will be
calculated from the net salaries, using the average
deduction for that income level, rather than the
standard deduction as heretofore.

The net effect of these recommendations would be
to bring Bank and Fund salaries more closely into line
with comparable public and private sector salaries, as
directed in Section 704 of Public Law 95-118,

We will be working with other countries to obtain
adoption of the new compensation system by the
Boards of the Bank and the IMF.

CAPITAL SAVING TECHNOLOGIES

Another U.S. objective in the banks has been to promote
projects which more directly and effectively reach the poor
within beneficiary countries. One important means to help
achieve this objective is to promote the utilization of
capital saving technology in order to increase the produc-
tivity and incomes of poor people to insure that the greatest
number of people benefit from bank projects, and to promote
the most efficient use of scarce development resources.

Capital saving technologies involve the productive and
often innovative use of small-scale and labor-intensive
processes, techniques, equipment and tools which are less
complex and costly than those usually employed in the
developed countries. As a result, their application pro-
motes the efficient use of available resources by substituting
abundant unskilled labor for scarce investment funds. The
approaches, activities, and techniques they embody also
permit a focus on reaching the maximum number of bene-
ficiaries at relatively modest assistance costs.

The United States has sought policy decisions through
which the banks will place increased emphasis on the use of
capital saving technologies in their projects. 1In November
1976, the Inter-American Development Bank adopted a policy
to promote the use of light capital technology by making
it a significant component of development strategy.

In 1977, the Asian Development Bank incorporated
an enumeration and assessment of light capital technologies
into its project identification and evaluation procedures
so as to examine relevant technological alternatives
as an ongoing part of its project selection process.
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The World Bank's policy guidelines on the use of
technologies are included in sector policy papers. For
example, one of the major recommendations of the Bank's
1978 paper, Employment and Development of Small Scale
Enterprises was that the Bank should urge recipient
governments to correct policies and regqulatory measures
that have the effect of encouraging undue capital
intensity in investments. The paper points out that
larger firms may benefit more than smaller enterprises
from credit programs with artificially low interest
rates or from the subsidization of public services
such as power, transportation and water supply. It
concludes that these policies can be modified and
that additional incentives can be provided in other
ways such as reserving public procurement of certain
items to smaller firms, encouraging subcontracting, and
broadening the sectoral coverage of development finance
companies.

We have also sought to maximize the use
of capital saving technologies in our review of
individual loans. The Executive Directors in all of
the banks, backstopped by Treasury staff, examine all
loan proposals specifically to assure that this criterion
is properly taken into account. They endeavor to promote
the use of capital saving technologies in their contacts
with other Board members, in communications with bank
management and in discussions with technical staff.
The U.S. concern for the application of capital saving
technologies has been emphasized by our requesting
clarification on the technological aspects and implications
of individual projects presented to the Boards. For
example, in connection with a fisheries loan to Ecuador,
the United States Executive Director of the IDB sought
and received assurance from the Bank that the crafts
to be used in the project were the most appropriate,
least capital intensive alternative. In a feasibility
study for a dam in the Dominican Republic, the Executive
Director made sure that the guidance given to the consultants
by the Bank included instructions to specifically take
into account the possibilitiés for using light capital
technologies in designing the project.

The banks, with U.S. support, are making increased

efforts at the preinvestment stage to achieve a more
effective application of capital saving technologies.
By strengthening their project appraisal activities, the
banks facilitate the selection of projects incorporating
technigques that are most appropriate to the circumstances
and requirements of the borrowing countries. 1In a large
number of cases this leads to the utilization of light

capital technologies.
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The results of efforts to introduce capital saving
technologies in appropriate instances can be seen in their
increasing use in individual bank projects. An example is
the recent IDB loan of $13.2 million mentioned earlier
to support community development in the economically
depressed northwest region of E1 Salvador. The objective
of the project is to help bring about an improvement
in the living conditions and incomes of approximately
144,000 people living in about 300 small rural communities
through self-help construction of small scale works
(roads, schools, bridges, potable water supply systems)
and the granting of credit to approximately 48,000
low income people to increase their agricultural, agro-
industrial and crafts production, facilitate the marketing
of their products, and to meet other basic family needs.

The construction methods for the works subprogram
will be labor intensive and use a high proportion
of local materials. It is planned to limit the use
of construction equipment to the minimum amounts
necessary to assure a satisfactory output. In the
credit assistance subprogram, the use of machinery
will be limited to equipment that can be manually
or easily operated, such as knapsack pumps, manual
sprayers and sprinklers, and animal drawn plows. As
a result of making this extensive use of local labor
and materials in the works subprogram, the cost per
beneficiary will not exceed $80.

An IDA credit for artisan small and medium scale
enterprises in Upper Volta is an example of the
World Bank's efforts to create employment by working
through artisan groups and small scale enterprises.
The project has three major components and all are
expected to have important employment creation and
institution building effects. One of these is for
credit-in-kind and extension services to artisans.
It amounts to $820,000 or 21 percent of the total
credit and is based wholly on the provision of
capital saving technology. The credit-in-kind will
be largely raw materials such as wood, metal, and
cement, and equipment such as wheelbarrows, shovels,
axes, saws, molds and other basic tools. The
average loan size is expected to be $400 with a range
from a few dollars for working capital to a maximum
of $8,000 for artisans. Extension officers will dis-
tribute raw materials and assist in planning and
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implementing investments as part of their regular
supervision visits to artisans. Artisan production
will be bricks, farm implements, wooden utensils and
probably pottery. Technical assistance to be provided
for the artisans will include basic skill training,
accounting for illiterates, general advice and direct
marketing. The target group of recipients are rural
and urban artisans with annual incomes of less than
$400. Since a total increase in direct employment

of 1,500 is projected, average investment cost per
job will be less than $200.

The E1 Salvador and Upper Volta projects are
two examples of efforts to reach the poor through
capital saving technologies. The information for
a detailed account of current efforts is presently
being collected and will be included in our 1979
report to the Congress on the use of light capital
technologies in MDB activities.

HUMAN RIGHTS

The Administration and the Congress share a firm
commitment to a foreign policy which gives high priority
to enhancing respect for human rights throughout the
world. 1In December of last year, President Carter
vigorously reaffirmed this commitment on the occasion of
the 30th anniversary of the Universal Declaration of
Human Rights.

Our policy in the banks has been aimed at inducing
improvements in specific problem situations. We
believe this objective can be achieved by demonstrating
to human rights violators that there are costs attached
to continued oppressive practices, and conversely
by demonstrating that there are benefits to those
governments which promote human rights.

In a report submitted tJ the Congress in October, 1978,
the Secretary of State and I described in detail how this
policy has been implemented in the last 18 months. As
that report indicated, we have pursued our human rights
policy across the range of our relationships with other
countries. In the foreign assistance area, our bilateral
program has been governed by this principle and the
related concerns of reaching the poor and meeting basic
human needs. We define human rights to include, beyond
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freedom from governmental violations of the person, basic
economic and social rights such as adequate food, housing,
clothing, health care and the opportunity to play a
productive role in society. The banks enhance respect

for human rights in the developing world by increasingly
shifting the emphasis of their lending programs toward
reaching the poor and meeting basic human needs.

We have encouraged the banks in this shift of emphasis
to projects which reach the poor and help meet basic human
needs, and we usually support projects for those countries
with human rights problems if they benefit the poor and
meet basic human needs, in order not to penalize the
people for the abusive policies of their governments.

We have undertaken consultations with other countries
on human rights problems, and we have raised human rights
concerns in the banks by opposing, through "no" votes or
abstentions, 50 loans to 15 countries where we considered
the human rights situations severe.

We have also taken steps to implement Section 611
of the FY 1979 Appropriations Act, which calls on the U.S.
Governor to "propose and seek adoption" of a charter
amendment in the banks that would establish human rights
standards to be taken into account in connection with each
loan. 1In an effort to generate support for such an amend-
ment, and to ensure its best chances for adoption, we have
consulted other governments who share our human rights con-
cerns and sought their views and agreement with this proposal.

Thus far, the reactions of other governments to the
proposal of an amendment have been negative. They believe
the introduction of such amendments would be unnecessarily
divisive and that they would not obtain the broad support
required for their adoption. In view of such reactions
we are undertaking additional consultations to pursue
this approach and to achieve the objectives of the
legislation. s

In light of existing legislation which requires the
United States to vote against loans to countries that are
found to violate human rights consistently, I see no need
for special legislation aimed at restricting multilateral
development bank lending to particular countries. 1In
accordance with Section 701(f) of Public Law 95-118 and
the Administration's policy, we have voted against
or abstained on 50 loans to 15 countries. The present
legislation is being implemented conscientiously, and
I believe that no change is necessary at this time.
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Indeed, as I have stated in the past, contributions
made under legislation prohibiting the use of U.S.
contributions to the banks for loans to specific coun-
tries would have to be rejected by the institutions.
Under their charters, the banks cannot accept funds from
the United States or from any other member which are
restricted on country grounds. Any provision in U.S.
law which would prohibit the use of appropriated funds
for multilateral development bank lending to selected
countries would seriously jeopardize continued U.S.
participation in the banks at the expense of our human
rights and other foreign policy objectives.

ACCOUNTABILITY

A number of steps have been taken during the
past two years to strengthen procedures for accountability
of the multilateral development banks and to increase
the flow of information on their activities which
is available to the Congress and to the public. We
are continuing to follow the activities of the banks
closely to assure ourselves that audit and evaluation
mechanisms within the banks are functioning
adequately.

Each of the banks is audited by well-known auditing
firms. The results of these audits are published
in the annual reports. They are also required to file
specific financial information with the Securities
and Exchange Commission in order to issue bonds in
the U.S. capital market. This information is available
to the public. In addition, the banks have made available
to the public, on a subscription or referral basis,
their Monthly Operational Summaries which list all
projects under consideration for financing and show
their status, and statements of loans and press releases
on each loan which is approved. They also publish
many of their country economic reports, research
papers related directly or indirectly to their
operational lending programs, other occasional
papers, and a wide variety of statistical reports
on all aspects of their operations. The World Bank
makes available to the public its Catalogue of Publications
briefly describing its research and occasional papers
from which the public may order documents. Similarly,
the IDB makes available to the public papers prepared
for seminars and roundtable discussions as well as
many of their country economic reports. I might also
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add that information from the loan documents is
available on request, after Board consideration,
to businessmen and other members of the public.

The Treasury Department routinely transmits
to the Congress and the General Accounting Office
numerous documents in compliance with various
legislative provisions as well as to meet special
requests. Included in the documentation which goes to
various offices are the Monthly Operational Summaries
listing loan proposals under consideration or appraisal
in the banks, Statements of Approved Loans for the
banks, statements of income and financial condition,
status of negotiation notices, brief loan analyses
prepared bi-weekly by Treasury Department staff, project
evaluation reports, and various sector and policy
papers and reports. 1In addition, the U.S. Executive
Directors and members of the Treasury staff are available
to talk with Congressional members and staff regarding
any other material they may wish to know about the
bank or its activities.

During the past year we have continued to
press the banks to review their classification systems
and to declassify as many documents as possible.
The World Bank has declassified the World Development
Report, the Energy Report and its Commodity Price
Report. It has also made public project performance
audit reports. In the IDB, the Monthly Operational
Summaries have been declassified during the past year.

All of the banks now make available to the public
Monthly Operational Summaries on the status of future
projects. It is now possible for businessmen and
other members of the public to subscribe to these
reports on a monthly basis from the World Bank
and the Asian Development Bank. In the case of the
IDB, the Monthly Operational Summaries are available
to businessmen and the publie through the U.S. Commerce
Department, although we are working with the bank .
to get it to provide this material directly and on the
same basis as the other banks.

