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The Politics