With regard to the gquestion of financial controls
and reporting requirements, the Articles of Agreement
for all of the Banks contain explicit provisions that
the Banks shall ensure that the proceeds of any loan
are used only for the purpose for which the loan was
granted. To carry out this provision, the Banks include
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a number of requirements either in the loan document it-
self or in other agreements made with the borrowers.
Each borrower is required to have his overall finan-
cial position audited by independent outside auditors
approved by the Banks. In addition, each project

in which the Banks participate is either subject to
independent audit or to a requirement that books

be kept open to the Banks for inspection.

Each of these banks has an independent opera-
tions evaluation unit whose personnel are responsible
to management and, in the case of the world Bank and
the Inter-American Development Bank, directly to
the respective Boards of Executive Directors. 1In
the Inter-American Development Bank, programs are
evaluated by a three-member "Group of Controllers"
and its staff. This group was established in 1968
and its members are appointed from outside the bank
for non-renewable three-year terms and report directly
to the Bank's Board of Executive Directors.

In the World Bank Group, projects are evaluated
by the Operations Evaluation Department. It is
headed by a Director-General who reports directly
to the Executive Directors. The Operations Evaluation
Department uses "Project Completion Reports® and
Project Performance Audits to evaluate the impact of
the Bank's development projects. In the Asian Development
Bank, selective project evaluations are conducted by
both the bank's own Economic Department and by independent
outside evaluators from various countries. The African
Development Fund is currently establishing a system
for evaluating projects.

During the past year, the General Accounting Office
completed studies of these independent review and
evaluation units and made a number of positive findings
with regard to their operations and effectiveness.

In the case of the IBRD, the GAO auditors indicated
that the World Bank Group has made considerable progress
toward developing an independent and continuous selective
examination, review, and evaluation of the Bank's programs
and activities.

With regard to the IDB, they said that the effective-
ness of the Group of Controllers has improved steadily
since its creation and that its reports .have contained
many recommendations for improving Bank.operations.

They noted that most of the recommendations have been
adopted by the Board of Executive Directors and that Bank
management has taken specific actions to implement them.
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With regard to the ADB, the auditors said that
some progress had been made in improving the review
and evaluation of projects assisted by Bank financing,
but that the expanding volume of Bank lending made
more independent and wider-range review and evaluation
necessary and desirable. They made several recommendations
in each report for improving the systems in the respective
banks. These recommendations cover, among other matters,
the scope of some of the individual reports and the need
for maintaining or strengthening the independence of the
evaluation units.

Specific requirements with regard to procurement
procedures and the disbursement of funds are set forth
in loan agreements with individual borrowers and in
operating manuals and instructions of the banks.
Procurement is either by international competitive
bidding, international shopping, or local procurement.
All of these procedures must meet detailed bank require-
ments. Depending on the exact disbursement procedure
followed, the borrower is required to present any
or several of the following types of supporting evidence
for substantiating withdrawals from the loan account:
the contract or confirmed purchase order and evidence
that the payment has been made, such as suppliers'
invoices and bills of lading, consultants' invoices
in case of consultancy services, contractors'
invoices and borrowers' certificate of work progress
in case of civil works, letters of credit against
which the banks' commitments are being sought,
and negotiating banks' reports of payment accompanied
by suppliers' invoices.

Each borrower is also obliged to meet a number of
other reporting requirements. He must keep records
relating to the progress of the project and the cost
of carrying it out. He must permit Bank representatives
to visit the project site, inspect the works being
carried out and the records related to it. He must
also be prepared to submit to the Bank on request any
additional information concerning the progress of the
project and his operational and financial conditions.

All of the banks maintain supervision systems
to oversee the fulfillment of the established
requirements. The IDB has a resident mission in
each recipient country which monitors the progress
of projects and checks for compliance with provisions
of the loan agreement. The World Bank and the ADB do
not have representatives in all recipient countries.
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However, members of the staff visit the borrowers

and the project sites, generally once a year, but more
often if it is necessary. In addition, staff members
at the banks headquarters regularly review pro-
curement documents and the recommendations for bid
awards. In the case of credit projects, they review
and approve subloans above certain minimal amounts.
They also review progress reports submitted by the
borrowers for all projects and correspond with them

on a wide range of project implementation issues.

We are working to carry out the recommendations
of the General Accounting Office. We are also
committed to strengthening the accountability of
the banks and to increasing the flow of information
on their activities. Complete disclosure of all bank
information, however, is neither feasible nor desirable.
We have to balance our oversight responsibilities with
the confidential nature of the banks relationships with
its borrowers, especially concerning economic policy
advice which may be sensitive in recipient countries.

COMMODITY LEGISLATION

Following passage of the appropriations legisla-
tion last October, procedures have been established to
implement two provisions in the legislation dealing
with commodities. The legislation requires that the
United States oppose use of MDB funds for the production
of any commodity for export if it is in surplus on
world markets and if substantial injury would be caused
to U.S. producers of the same, similar or competing
products. It also provides that the President shall
initiate international consultations designed to
develop standards governing the allocation of development
assistance for production of commodities in surplus
on world markets where increased efforts would cause
substantial harm to other producers.

As a matter of fact, however, the banks have been
making very few loans that could fall under these
provisions. To carry out the legislative requirements,
we have carefully analyzed these loans to determine
the economic impact of, production on the world markets.

No loan proposals thus far this year have required

special action because the commodities to be produced
either were for domestic production or would not be in
surplus or result in substantial injury to U.S. suppliers.
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Essentially, our approach is based on the
principle that loans for projects that will result
in the increased production of commodities in
prospective world surplus will prove to be a wasteful
use of development assistance resources. PFortunately,
our approach is also followed by the banks in identifying
and appraising projects.

With regard to the second provision of the legisla-
tion, the United States has raised internationally
the issue of allocation of assistance for the increased
production of commodities in surplus. We are seeking
agreement among the OECD countries on general principles
that such an allocation of assistance can be disruptive
to producers in developed and developing countries
alike, that it may prove counter-productive to bilateral
and multilateral development efforts, that international
standards should be developed generally to avoid assistance
for surplus commodities while taking into account
world-wide comparative advantages in commodity production.

There is no need for additional legislation
aimed at restricting uses of U.S. funds by the
banks for the financing of special commodities on
products. As I have noted with regard to country
restrictions, the banks could not legally accept con-
tributions on those terms. Any such provision in
U.S. law would seriously jeopardize continued U.S.
participation in the multilateral development banks.

CONCLUSION

In my testimony to this Subcommittee last year,
I expressed the hope that Congress and the Administra-
tion would work out a consensus or common view of our
objectives in the multilateral development banks. I
suggested that the consensus might include agreement
on our basic goals within the banks such as reaching
the poor more directly and effectively, promoting
human rights, assuring accountability, and rationalizing
administrative costs.

In my testimony today, I have dealt at some length
with these matters and with other issues which have
been of concern to the Congress and the Administration
including rationalizing salaries and other administrative
costs and limiting bank financing for production of certain
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commodities. Over the past year, we have made
progress on these issues. We have not been able to
prevail in every instance or have every issue resolved
exactly as we might have wished. Other countries con-
tribute to the banks and their views have to be taken
into account. That is a limitation of the multilateral
approach but it has been more than offset by the many
advantages we have derived from our participation

in these institutions.

I am hopeful, as a result of the progress that
has been made over the past year, that Congress
and the Administration will agree on providing our
share of subscriptions and contributions to the multi-
latral development banks for FY 1980 and that we can

continue to effectively pursue our interests in the
banks.
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I am delighted to have this opportunity, really for the
first time since my return from China, to report to you about
my impressions and experiences. I do recognize that you may
wish to ask questions relating to other topics, and I'll be

-

happy to answer those to the extent that I can.

But I would like to just very briefly, in order to allow
you the maximum time for questions, say a few words about China.

As to what we did, apart from representing the President
and the elevation of the liaison office to full Embassy status,which
was in itself an important, symbolic and historic effort, we did
manage to settle the claims assets issue. We settled it on
the basis of 41 cents on the dollar. That represents a fair and
equitable settlement, I believe, for both sides. It compares
favorably with similar settlements previously made with other
countries, with whom we had issues of this kind.

Moreover, the important things from the U.S. side is that
that settlement will be fully liquidated in cash over a five-year
period, beginning in October of this year. In other words, the
Chinese will make their first payment in October of this year,
and then pay us the remainder of it in five equal installments
thereafter. That is a good settlement, from our point of view.
Previous settlements with other countries have involved periods
as long as 20 years. And even when the amounts involved -- in
this case we agreed on $80.5 million -- were smaller than this.
Moreover, we do not have to go into the issues of litigating
on the assets of China that were blocked here, that are now going
to be unblocked. That is a responsibility for the Chinese.

So, clearly, from our point of view, that was a good
arrangement. I think it was a good arrangement from the point
of view of China too, because without the settlement of that
issue, it would rot have been possible to develop a full-blown
economic relationship between the United States and China, which
the Chinese hope and expect will manifest itself in the form of
expanded trade; in the form of providing technical advice,
technology transfer, assistance with management and know-how,
joint ventures; equity investments, a shipping agreement and
decisions in the context of a trade agreement on how to treat
such things as proprietary rights by Americans on patents, trade-
marks, things of that kind. All of that really would not have
been possible to move on without settling the question of claims
assets. So from the point of view of the Chinese, they removed
a major roadblock in the way of the full normalization of our
economic relations. We agreed we would move forward in the
negotiation of a trade agreement and we have already begun that

process.
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We've agreed on what it will cover, and agreed on a time-
table for getting on with that job. The gquestion of Most
Favored Nation treatment for China is going to be dealt with,
and we informed the Chinese it was the intention of the President
to recommend to the Congress, and in the context of a satisfacuny
trade agreement, that that MFN status be granted. And, of course,
the Chinese also are interested in becoming eligible for Export-
Import Bank credit. And that, too, is something we will consider,

That will require, again, different types of legislation
by Congress. So all that is now beginning to move forward.

Thirdly, we set up a U.S. - China joint economic committee,
chaired on the Chinése side by Vice Premier Yu Qiuli, and on the
U.S. side by myself, which will on both sides bring together
the principal senior government officials. In our case, it is
a number of Cabinet officers. On the Chinese side, it is the
analogous group of senior officials who will work together on
all of these different elements of the economic relationship that
now has to be established.

So much more of what we did in the climate that was created
was a good one, and I think we can move forward. Now, as to the
opportunities for a mutually beneficial economic relationship.
There are those who think of the billion or so people in China,
and who have visions of a huge market with tremendous potential
for the United States or other countries, like Japan, Western
Europe, a huge market to be tapped: those dreams are really no
different than they were 30 or 40 years ago. I remember when I
came to China in 1939 as a young boy, one of the books that I
read,maybe one of the first books I read in English, was a book
by a man named Carl Crow, an American, the title of which was
Four Hundred Million Customers. That's significant, because we
now are only 40 years later up to a billion. He had this vision
of 400 million eager customers lining up for whatever we had
to sell. And there are those who feel similarly today. There's
another school of thought, the cynics, who take the position
that that is really a lot of nonsense; that in fact the lack of
purchasing power, the low per capita income in China, and the
lack of foreign exchange make all that illusory, and that in fact
the Chinese have nothing to sell, and, therefore, nothing to buy
anything with, and, therefore, this is all a lot of hot air.

. As ;n most matters, here, the truth and justice lie somewhert
in the middle. It is indeed true that we do not have a huge
market to be tapped. It is also equally true that there are
gooq Qpportunities, developed properly and gradually, good oppor-
tunities over a period of time for a mutually profitable and
growlng economic relationship between China and the United States
and of course, also between China and a number of other countries



The Chinese do have some things to sell. They can develop
some of their raw materials - oil, tin, manganese, antimony,
coal, and metals of various kinds. They do have an opportunity
as light manufacturers to enter the world market. And even
though light manufacturing is a sector in which trade problems
appear most chronically in the developed countries, with such
things as textiles, there are many products and product groups
in which the Chinese can expand their share of the market that
is available. We visited a bicycle factory in Shanghai. T
went there for any number of reasons, but one of them was because
bicycles are a good case in point. The United States does not
produce bicycles any more in this country, except for some
specialty bikes. They are virtually all imported from Taiwan,
from Korea, and a number of other places.

Clearly, it is possible for China to begin to compete, and
to get into the American market with bicycles made in their
country. So I think one could identify a number of product areas
in which it is possible for the Chinese to develop exports.
Similarly, the Chinese have indicated that they have an attitude
of great flexibility with regard to the implementation of a basic
goal that they have decided on. And that is really a very, very
major change in their thinking.

They are determined to embark on a strategy of economic
development for their country, a strategy which is not too dis-
similar from the kind of economic development efforts that have
been undertaken with varying degrees of success by any number
of developing countries throughout the world over the last 20 or
30 years. They have, of course, very special problems, great
problems to overcome, with the large number of people on a
limited land base, and a variable land base.

Nevertheless, they have said that's what they're going to do.
And they have indicated to me their great flexibility in the
methods they're willing to use to accomplish this, going all the
way from compensation deals where they make a contract with a
foreign government to come in to provide capital and to be paid
out of the resulting product or raw materials. O0il is a good
case in point that emerges from the product to actual joint
ventures with equity investments by foreign companies, up to 49
percent, which require, amongst other things, developing the
concept of profit, at least for that enterprise, a formula for
profit, the sharing of profit, paying for the technology that is
involved, paying for the management knowhow that would have to
be provided, and presumably an arrangement as to the division
of the production that goes to domestic and to export purposes.

Obviously, when you look at the potential for exports, when
you look at the flexibility that they're willing to employ, when



you look further at the opportunities tbat exist for certain
service-type activities in which the Chinese would capitalize
on the resource that they have in greatest abundance, namely
people, I think one can see not a huge unlimited amount of
resources, but a growing amount of resources available to fund
a progressive development program.

In the service industry, two possibilities come to mind.
One. is the use of China as a base for the assembly of certain
products, where raw materials and various components get shipped
in, put together, and then re-exported as other countries --
Japan and later Iran, Singapore and Hong Kong have done many
years ago. There's no reason why the Chinese could not do that.

And, secondly, of course, such other service industries
as the tourist business. I would think that the pent-up demand
throughout the world to see the wonders of China is considerable,.
The beauty, again, is that tourism is a service industry with
the emphasis on the word "service." You can provide very good
service if you have enough people. The Chinese have them.

Moreover, they are most gracious, polite, and happy people,
and do a great job in that area. And the capital requirements
to develop the necessary facilities are relatively small in
relation to the returns that can be earned.

So,_clearly, when you add all this together, there are
opportunities, in my judgment. 1It's not an all or nothing
situation.

I could, of course, spend a lot of time discussing other
general impressions having to do with the changes that have
occurred compared to the period when I lived there, which are
tremendous, or as compared to 1973 when I first went back to
China, which are also considerable. I will not go into them in
detail except to say that there is a much more pragmatic attitude
on the part of the government, a sense of great diversity, of

hope and ferment among the people, and a great emphasis on raising
the level of consumption.

There is, in industrial enterprises, a growing emphasis on
rewarding effort, rather than looking at everything in egalitarian
terms. Bonuses have reappeared in many of the enterprises. And
all of that represents great change. You see it in the way the
people are dressed. You see it in the freedom with which they

approach you, and talk about some of those things. You see it
in many, many different ways.

The interest in the.United States and in learning from
others, and the expectation of being able to do business with



the United States and learning from Americans is quite different
than it was five or six years ago. I was always surprised when

I first went there -- and I went to a lot of factories in 1973 --
that the Chinese were always proud to show me what they had.

But even though they knew I came there as a chief executive
of a large corporation with many factories, whenever I commented
about what we did, even if I looked at the production of the
same kind of product, there was a polite nod. But there was an
apparent lack of interest. I remember going to look at a factory
that made grinding machines. After they gave me all the statistics
on how many grinding machines they produced and what the sizes
and what the problems were; I said, "You know, I make grinding
machines in my factories. Let me tell you, let's compare."

The interest level was very low. Today, they're willing to
compare and to ask questions and to ask opinions. And that, I
think, is a reflection of the different policy that the government
has enunciated. It reflects the basic desire of the people to
learn and develop their country in this way.

What are the prospects? None of us, of course, can tell
that. And, certainly, no one who has made a short trip such as
we did would really be wise to speculate about the future. 1It's
clear that there are tremendous problems. China remains a very
poor country, a country in which communication between the center
and the provinces is by no means perfect.

There is much heterogeneity among the different regions.
Orders which are laid down at the center are frequently carried
out imperfectly in the outlying regions and the provinces, where
the primary emphasis must always be on providing the bare essentials
in the way of food and clothing for that large a number of people.
Whether or not a process of development once underway could ever
be stopped; whether or not a political line of this basic nature
once embarked on can ever be reversed; whether or not the people
will have the patience to stay the course and to accept the
reverses that will be inevitable in this process without political
eruptions, no one, of course, knows.

I would say in conclusion that the opportunity for the
United States to develop a fruitful relation after so many years
of interrruption is considerable. It is made possible by the
breakthrough that the President achieved in the normalization
of the political relationship. It is, I think, in the interests
of both countries that that opportunity be pursued. It is equally,
it seems to me, in their interests and in our interests that we
do that with a sense of realism and with a sense of proportion
and in a gradual way, and that we do not hide difficulties that

we have, or problems that we see for ourselves or for the Chinese,
SO that misunderstandings do not arise, and that we can counsel

them in their economic development efforts, based on the exper-
lence that we have had over the years in watching



that process take place, successfully and otherwise, in many
different situations and many different parts of the world.

I think I should stop here, and just take the next 30
minutes or so with questions on this, or any other topic.

QUESTION: Mr. Secretary, you also visited Japan on this
trip. And I wondered if you could brief us on the impressions
you got from the talks with the Japanese officials there.

I am particularly concerned as to whether Japan is going to
continue to run these large trade surpluses for apparently

as long as they wish, and whether or not they're going to allow
the United States to compete in their government procurement?

SECRETARY BLUMENTHAL: We had something like a 24-hour
stay in Japan. And I had an opportunity to meet with the Prime
Minister, Foreign Minister, and Finance Minister, and other
senior ministers responsible for Japan's international economic
relations. I detected a change, perhaps subtle, but neverthe-
less a clear change in the climate on this problem that you
referred to, and in the attitude of the political leaders that
I met with.

I think that there is a clear commitment on the part of
these leaders to bring about a better balance in their
external accounts. Japan will always have to run a trade
surplus, but certainly cannot and should not run a current
account surplus. The current account surplus has been too
large because the trade surplus has been very big.

So achieving balance in the current account and substan-
tial reduction of the surplus in the trade account clearly
has to be an-important goal. We made it very clear that we
thought it was absolutely essential that this was going to
happen--not on an ad hoc, one-shot basis, but as a permanent
policy and that in the absence of that, the risk of unilateral
action by the Congress, whether the Administration wanted it
or not, was overwhelming. And I think the Japanese are aware
of this, and are very concerned about it. It is also true that
although they desire to actually effectuate a reduction of
this surplus, it is not easy for them in the very short run.
There are some short run things that can and must be done.
They have to continue to exercise great restraints, voluntary
restraints, on the volume of their exports. They can continue
and perhaps should continue their program of emergency imports,
simply to keep these numbers from getting totally out of hand
in the foreseeable and immediate future. And, clearly, the
Japanese have to make certain decisions that are still outstand-
ing in the multilateral trade negotiations now being completed



with regard to the nature of their tariff cuts, and certain
other non-tariff agreements which are in the final throes
of negotiation.

But those are immediate issues. In addition, the longer
run goal of bringing a better balance into the current
account does involve structural adjustments in the Japanese
economy --structural adjustments which, essentially, tend to
bring about a larger domestic demand, shifting production
in Japan to servicing more the domestic market plus the export
market, and an opening up of the Japanese economy to foreign
competition, particularly manufactured products.

The Japanese have always been free, obviously, in the
import of raw materials and foodstuffs, but have continued
to be cautious and protectionist, more than we would like,
with regard to imports of manufactured products. A struc-
tural shift is needed there that, clearly, is not easy
for them politically.

We know in our own country such changes are not easily
made in a political setting where legislatures have to act
and interest groups have to be accommodated. But the
Japanese believe and know that it has to be done. I think,
therefore, they are working actively on that problem.

The key question is whether they will be able to move
fast enough. And I think certainly we left them with very
little doubt that speed is of the essence.

QUESTION: Not too long ago, there was a story in the
Washington Post that a $2.5 billion deal between Japan and
China had been suspended. And I believe it was for plant
manufacturing equipment. Do you know anything more about
that? And do you think there's any chance the U.S. would be
eligible to get that business?

SECRETARY BLUMENTHAL: I read in some of the Japanese
papers that there were rumors that the reason it was
suspended had to do with the fact I was visiting in China at
the time. That describes a degree of influence and power
which, even if we had it, and wanted to exercise it, it
probably would not work. Of course, it had nothing to do with
that visit.

I know only little more than that. The Chinese did
point out to me that it was not a cancellation--it was indeed
a suspension; that these agreements had been negotiated by
several ministries, subject to approval at the top;



that upon review at the top, it had been decided toO seek ;
renegotiation of those contracts with regard to some of the
terms and conditions related thereto; that that's what was
going to happen, and that they simply didn't like some of
the terms.

So whether that is the actual story or not, Whether the
process of coordination between the different ministries
perhaps has not yet been perfectly worked out, and that
something slipped between the cracks there, I really.don't
know. But I'm satisfied that they had, as they put it, the
basis for doing so, subject to disapproval, and those nego-
tiations will take place.

QUESTION: Mr. Secretary, in your remarks you implied
that the granting of Most Favored Nation treatment to China
would require legislation. Does this mean the Administration
of which you'reapartis going to seek amendments, the Jackson-

Vanik Amendment?

SECRETARY BLUMENTHAL: No, we have not made the decision
on the Jackson-Vanik Amendment, and how we will deal with it.
It does not mean that. What is required is that an agreement
between the United States and China be approved by the
Chinese. And, of course, the trade agreement has to deal--
probably, in Article l--with the reciprocal treatment of
discrimination and non-discrimination of each other's products
in each other's markets. And it is in that context that the
Congress will get a crack at it. But my statement does not
imply a decision one way or the other as to dealing with the
action.

QUESTION: Mr. Secretary, in what sense did you have
any fears, amongst either the Chinese people or their leaders,
about the Soviet Union militarily and in any sense that you
might have had of efforts to use us in that relationship?

SECRETARY BLUMENTHAL: I don't know about using us.

I really can't comment on that. I think it's clear to anyone
who talks to responsible Chinese officials and Chinese govern-
ment leaders, that their attitude towards the Soviet Union is
not positive. They are concerned in a variety of ways. And
they have no hesitation about expressing their views on that
to any of you who aregoing to China, I'm sure. That will be
made perfectly clear. I can't really go beyond that.

I think they are primarily concerned about establishing a
relationship with us which is a political and economic one, and
that the economic component of it is critically.hnportant.



QUESTION: Mostly, the economics would be involved in
science and technology. That's what they really want. There
was word about some 110 nations who had recognized China before
we did. Therefore, each nation wants to do business with China.
How will we fit into that setup, where they all want to do
business with China, and to what extent?

SECRETARY BLUMENTHAL: Well, we will fit into it in a way
we fit into it in any other foreign market. We will be competing
with all those other countries who are in the market for a
particular product. Those 110 nations include both large and
small, economically strong and not so strong. Obviously the
United States, given our size and our resources, is a formidable
competitor and probably ranks somewhat above the 110 in terms
of the possibilities for competition.

I would say, however, that the United States is interesting
to the Chinese for more than just science and technology.

QUESTION: What else do they want?

SECRETARY BLUMENTHAL: I think the United States is interesting
to the Chinese because of our management know-how, simply because
of our proven ability for knowing how to run things. And I think
you'll see Chinese students eventually in business schools in
the United States. I was in one meeting where the senior officials
got into a very interesting discussion on such gquestions as dic-
counted cash flow and similar esoteric subjects that are of
interest to businessmen, but that I'm not sure had been previously
discussed at that much length among officials within China. On
things of that kind, we can help them a lot. In addition, we're
interesting to the Chinese because we are a very large market.
Among those 110 countries, there are some that have a market
with a population the size of a fraction of just the municipality
of Shanghai.

That's different than when you're 220 million people, with
a very high per capita income. So that's very important to them.

QUESTION: Mr. Secretary, when you were away in China, there
were some disturbing crisis and economic indicators that came out.
I wonder if you could tell us, does this mean the Administration's
game plan for slowing the economy and checking and decelerating
inflation now has to be rethought: Is it not working?

. SECRETARY BLUMENTHAL: It's clear that the statistics on
inflation are bad. It is equally true that the anti-inflation
brogram -- the thrust of the anti-inflation program, as the
President announced it in late October and on November 1 -- is

such that one could not reasonably have expected that the inflation

statistics to reflect the impact of those programs by January
Oor February.
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And the statistics we're talking about are the statistics
of January and February. Those programs involve a very stringent
fiscal policy, a commensurate tight monetary policy, a strong
effort to move the budget as close as possible toward balance
and as quickly as possible, and a program of voluntary wage and
price guidelines, rather than the institution of controls which
would not work, with a strong effort to induce business and
labor to cooperate and to comply with those guidelines.

That is the Administration's game plan. That game plan has
not been altered. The statistics are bad. They are worse in
some ways than we thought. There are reasons for that. Ob-
viously, the food prices have been very high. Some of that has
to do with the weather that we've been having. Those things are
temporary. We expect them to improve. Obviously, the energy
situation is worse than anyone could have expected, given the
events in the Middle East and in Iran, and that has added to
the problems.

We expect those to be temporary. So I would not say at all
that the game plan has to be scrapped. I think it 1is correct.
I think the questions that the President faces have to do with
implementing it further in such a way as to bring about, as
quickly as possible and as fairly as possible for all the dif-
ferent groups in our country, the desired result, which is the
reduction of inflation while maintaining sufficient growth in
the economy to avoid high levels of unemployment.

We don't want to solve inflation with high unemployment.

QUESTION: Do you still expect to stay with -- considering
the energy problems, the seven and a half inflation rate for
the year that was part of the game plan?

SECRETARY BLUMENTHAL: We have not changed our official
forecast.

QUESTION: Mr. Secretary, is China going to bring the
U. S. out of the recession in 1980?

SECRETARY BLUMENTHAL: No.
QUESTION: No?

SECRETARY BLUMENTHAL: Well, let me explain that. We are
not going to say there's going to be a recession in 1980. So
when I say no, I say no because the assumption is incorrect,
and the conclusion is incorrect because the assumption is in-
correct. We expect a slowdown in the economy. What we do not
expect 1s a recession.
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Secondly, the development of economic relations and trade
relations with China, as I indicated, is going to be a gradual
process, and, clearly, will not have a major impact one way oOr
the other on the U. S. economy, whatever the level of economic
activity of the United States in 1980.

QUESTION: Mr. Secretary, American businesses, both on the
export and import side, might be interested in doing business in
China. Of course, they are very interested in opening offices
in China. Could you give us your impression on how willing the
Chinese will be to permit U. S. companies to oven up offices?
And what kind of a timetable do you see?

SECRETARY BLUMENTHAL: That's part of the trade agreement
that has to be negotiated under the heading of "business facil-
itation." And we will know a lot more specifically on the
subject as the negotiation is pursued. That is a very important
element which I expect Secretary Kreps, who is the next Cabinet
officer to go to China, to hopefully, or possibly, be able to
agree on in the time she has set out. It's obviously very im-
portant in order to facilitate the kinds of contracts I have
discussed.

My impression from talking to the Chinese is that they are
prepared and willing to allow American businessmen to locate
there, where that is needed; that the limitations, in my judgment,
are not really political; that the limitations, where they exist,
are essentially logistic in nature. The Chinese simply do not
have facilities in the major places where U. S. businesses would
have to locate to put up and accommodate a lot of people. And
a lot of preparation will have to be done.

So I suspect it will be a gradual process. If you turn to
the press, for example, I gather they have now allowed some of
the wire services in, and told them they have to work out of
their hotel rooms. There simply is no place for them. And all
of that has to be developed and built. It takes time and money.

QUESTION: Did you get the feeling they were working on that;
that this is something they're --

SECRETARY BLUMENTHAL: It's on their minds. How actively
they've begun implementing it, I don't know.

QUESTION: Mr. Secretary, 1is there any significance in the
fact that the claims agreement you initialed about two years ago
1s not available in Washington, the text?

SECRETARY BLUMENTHAL: There's no significance to that. That
will be made public when it's signed, and we expect it to be
signed very shortly.
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QUESTION: You mentioned, in terms of trade with China,
two sets of possibilities. One, the development of their natura]
resources in the country: manganese, zinc, and things of this
sort. And secondly, light industry such as textiles. So the
two points of my question are with regard to the development of
natural resources. Is the government prepared to support the
investment, the money that would be required to bring the
Chinese metals to the market? And, secondly, with regard to tex-
tiles and other light industries, I tend to think there was
considerable concern for the present trade and the disproportion
that the impact that they might have on some segments of the
population, on account of the fact you do have countries such as
China that can only furnish us goods in certain categories which
happen to be the areas in which minorities and women are dispro-
portionate to employees.

I wonder to exactly what extent the Administration has a
program that will be effective in terms of lifting the harm in
that area, and what do you propose to be done?

SECRETARY BLUMENTHAL: Let me deal with both of those ques-
tions. In the first one, you asked if the government was willing
to support these investments. You mean, the U. S. government?

QUESTION: Yes, guarantees or whatnot, because it's a consid-
erable amount of money.

SECRETARY BLUMENTHEAL: At the moment, the U. S. government
has no legal authority to provide any of those resources. The
only way we could -- and that would be in a very limited way --
would be through Ex-Im Bank credits. Essentially, the raw material
resources would have to be done through private arrangements.
The obvious and most immediate case is oil. I do not have the
impression from talking to the large number of oil companies with
whom the Chinese have had preliminary discussions, all of whom
have been in to see me, that that's going to be a problem. The
question is, what kind of a contract is negotiated. But the larg
0il companies are quite willing to make arrangements to provide
the resources, providing they can get a kind of contract that
allows them to have access to the product that emerges. They're
willing to take the risks inherent in this.

So the answer is, don't look for the U.S. government to
provide a lot of resources. And, beyond that, I don't think 1t
will be necessary anyway.

As to the second question, I'll try to address myself a
little bit to that. Obviously, we have to be very honest with
them, and let me tell you, we are being very honest with them.
Certainly, Ambassador Strauss, in his negotiations on the textile
problem, is being honest and saying we have bilateral agreements
under the Multi-Fiber Arrangement in effect with many countries
under which the amounts, or the quantities of textiles, imported
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into the United States, are limited by import ceilings on many
categories of textile and apparel products.

I don't know how many controlled categories there are now.
Years ago there used to be 64 controlled cotton categories. Now
there are over 100 such categories covering cotton, wool and
man-made fibers products. We have told the Chinese that they're
going to have to fit into this structure. The amount of square
yard equivalent lengths imported into the United States has risen
steadily over the past 20 years. As the total market in the
United States for textiles has risen, so has the percentage of
imports to the domestic market. There is no reason, however,
why it is not possible to develop a scheme -- even for textiles
which are in a most sensitive category -- that would provide
reasonable opportunity for Chinese textile exports. It's not
going to be large. That's not what is going to fund the development
requirements of China. But there's no reason why China has to
be excluded from the U.S. textile market.

The problem of textiles is really an overall problem of the
U.S. economy. Providing reasonable Chinese entry into this
market is not going to affect it one way or another, because we
have some global notions in mind of what we can accept. To
answer the second part of that question, we have, of course, a
variety of programs other than the MF2A which provide adjustment
assistance to workers, minorities, women, or other workers, such
as older workers, who are adversely affected by shifts away from
the production of such products.

But basically, it has been, I think, the policy of the U.S.
government over the years, under various Administrations, to
insure that the U.S. market for domestically produced textiles
remains at appropriate levels within the United States. There
are similar cases for other labor-intensive goods.

On the other hand, I picked out the example of bicycles
earlier, because I thought here was a good case where we don't
have that problem, because for all practical purposes there
isn't a production base in the United States at this point.

QUESTION: Can you indicate the amount of progress that
China has made on drafting a commercial code?

SECRETARY BLUMENTHAL: Really, I don't know. I think they
have begun. They're working on it, but I don't know the details
of that, or just how far along they are.

QUESTION: Isn't it true that in order to grant China these
export-import loans that they need so badly, we must first give
them Most Favored Nation status, which requires Congressional
action? I wanted to ask you really what your candid assessment
is, as to whether Congress will give them the Most Favored Nation
status. And if they do not get it, do you have any plans to
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suggest any other ways, legislatively perhaps, that they can
get these export-import loans?

SECRETARY BLUMENTHAL: The granting of Export-Import Bank
credits is restricted by two pieces of legislation. One 1s
the Jackson-Vanik Amendment. The other one is the Stephenson
Amendment. We have to deal with both of those in an effort
to extend official credit. Credits will not be part of a trade
agreement, but there will be a subsequent consideration of that,
I'm sure.

What the chances of success are, I cannot tell you, candidly
or otherwise. I really don't know. I think that there is a
general recognition from Congress that it is logical and proper
for us to try to work out a way to do that now that political
normalization has been achieved. And I am not pessimistic about
the possibility that something can be worked out. I'm optimistic,
That's why I thought it was proper for me to indicate to them
that was our intention to do so. And I think one can optimisticall
expect that it can be worked out. But I can't guarantee it.

QUESTION: You haven't talked at all about your visit to
Shanghai. I'm interested in hearing how you compare it to the
40's, when you left, and to 1973, when you went.

SECRETARY BLUMENTHAL: I could take a long time to talk
about that. Obviously, apart from the fact it was a very hmmrmﬂ
personal experience for me, in comparing it to the period which
I lived there I would say all the obvious things, only perhaps
I would say them with a lot of feeling. Shanghai was truly a
city in which there were not laws. It was completely an open
city. It was a place in which anything could be secured if you
had the price for it, and a place in which the injustices of man
toward fellow man were more graphically evident for all to see,
than any other place that I've ever visited.

It was a place that was rampant with disease. Hundreds of
people were dying every day and there was no money for the
relatives to bury them. Infants were abandoned at birth. All
manners of disease; cats, dogs; rabies; prostitution; drugs;
gambling; you name it. I think you get the general picture.
Being "shanghaied" really has some meaning. It was a refuge. I
was the last refuge for adventurers, crooks, and all manner of
odd types from all over the world. That's all gone.

If there are adventurers or crooks, they're not out in the
open for anyone to see. There are not cats and dogs for anyone
to see. There is not evidence of hunger. I did not see anywhert
this time or in 1973 any evidence of any person who was not
reasonable well fed. I did not literally see anyone in rags,in
tattered clothes. This was wintertime when I was there; in 1973
it was summer. People had decent clothes to wear. They
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were much more colorful now than they were in 1973, but they

were adequate and comfortable in both instances. I think the
people living in the streets, the people living in shacks, are
gone. The people live poorly by our standards. They live in
very crowded circumstances and in what clearly would be sub-
standard housing. The housing in our slums in the worst areas

of our cities is pretty good housing by the standards of Shanghai
and other cities in China.

But people have a roof over their heads. And although it's
very inadequate for them, for many of them, it is an improvement.
One great sense that I had, particularly this time, is of tre-
mendous overpopulation -- a sense of people, people, people
everywhere, and not a place to step. You literally can't walk
on the sidewalks. You have to walk out in the middle of the
streets. The sidewalks are so crowded.

Now, I'm told that some of that is due to people coming
into the city to do their shopping. But whatever the reason is,
you just can't get away from people. If you want to know what
overcrowding is and what a population problem really is, or what
it's going to be like, walk around the streets of Shanghai. So
you have that sense of 400 million people having gone to a
billion, and you feel it in China today. There's a sense of
orderliness and civic obedience. People line up. People line
up for buses. It's incredible for anyone who grew up in China
to see that -- people getting into lines to climb onto buses,
where before they'd kill each other to get on buses. So at that
level, obviously, it's a place which for virtually all of the
Chinese people is a much better place to live.

QUESTION: Mr. Secretary, this is due to the tremendous
discipline that has been instilled through the past 30 years
under the Mao regime. Do you see anything slipping there as we
go along?

SECRETARY BLUMENTHAL: 1It's still there, and I can't really
tell whether it will change. At the moment, it's there.

QUESTION: There are great number of students coming in
huge numbers and will come to study here. What are the impli-
cations that that will have for controls?

SECRETARY BLUMENTHAL: My impression is that the number of
students that will come here is not huge. I heard yesterday at
the Chinese Embassy that the expected some 500. So it's going
to be in the hundreds or maybe low thousands, but not a very
large number. Obviously, one of the great problems is that
there has been a tremendous gap in China with the universities
and colleges not functioning for practical purposes for quite a
while. And they have to catch up with that, and that's another
great problem in pursuing their development program. These
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people will work hard, as Chinese students tend to 4o, and try
to learn a lot. They'll be very busy. Obviously, it will '
impact, because they will come back with new ideas. But I don't
think it will have a vast impact on China as a country. The
numbers are much too few.

MS. SULLIVAN: I think we have time for one more question.

QUESTION: Mr. Secretary, there seems to be a growing
interest in Congress about the creation of a Department of Trade.
Do you foresee this as a possibility? And what do you think of
that?

SECRETARY BLUMENTHAL: It's certainly a possibility, because
there is considerable interest in it in Congress. It's not a
new question. 1It's been considered over the years. There is no
Administration position on this. So I am somewhat restricted in
what I could say to you. I have wrestled with this problem on
and off and on in a previous incarnation -- the last time I was
in government. I think it's not easy in our system in the United
States to set up a separate Department of Trade.

And one has to be clear as to what one is trying to estab-
lish. If you want a Department of Trade for the purpose of
centralizing and promoting the development of exports, that's
one thing. If you want to set up a Department of Trade, that
is analogous to what the Japanese have under their MITI, Ministry
of International Trade and Industries, you have a different kind
of thing. And generally speaking, it has been felt that that
kind of department would not fit into the American structure
very well. So I see some problems.

I don't know what position we will take on it. It's still
being discussed. And I think the question of goals and defini-
tion is a very important one.

MS. SULLIVAN: Thank you very much.
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FOR RELEASE AT 4:00 P.M. March 20, 1979

TREASURY'S WEEKLY BILL OFFERING

The Department of the Treasury, by this public notice,
invites tenders for two series of Treasury bills totaling
approximately $6,000 million, to be issued March 29, 1979.

This offering will result in a pay~down for the Treasury of about
$200 million as the maturing bills are outstanding in the
amount of $6,208 million. The two series offered are as follows:

91-day bills (to maturity date) for approximately $3,000
million, representing an additional amount of bills dated
December 28, 1978, and to mature June 28, 1979 (CUSIP No.
912793 Z3 3), originally issued in the amount of $2,909 million,
the additional and original bills to be freely interchangeable.

182-day bills for approximately $3,000 million to be dated
March 29, 1979, and to mature September 27, 1979 (CUSIP No.

912793 2N 5),

Both series of bills will be issued for cash and in
exchange for Treasury bills maturing March 29, 1979.
Federal Reserve Banks, for themselves and as agents of foreign
and international monetary authorities, presently hold $3,362
million of the maturing bills. These accounts may exchange bills
they hold for the bills now being offered at the weighted average
prices of accepted competitive tenders.

The bills will be issued on a discount basis under competitive

and noncompetitive bidding, and at maturity their par amount will
be payable without interest. Both series of bills will be issued
entirely in book-entry form in a minimum amount of $10,000 and in
any higher $5,000 multiple, on the records either of the Federal

Reserve Banks and Branches, or of the Department of the Treasury.

Tenders will be received at Federal Reserve Banks and
Branches and at the Bureau of the Public Debt, Washington,
D. C. 20226, up to 1:30 p.m., Eastern Standard time,
Monday, March 26, 1979. Form PD 4632-2 (for 26-week series)
or Form PD 4632-3 (for 13-week series) should be used to submit
tenders for bills to be maintained on the book-entry records of

the Department of the Treasury.

B-1469



-2-

Banking institutions and dealers who make primary markets 1in
Government securities and report daily to the Federal Reserve
Bank of New York their positions in and borrowings on sugh
securities may submit tenders for account of customers, if the
names of the customers and the amount for each customer are .
furnished. Others are only permitted to submit tenders for their

own account.

Payment for the full par amount of the bills appligd fgr
must accompany all tenders submitted for bills to be maintained
on the book-entry records of the Department of the Treasury. A
cash adjustment will be made on all accepted tenders for the
difference between the par payment submitted and the actual issue
price as determined in the auction.

No deposit need accompany tenders from incorporated banks
and trust companies and from responsible and recognized dealers
in investment securities for bills to be maintained on the book-
entry records of Federal Reserve Banks and Branches. A deposit
of 2 percent of the par amount of the bills applied for must
accompany tenders for such bills from others, unless an express
guaranty of payment by an incorporated bank or trust company
accompanies the tenders.

Public announcement will be made by the Department of the
Treasury of the amount and price range of accepted bids.
Competitive bidders will be advised of the acceptance or
rejection of their tenders. The Secretary of the Treasury
expressly reserves the right to accept or reject any or all
tenders, in whole or in part, and the Secretary's action shall be
final. Subject to these reservations, noncompetitive tenders for
$500,000 or less without stated price from any one bidder will be
accepted in full at the weighted average price (in three
decimals) of accepted competitive bids.

Settlement for accepted tenders for bills to be maintained
on the book-entry records of Federal Reserve Banks and Branches
must be made or completed at the Federal Reserve Bank or Branch
on March 29, 1979, + in cash or other immediately available
funds or in Treasury bills maturing March 29, 1979, Cash
adjustments will be made for differences between the par value
of maturing bills accepted in exchange and the issue price of
the new bills.
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Under Sections 454(b) and 1221(5) of the Internal Revenue
Code of 1954 the amount of discount at which these bills are sold
is considered to accrue when the bills are sold, redeemed or
otherwise disposed of, and the bills are excluded from
consideration as capital assets. Accordingly, the owner of these
bills (other than life insurance companies) must include in his
or her Federal income tax return, as ordinary gain or loss, the
difference between the price paid for the bills, whether on
original issue or on subsequent purchase, and the amount actually
received either upon sale or redemption at maturity during the
taxable year for which the return is made.

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76 and 27-76, and this notice, prescribe the terms of
these Treasury bills and govern the conditions of their issue.
Copies of the circulars and tender forms may be obtained from any
Federal Reserve Bank or Branch, or from the Bureau of the Public
Debt.
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FOR RELEASE AT 1:30 P.M. MARCH 20, 1979

TREASURY POSTPONES AUCTION OF
TWO YEAR NOTES
The Treasury today announced it was postponing the
auction of $2,880 million of 2-year notes originally
scheduled for Wednesday, March 21, 1979. This postponement
is necessary because Congressional action on legislation
to raise the temporary debt limit to allow delivery of

the new 2-year notes is not at this time assured.

Interested investors are advised to look for notice of
any rescheduling of this auction in the financial press or
to contact their local Federal Reserve Bank for such informa-

tion.
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FOR RELEASE UPON DELIVERY
Expected at 10:00 a.m.
Thursday, March 22, 1979

STATEMENT OF EMIL M. SUNLEY,
DEPUTY ASSISTANT SECRETARY OF THE TREASURY FOR TAX POLICY,
BEFORE THE SUBCOMMITTEE ON OVERSIGHT OF THE
HOUSE WAYS AND MEANS COMMITTEE
ON THE INVESTMENT TAX CREDIT

Mr. Chairman and Members of this Distinguished Committee:

I am pleased to appear before you today to discuss the
investment tax credit. This credit, which will reduce
Federal receipts by over $15 billion in fiscal year 1980, is
one of the largest tax expenditures of the Federal Government.
It is, therefore, important that Congress periodically
reexamine its impact on the economy and consider how its
efficiency and fairness might be improved. I am not today
going to recomrend changes in the credit. A major thrust of
my testimony is that the credit should not be turned on and
off as a countercyclical policy but should be viewed as a
stable feature of our tax law. I will, however, discuss
some of the pros and cons of making several changes in the
structure of the credit.

The investment credit is equal to 10 percent of qualified
investment. Assets eligible for the investment credit
include most machinery and equipment, but generally do not
include structures. Eligible equipment is restricted to
depreciable property with a useful life of 3 years or more.

The investment credit can be regarded as similar to a

cash grant tc purchasers of certain capital equipment, with
certain peculiar rules related to the fact that it is
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cleared -- that is, paid and distributed =-- through the tax
system. The credit, however, differs in significant ways
from an across-the-board 10 percent subsidy for new machinery
and equipment.

° The credit is not refundable. If tax liability exceeds
$25,000, the credit is limited to $25,000 plus 60
percent of tax liability in excess of $25,000. 1In
1982, after a transition period, the tax liability
limitation will be increased to 90 percent. Prior to
1978, the credit beyond the first $25,000 was limited
to 50 percent of tax liability. Unused credits may be
carried back 3 years against prior tax liability and
carried over for 7 years. Treasury estimates that
credits claimed by corporations were about 68 percent
of the tentative credits earned in any year when the 50
percent limit was in effect. The carryback and carry-
over provisions enabled about 85 percent of these
tentative credits ultimately to be used. The 90 per-
cent limit will increase to about 78 percent the fraction
of credits claimed by corporations in the year they are
earned.

° The credit is reduced for short-lived assets. Invest-
ment qualified for the credit is two-thirds of the cost
of the asset if the useful life is at least 5 but less
than 7 years and is one-third of the cost of the asset
if the useful life is at least 3 but less than 5 years.
On the average, the short-lived property rules reduce
the allowable amount of the investment credit by 10 to
15 percent.

° When an asset is purchased, its expected life is used
in determining the fraction of the asset cost for the
credit. Upon disposition of the asset, if actual life
is less than the expected useful life any excess
investment credits claimed in a prior year are recaptured.

° The investment credit claimed does not reduce the cost
basis used for depreciation. Even though the Government
has, in effect, paid for 10 percent of the investment,
100 percent of the purchase price may be depreciated.
The tax savings from this additional depreciation to a
corporation in the 46 percent bracket is equivalent,
for an asset of average life (12 years) to a 29 percent
increase in the investment credit from 10 percent to

12.9 percent.



In evaluating the investment credit, some fundamental
questions should be asked:

° Should we subsidize the purchase of machinery and
equipment?

° Does the investment credit substantially increase
investment in machinery and equipment? Does it increase
total investment?

°® Are there more effective ways of providing the same
subsidy?

° Does the investment credit create unintended or undesirable
side effects? Some that have been mentioned are: 1)
discrimination against small firms and rapidly growing
firms because credit is limited to 90 percent of tax
liability, 2) encouragement of leasing, 3) discrimination
among investments with different useful lives, and 4)
increased opportunities for tax shelters.

The main purpose of the investment credit is to increase
permanently the fraction of GNP allocated to savings and
investment. To the extent it accomplishes this, it increases
the rate of growth immediately, and provides a permanent
increase in the amount of capital per worker, productivity,
and real wages.

A second objective of the investment credit is to
increase the proportion of total private savings allocated
to investment in machinery and eguipment. The credit
stimulates capital formation in major manufacturing industries
and also furthers innovation by accelerating the installation
of new capital embodying the most recent technological
advances. The credit has not been extended to most real
estate since this industry benefits from other significant
tax preferences.

Impact on Investment

Any evaluation of the investment credit must consider
how much it promotes these two objectives -- increasing the
overall rate of capital formation and allocating a larger
share of national savings to investment in machinery and

equipment.



The investment credit operates by providing an incentive
for firms to purchase new machinery and equipment. To
finance these increased purchases, firms must acquire more
funds, either through higher retained earnings, new equity
issues, or increased borrowing. As firms bid for the scarce
supply of savings generated in the economy, the return on
savings is increased. This encourages an increased flow of
savings at any level of income. In order for the rate of
capital formation to increase, these increased savings must
be forthcoming to match the increase in investment demand.

The net effect on total investment, therefore, depends
not only on the stimulus to investment demand but also on
the responsiveness of private savings to increased rates of
return. It also matters how the revenue cost of the credit
is financed, by the Federal Government. If it is financed
by a larger deficit, the resulting increase in government
borrowing will reduce savings elsewhere; if it is financed
by increases in taxes on labor income or consumption or by a
reduction in Government spending on current period goods and
services, there will be an increase in savings at the expense
of current consumption.

Economic theory strongly supports a conclusion that the
investment credit increases the rate of capital formation.
However, the size of its impact relative to the revenue loss
is in dispute. A review of econometric studies reveals
considerable uncertainty about the impact of the investment
credit and of other capital formation incentives on total
savings and investment.

A number of econometric studies have estimated the
impact of the investment credit, and of other tax incentives
to capital formation, on investment. The findings of this
research are highly varied because investigators have used
different methods and assumptions.

Early research by Professors Robert Hall and Dale
Jorgenson found that enactment of the investment tax credit
in 1962 had a powerful effect on investment demand in the
1960s. The Hall and Jorgenson study focused on the role of
the credit in increasing the demand for capital by lowering
the price of capital services. Their theoretical model used
a formulation of the demand for capital that assumed that a
10 percent reduction in the price of capital services --
which could be achieved by a 10 percent refundable investment



credit with a basis adjustment for depreciation -- would
increase in the long run the stock of capital demanded by 10
percent. Subsequent investigators used more flexible
assumptions that allowed them to estimate the impact of the
investment credit on the long-run demand for capital and
that, to varying degrees, stressed other factors as deter-
minants of investment, such .as corporate cash flow, expected
future sales and financial market variables. The estimated
long-run impact of the investment credit on the demand for
capital in these studies is highly variable. Professor
Charles Bischoff, for example, estimated that a 10 percent
reduction in the cost of capital would also raise the demand
for capital by 10 percent, while Professor Robert Coen
estimated that such a reduction in the cost of capital would
increase the demand for capital by only 3 percent. Professor
Robert Eisner's estimates of the impact on capital formation
of the investment credit are even smaller.

Studies that focus on investment demand alone ignore an
important potential constraint on the effects of the invest-
ment credit -- the need for additional private savings to
finance increased investment. If more private savings are
forthcoming only if the after-tax yield from savings increases,
then the resulting increase in interst rates will choke off
some of the potential increase in investment demand.
Professors Paul Taubman and Terence Wales have explored this
issue, estimating that the need for higher interest rates to
bring forth additional savings, reduces the impact of the
investment credit to about one-fourth of the estimated
increase in demand for capital. This issue -- the extent
to which additional savings will be forthcoming to finance
an increased demand for capital -- remains an important
source of differences in estimating the impact of capital
formation incentives such as the investment credit.

While the effect on total capital formation of the
investment credit is uncertain, available evidence shows
that the sectoral impact is strong. By changing the relative
rewards to different uses of savings, the investment credit
Increases the share of teotal investment allocated to qualified
machinery and equipment and reduces the share allocated to
other sectors, especially real estate. The relatively
strong impact of the credit on investment in macpinery and
equipment has been shown in many studies, beginning with the
original paper by Professors Hall and Jorgenson. 1In a 1971
paper, Henry Aaron, Frank Russek and Neil Singer provided
evidence from econometric simulations that removal of the




investment credit in 1969 caused a significant shift of new
investment from machinery and equipment to real estate, more
than offsetting the effects of tightening real estate
depreciation and recapture rules. Their findings are
consistent with what we would expect in an economy where
investors are seeking the highest after-tax return on their
dollars and efficient financial markets facilitate movements
of funds between different sectors.

Countercyclical Policy

One frequently used argument that is not an appropriate
goal for the investment credit is short-run economic stimulation.
It is true that an increase in the investment credit by
itself increases the demand for investment and therefore
could increase employment and promote recovery at a time
when the economy is depressed. However, it should be recognized
that any increase in the deficit can increase total demand
in the economy and, if there is unemployment, create additional
jobs. 1If fiscal stimulus is needed, individual tax cuts may
well be superior to business tax cuts or changes in the
investment credit or other expenditure programs because the
individual tax cuts are probably translated into additional
spending with shorter lags and less leakage into savings.

Moreover, changes in the investment credit are a very
poor tool of countercyclical policy. Econometric studies
have found a strong effect on aggregate demand from the
investment credit. However, because capital spending plans
are frequently made well in advance of actual expenditures
and are difficult to change once set in motion, the invest-
ment credit impacts with a very long time lag. In the past,
changes in the credit have often been poorly timed. The
credit was temporarily suspended in 1966 -- just before the
1966-67 pause in economic growth. It was restored in 1967 --
just prior to the inflationary boom of the late 1960's. It
was removed in 1969 -- just before the 1970 recession. It
was restored again in 1971 -- shortly preceeding the over-
heating of the economy in 1972 and 1973. In all of these
cases, the change in the investment credit had its strongest
effect on aggregate demand at the wrong time; it was expansionary
during an upswing and contractionary during a slump. Of
course, this need not always result from a change in the
credit, but the long-time lag between enactment of a change
and its effect on investment demand make the investment tax
credit an imprecise and uncertain tool of countercyclical

policy.



Also, changes in the credit raise problems of determining
appropriate transitional rules. For example, when the
credit is suspended or reinstated, should the credit remain
available for machinery and equipment placed in service
before the effective date or to machinery and equipment
ordered before the effective date? 1In the past, determination
of how new rules should apply has been different for sus-
pension of the credit than for reinstatement. When the
credit was repealed in 1969, taxpayers could still receive
credit for eligible property subject to a binding commitment
before the change was first proposed by the Administration,
as long as the actual delivery of the property occurred
before the end of 1975. 1In contrast, the restoration of the
credit in 1971 was made effective for property acquired or
completed after the announcement date, August 15, 1971, or
for property on which construction was begun or an order
placed between March 31, 1971 and August 15, 1971. Further
changes in the credit would require additional detailed
rules relating timing of different stages of the acgquisition
process.

In summary, changes in thbe investment credit rate
should not be considered in terms of short-run stabilization
objectives, but for its long-run effect on capital formation
and on promotion of the best use of available private
savings. It is worthwhile for Congress to review periodically
the effectiveness of the credit in achieving these long-run
objectives; future changes in the investment credit should
be based on these considerations and not, as has sometimes
occurred in the past, on short-run economic forecasts.

Structural Issues

Introduction. Having reviewed the reasons for subsidizing
the purchase of machinery and ecuipment by private firms, I
now want to turn to the consequences of using the tax system as
the mechanism for paying the subsidy, and what structural
changes in the credit might be considered.

It is useful first to consider the simplest form of a
subsidy to machinery and equipment: a direct grant program.
Congress could encourage the purchase of machinery and
equipment by allocating funds to the Department of Commerce,
which would make payments to firms equal to 10 percent of
the value of any qualified equipment purchased, or placed on
order, after a specified effective date. Commerce would do
this without regard to the tax posture of the recipient. 1If



this type of subsidy were enacted, the normal method of tax
treatment would be to regard the grant as a Government
contribution to capital. The recipient's depreciable basis
would not include the Government's contribution. The subsidy
rate could be adjusted to make this type of cash grant
program provide the same total subsidy to business firms as
the investment credit. However, the distribution among
firms of benefits received would be different than under
current law. Firms that currently are not able to make full
use of the credit or that invest heavily in short-lived
property would be net gainers.

The investment tax credit could be altered to conform
exactly to this direct subsidy program. This equivalence
could be achieved by making the investment credit refundable,
requiring a downward basis adjustment. for the amount of
credit received, and repealing the short-lived property
rules. The only major difference between this type of
investment credit and a direct expenditure program is that
the tax credit would be under the jurisdiction of the
congressional tax committees rather than appropriation and
authorization committees and would not appear in the budget
of any agency. Thus, with a tax credit, total Federal
expenditures appear to be smaller. However, the effect on
the deficit ans on the amount of incentive provided for
investment in machinery and equipment would be the same as
an equivalent direct subsidy program.

This comparison illustrates that the present credit can
be viewed as a direct expenditure program which is distributed
through the income tax system, and which has some peculiar
features because the income tax system is used. These
special features create complexities in administration,
anomalies for tax policy, and some unintended side effects.
For this reason, their rationale and consequences deserve
examination.

Nonrefundability

The most important of these provisions is the nonrefund-
ability of the credit and its limit to 90 percent of all tax
liability in excess of $25,000. This provision is important
not only for its direct effects, but because it creates a
need for other provisions -~ the carryover and carryback
rules and the inclusion of the credit in the depreciable
basis -- that would not be likely features of an expenditure
program to promote investment.



There are two rationales for nonrefundability of the
investment credit -- one cosmetic and one substantive. The
cosmetic reason is that, without the tax liability limit, it
would appear that some large corporations are paying no tax
or, in some cases, negative taxes. This issue of providing
special tax relief for corporations would not arise if
direct subsidies were used. Data on farm subsidy payments,
for example, are not used to show that wealthy farmers pay
no tax, and people do not consider linking eligibility to
receive farm subsidies to a farmer's tax liability.

The substantive justification for the tax liability
limitation relates to the numerous other subsidies being
cleared through the tax system. These other tax subsidies
should be taken into account. An example, as noted before,
is offsetting the highly favorable tax treatment of real
estate by restricting the investment credit to machinery and
equipment. Restricting the credit by tax liability tends
to limit its availability to other sectors receiving other
tax subsidies -- for example, mining -- and thus tends to
even out the total level of subsidies distributed in
connection with any particular kind of activity. But the
levelling out effect is haphazard because it depends in each
case upon the mix of business in a particular company. As
a result, it may encourage business combinations and mergers
that are otherwise undesirable.

The denial of a portion of the investment tax credit to
firms with low tax liability may have adverse consequences.
Low tax liability is not necessarily the result of an
abundance of tax subsidies. Companies experiencing temporary
losses, companies making large expansions in capacity, and
companies generally experiencing rapid growth frequently may
not have sufficient tax liability to claim the full credit
in the current period even though the income that will be
earned from current period investment will generate high tax
liability in the future. There is no reason to limit or
deny the credit received by these companies.

The adverse consequences of nonrefundability are
mitigated to some extent by provisions for the carryback and
carryover of excess credits. In addition, firms with low
current period tax liability can lease machinery and equip-
ment from firms with sufficient tax liability to utilize
fully the investment credit. By charging lower rental
payments the benefits of the investment credit may be passed
through by the lessor to the lessee. The lessor, however,
usually has to be paid a "commission," and this commission
represents an economic cost. There is no particular reason
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why the tax law should encourage leasing transactions where
private parties, not influenced by tax considerations, would
not consider leasing a convenient and low cost method of
financing assets.

Carryback and carryover Rules

Provisions allowing tentative investment credits to be
carried back 3 years and carried forward 7 years to offset
past and future taxes mitigate the most severe consequences
of nonrefundability by permitting new and growing firms and
firms with temporarily depressed earnings to use the credit.
But they are not complete remedies for those consequences
because a credit received today is worth substantially more
than one which will not be received until 7 years from today.
Equally seriously, these provisions, increase the complexity
of the law. Their most serious consequence is to make it
much more difficult to write a simple law =-- however desirable --
which would exclude the credit from depreciable basis.
Because of the tax liability limitations on the credit, even
with carryovers we do not generally know if and when the
credit will be used. Therefore, a basis adjustment for
depreciation would necessitate recomputing the depreciable
basis when credits expire at the end of the carryover period.
This type of computation is possible, but would severely
complicate depreciation accounting.

Basis Adjustment for Depreciation

Normally, firms would not be permitted to depreciate
against taxable income the value of a cash subsidy received
from the Government. However, under present law, the tax
credit is included in the basis for tax depreciation even
though it represents the portion of the asset's cost paid
for by the Government, not the firm.

Including the credit in allowable depreciation raises
the effective rate of investment credit by providing firms
with extra tax deductions. In effect, the benefit of a $100
investment credit received by a taxpayer who purchases a
$1,000 machine can be viewed as divided into two pieces.

The first piece -- the credit itself -- reduces the cost of
the asset by 10 percent for all taxpayers. The second piece
is the $100 of additional tax depreciation in excess of the
taxpayers' investment over the life of the asset. This
piece is worth more to taxpayers in high tax brackets and is
more valuable for short-lived assets because the benefits of
tax depreciation for those assets are received sooner.




- 11 -

Because the extra depreciation is worth more to high
bracket taxpayers, such taxpayers receive more encouragement
to invest in qualified machinery and equipment than low
bracket taxpayers. As in other situations where income is
improperly measured, encouragement is provided for tax
shelter formation. One way this has been manifested in the
past is through leasing transactions that enable high
bracket individual investors not actually using the qualified
equipment to benefit from the credit. However, a 1971
provision limiting investment credits available to noncorporate
lessors has substantially curbed this source of tax shelter
abuse.

Reduction of Credit for Short-lived Assets

The extra benefit to short-lived assets provided by
additional depreciation is offset by allowing only one-third
of the credit for assets with a life of 3 to 5 years and
two-thirds of the credit for assets with a life of 5 to 7
years. The combined effect of these two provisions =-- the
absence of a basis adjustment and the statutory limit on the
credit for short-lived assets -- is that the investment
credit provides the greatest subsidy for assets with lives
of 7 years. Longer lived assets and shorter lived assets
receive smaller effective subsidy rates. Requiring a basis
adjustment for the investment credit would reduce the
discrimination against long-lived assets and therefore
reduce the necessity for statutory restrictions for short-
lived assets. It would also permit repeal of the recapture
rules and permit a uniform credit for both short and long-
lived assets.

Rec§pture

The determination of asset life for the purpose of
computing creditable investment is generally performed when
the asset is placed in service. In the event of early
disposition, the credit is recomputed if the limitations on
short-lived assets apply to the actual asset life. Any
difference between the investment credit claimed and the
investment credit that would have been claimed if the actual
life were used is recaptured.

Recapture provisions are an additional source of
complexity in the investment credit. (Commissioner Kurtz
will describe this complexity in his testimony.) Recapture
would not be an issue if the investment credit were not
limited for short-lived assets; but this requires a basis
adjustment.
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The 1974 Treasury Proposals

This discussion has illustrated some of the complexities
and problems that have arisen from subsidizing the purchase
of capital equipment through the tax system. I have mentioned
how it is possible to design an investment tax credit
exactly equivalent to a cash grant subsidy that would reduce
these complexities and make the subsidy more neutral. The
Treasury Department's 1974 proposal for restructuring the
investment credit would have accomplished this objective.
Along with increasing the rate of investment credit from its
then 7 percent rate to the current 10 percent rate, the
Treasury proposed to:

° Eliminate the limitations based on useful life, so that
all property with useful life of more than 3 years
would qualify for the credit.

° Provide for full refundability of the investment credit
with a 3-year phase-in.

° Require the taxpayer to reduce the cost basis of
qualifying property for depreciation by the amount of
the investment tax credit.

Pros and Cons of Restructuring

Restructuring the credit, as proposed by the Treasury
in 1974, would eliminate many of the problems of the current
law. It would provide for an equal reduction in the cost to
private firms of all assets with a life over 3 years. By
not providing any tax-exempt income, it would be equally
valuable to taxpayers in all income brackets. It would
eliminate the need for complex carryover and carryback
provisions and for recapture. Taxpayers would not engage in
leasing transactions solely for tax purposes. In conjunction
with the other changes, the credit rate could be altered to
provide the same overall incentive to investment.

Although this type of restructuring has advantages and
may indicate how the investment credit should have been
designed originally, there are problems in changing current
law. First, while the credit rate could be adjusted to
maintain the same overall incentive, the benefits to some
firms would increase and to others would decrease. Raising
the credit rate to prevent major losses to any industry from
the change would require a significant increase in the
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average investment incentive and would result in a large
revenue loss to the Treasury. In addition, even if the
average incentive to investment is unchanged, the restructuring
proposed in 1974 would cause a significant immediate revenue
loss to the Treasury. The revenue loss from increasing the
rate of the credit would be incurred immediately while the
revenue gains from requiring a basis adjustment would accrue
over the life of the asset. Thus, even if the present value
of revenue to Treasury is unchanged -- the higher future
revenue offsetting the immediate lost revenue -- the deficit
would be increased in the short run from the restructuring
proposals.

Conclusion

The investment tax credit is a major tax expenditure
program designed to increase investment, particularly in
machinery and equipment. Available econometric research
shows that it does promote increased investment, but its
cost effectiveness at achieving this objective is still in
dispute.

The investment credit is not a reliable tool of counter-
cyclical policy. Changes in the investment credit should be
considered only in the context of overall policies to
stimulate long-run capital formation, and not to offset a
temporarily overheated or depressed economy.

The investment credit could be made more similar to a
direct expenditure program by allowing refundability, requiring
a basis adjustment, and permitting the same credit rate for
all asset lives. These changes if adopted as a package,
would reduce the bias against short-lived and very long-
lived assets in the present credit, reduce tax shelter
problems, end the artificial encouragement to leasing, and
eliminate the necessity for complex carryover rules. On the
other hand, such a restructuring of the investment credit
would be difficult to accomplish without large short run, or
even permanent revenue losses.
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FEDERAL FINANCING BANK ACTIVITY

Roland H. Cook,.Secretary, Federal Financing Bank (FFB),
announced the following activity for February 1-28, 1979.

New Program

On February 7, the FFB entered into an agreement with the
Secretary of Housing and Urban Development (HUD) whereby HUD
agrees to guarantee and the FFB agrees to purchase obligations
issued by local government units pursuant to Section 108 of the
Housing and Community Development Act of 1974, as amended.
Proceeds from the sale of these obligations are used to finance
the purchase of real property by local governments, or the
rehabilitation of real property already owned by local govern-
ments. The FFB commitment is in the amount of $500 million and
expires September 30, 1979.

Guaranteed Lending

FFB provided Western Unien Space Communications, Inc., with
$18,675,000 on February 1, and $7,700,000 on February 20 at
annual interest rates of 9.378% and 9.553%, respectively. These
advances mature October 1, 1989, and are part of FFB's $687
million financing of a satellite tracking system to be constructed
by Western Union and used by the Natienal Aeronaytics and Space
Administration, which guarantees repayment of the advances.

Under notes guaranteed by the Rural Electrification -Admin-
istration, FFB advanced a total of $55,211,000.00 to 19 rural
electric and telephone systems.

FFB made 27 advances on existing loans to 15 foreign govern-
ments totalling $28,156,519.61. These advances are guaranteed
by the Department of Defense under the Arms Export Centrol Act.

During February, FFB purchased the following General Services
Administration participation certificates:

Interest
Series Date Amount Maturity __Rate
K-016 2/1 $1,565,679.00 7/15/04 9.057%
M-042 2/13 4,159,479.58 7/31/03 9.223%
L-051 2/16 750,521.25 11/15/04 9.226%

B-1472



On February 21, FFB purchased a total of $2,315,000 in
debentures issued by 8 small business investment companies.
These debentures are guaranteed by the Small Business Admin-
istration, mature in 3, 5, 7 and 10 years, and carry interest
rates of 9.465%, 9.315%, 9.295% and 9.285%, respectively.

Department of Transportation Guarantees

On February 16, FFB entered into two agreements with the
Secretary of the Department of Transportation (DOT) acting
through the Administrator of the Federal Railroad Administration
(FRA), whereby FFB agrees to advance funds to the Chicago and
North Western Transportation Company (C&NW). The agreement
committing $6,192,406 (511-78-2) will mature May 1, 1986, and
the agreement committing $21,193,315 (511-78-3) will mature
November 1, 1990. These are the second and third agreements
under which FFB has committed to lend funds to C&GNW. On
March 8, 1978, FFB agreed to lend $17.6 million to C&NW. This
agreement (511-78-1) will mature March 1, 1989. Funds advanced
under these agreements are guaranteed by DOT under Section 511
of the Railroad Revitalization and Regulatory Reform Act of 1976.

Under these and other notes guaranteed by DOT pursuant to
Section 511, FFB lent funds to the following railroads during
February:

Interest
Date Amount Maturity Rate
Trustee of Chicago, Rock Island 2/2 $2,112,393.00 12/10/93 9.345% an
Chicago § North Western 511-78-1 2/13 499,727.00 3/1/89 9.539% an.
Trustee of The Milwaukee Road 2/14 3,756,422.00 11/15/91 9.508% an,
Chicago § North Western 511-78-2  2/23 876,118.00 5/1/86 9.668% an
Chicago § North Western 511-78-3  2/27 534,935.00 11/1/90 9.403% s/a

On February 1, FFB lent $5.1 million to the Trustee of The
Milwaukee Road. The advance matures April 20, 1988, and carries
an interest rate of 9.115%. This sum represents the total amount
committed by FFB/to The Milwaukee Road under an April 20, 1978
Guarantee Agreement between FFB and DOT. The repayment of these

funds is guaranteed by DOT pursuant to Section 3 of the Emergency
Rail Services Act of 1970.

On February 23, FFB lent $468,400.00 to the United States
Railway Association under their Note #8. This advance is
guaranteed by the Department of Transportation, matures April 30,
1979, and carries an interest rate of 9.874%.



On February 16, the National Railroad Passenger Corp.
(Amtrak) extended the maturity on the $66 million outstanding
under their Note #17 until April 2, 1979. This maturity
extension is provided for under the terms of the Note, and
carries an interest rate of 9.725%. During February, Amtrak

also borrowed the following amounts from FFB under Notes
guaranteed by DOT:

Interest
Note # Date Amount Maturity Rate
17 2/1 $ 8,000,000.00 2/16/79 9.749%
17 2/6 10,000,000.00 2/16/79 9.66%
17 2/14 7,500,000.00 2/16/79 9.76%
17 2/15 6,000,000.00 2/16/79 9.728%
17 2/16 5,000,000.00 4/2/79 9.725%
17 2/21 6,608,801.00 4/2/79 9.856%
18 2/21 3,391,199.00 3/30/79 9.856%
18 2/22 5,000,000.00 3/30/79 9.888%

Agency Issuers

The Tennessee Valley Authority (TVA) sold FFB a $15 million
Note on February 14 and a $740 million Note on February 28.
Both notes mature May 31, 1979, and carry interest rates of
9.811% and 9.957%, respectively. Of the total $755 million
financed, $685 million refunded maturing securities, and $70
million raised new cash.

On February 2, FFB purchased a $715 million Certificate of
Beneficial Ownership (CBO) from the Farmers Home Administration.
This CBO will mature February 2, 1984, and carries an annual
interest rate of 9.333%.

In its weekly short-term FFB borrowings, the Student Loan
Marketing Association (SLMA), a federally-chartered private
corporation which borrows under a Department of Health, Education
and Welfare guarantee, refunded $300 million in maturing secu-
rities and raised $65 million in new cash. FFB holdings of
SLMA notes total $980 million.

FFB Holdings

As of February 28, 1979, FFB holdings totalled $53.2 billion.
FFB Holdings and Activity Tables are attached.

# 0 #



FEDERAL FINANCING BANK HOLDINGS
(in millions of dollars)

February 1979

Program February 28, 1979 January 31, 1979 Net Change ?f;, IC/";;‘E;/‘;Y‘/;:;S’
2/1/79-2/28/79 -,

On-Budget Agency Debt (2/1/ /28/79)

Tennessee Valley Authority $ 5,865.0 $ 5,795.0 $ 70.0 $ 645.0

Export- Import Bank 6.,898.3 6.898.3 -0- 330.0

Off-Budget Agency Debt

U.S. Postal Service 2,114.0 2,114.0 -0- -0-

U.S. Railway Association 345.9 345.4 0.5 -10.9
Agency Assets

Farmers Home Administration 25,160.0 24,445.0 715.0 2,885.0
DHEW-Health Maintenance Org. Loans 57.0 57.0 -0- -0-

DHEW-Medical Facility Loans 163.7 163.7 -0- -0-

Overseas Private Investment Corp. 38.0 38.0 -0- -2.2
Rural Electrification Admin.-CBO 637.7 637.7 -0- -0-

Small Business Administration 104.6 105.9 -1.3 -7.6
Government Guaranteed Loans

DOT-Emergency Rail Services Act 22.4 17.3 5.1 4.9
DOT-Title V, RRRR Act 61.2 53.5 7.7 25.4
DOD-Foreign Military Sales 4,447.1 4,384.4 62.8 469.2
General Services Administration 312.3 305.8 6.5 42.2
Guam 36.0 36.0 -0- -0-

DHUD-New Communities Admin. 38.5 38.5 -0- -0-
Nat'l. Railroad Passenger Corp.

(AMTRAK) 402.8 351.3 51.5 -131.6
NASA 321.3 294.9 26.4 84.7
Rural Electrification Administration 4,735.4 4,680.1 55.2 543.8
Small Business Investment Companies 281.3 279.0 2.3 30.7
Student Loan Marketing Association 980.0 915.0 65.0 235.0
Virgin Islands 21.6 21.6 -0- -0.2
WMATA 177.0 177.0 -0- -0-

TOTALS $53,220.9% $52,154.2% $1,066.6* $5,143.4*

Federal Financing Bank March 13, 1979

*Totals do not add due to rounding.



FEDERAL FINANCING BANK

February 1979 Activity

: AMOUNT : ¢INTEREST:  INTEREST
BORROWER + DATE OF ADVANCE : MATURITY : RATE PAYABLE
(other than s/a)
Department of Defense
Taiwan #8 2/1 $ 67.480.00 7/1/85 9.289%
Jordan #3 2/1 6,090.50 12/31/86 9.234%
Greece #9 2/1 1,109,807.22 5/3/88 9.193%
Jordan #2 2/5 31,865.52 11/26/85 9.149%
Greece #10 2/7 26,350,142.78 2/1/89 9.,208%
Korea #8 2/7 48,743.48 12/31/86  9.252%
Spain #2 2/7 1,423,414.00 9/15/88 9.223%
Honduras #2 2/8 66,500.00 10/7/82 9.645%
Colombia #2 2/13 79,974.00 9/20/84 9.478%
Ecuador #2 2/13 98,744.00 8/1/85 9.435%
Israel #7 2/13 1,000,000.00 12/15/08 9.232%
Jordan #3 2/13 419,340.00 12/31/86 9.387%
Spain #1 2/13 1,636,314.95 6/10/87 9.377%
Taiwan #3 2/13 79,890.46 12/31/82 9.641%
Thailand #3 2/13 162,282.00 9/20/84 9.478%
Tunisia #4 2/13 1,022.00 10/1/85 9.426%
Colombia #2 2/14 463,829.25 9/20/84 9.47%
Costa Rica #1 2/14 12,806.00 4/10/83 9.59%
Costa Rica #1 2/15 5,621.43 4/10/83 9.585%
Indonesia #3 2/22 31,607.30 9/20/86 9.465%
Taiwan #9 2/22 1,100,000.00 7/1/86  9.472%
Israel #7 2/27 21,597,674.07 12/15/08 9.297%
Colombia #2 2/28 1,135,596.00 9/20/84 9.658%
Jordan #2 2/28 6,785,851.77 11/26/85 9.591%
Jordan #3 2/28 107,394.00 12/31/86 9.547%
Malaysia #3 2/28 263,304.88 3/20/84 9.695%
Tunisia #5 2/28 71,224.00 6/1/86 9.571%
Farmers Home Administration
2/2 715,000,000.00 2/2/84 9.125% 9.333% annually
General Services Administration
Series K-016 2/1 1,565,679.00 7/15/04 9.057%
Series M-042 2/13 4,159,479.58 7/31/03  9.223%
Series L-051 2/16 750,521.25 11/15/04 9.226%
National Railroad Passenger Corporation
(Amtrak)
Note #17 2/1 8,000,000.00 2/16/79  9.749%
Note #17 2/6 10,000,000.00 2/16/79  9.66%
Note #17 2/14 7,500,000.00 2/16/79  9.76%
Note #17 2/15 6,000,000.00 2/16/79  9.728%
Note #17 2/16 71,000,000.00 4/2/79 9.725%
Note #17 2/21 6,608,801.00 4/2/79 9.856%
Note #18 2/21 3,391,199.00 3/30/79  9.856%
Note #18 2/22 5,000,000.00 3/30/79 9.888%
Rural Electrification Administration
Corn Belt Power #94 2/1 2,123,000.00 2/15/81 9.785% 9.668% quarterly
United Power #6 2/1 3,000,000.00 12/31/13  9.044% 8.944% "
Arkansas Electric #97 2/1 3,337,000.00 12/31/13 9.044% 8.9445 "
Sugar Land Telephone #69 2/2 1,500,000.00 12/31/13  9,043% 8.9435 "
United Power #86 2/5 1,794,000.00 12/31/13 9.023% 8.923% "
United Power #122 2/5 205,000.00 12/31/13  9.023% 8.923% "
Wabash Valley Power #104 2/9 4,736,000.00 12/31/13  9.19% 9.087% "
Western I1linois Power #99 2/13 1,624,000.00 2/13/81 9.875% 9.756% "
Wolverine Electric #100 2/13 983,000.00 2/13/81 9.875% 9.756% "
Northern Michigan Electric #101 2/13 1,438,000.00 2/13/82  9.465% 9.356% "
Gulf Telephone #50 2/13 415,000.00  12/31/13 9.211% 9.107% "
Allegheny Electric #93 2/13 2,812,000.00 12/31/13  9.211% 9.107% "
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(other than s/a)
Rural Electrification Administration
(cont.)
Tri-State Gen. § Trans. #79 2/14 $ 1,726,000.00 12/31/85 9.275? 9.17%0 quarferly
East Kentucky Power #73 2/16 8,134,000.00 2/16/81 9.8SSf 9'737f ‘ iy
Northwest Iowa Power #95 2/21 7,442,000.00 2/21/82 9.4753 9.3653 "
Big River Electric #58 2/22 2,224,000.00 2/22/81 9.8853 9.7663 )
Big River Electric #91 2/22 3,071,000.00 2/22/81 9.88Sf 9.7663 )
United Power #6 2/22 1,000,000.00 12/31/13 9.2272 9.1232 )
Pacific Northwest Generating #118 2/22 1,807,000.00 12/31/13 9.2273 9.1233 )
South Mississippi Electric #3 2/26 1,886,000.00 2/27/81 10.0952 9°971f )
South Mississippi Electric #90 2/26 514,000.00 2/27/81 10.095? 9'971f )
United Power #86 2/27 1,100,000.00 12/31/13 9.2733 9.168f )
Westco Telephone #112 2/28 1,000,000.00 2/28/81 10.0653 9.9413 "
Southern I1linois Power #38 2/28 500,000.00 2/28/82 9.6353 9.5223 )
Tri-State Gen. § Trans. #79 2/28 840,000.00 1/31/86  9.415% 9.307%
Small Business Investment Companies
Capital Resource Co. of Conn. 2/21 500,000.00 2/1/82  9.465%
Central New York SBIC, Inc. 2/21 50,000.00 2/1/82  9.465%
Central New York SBIC, Inc. 2/21 50,000.00 2/1/84  9.315%
Funder Capital Corp. 2/21 500,000.00 2/1/84  9.315%
Multi-Purpose Capital Corp. 2/21 165,000.00 2/1/84  9.315%
Central New York SBIC, Inc. 2/21 50,000.00 2/1/86  9.295%
Fourth St. Capital Corp. 2/21 300,000.00 2/1/89  9.285%
Mid-Atlantic Fund, Inc. 2/21 700,000.00 2/1/89  9.285%
Student Loan Marketing Association
Note #182 2/6 85,000,000.00 5/8/79  9.66%
Note #183 2/13 90,000,000.00 5/15/79  9.736%
Note #184 2/20 105,000,000.00 5/22/79  9.773%
Note #185 2/27 85,000,000.00 5/29/79  9.969%
Tennessee Valley Authority
Note #93 2/14 15,000,000.00 5/31/79 9.811%
Note #94 2/28 740,000,000.00 5/31/79  9.957%
Department of Transportation
Emergency Rail Services Act
Trustee of The Milwaukee Road 2/1 5,100,000.00 4/20/88 9.115%
Department of Transportation
Section 511
Trustee of Chicago, Rock Island  2/2 2,112,393.00 12/10/93 9.136%  9.345% annually
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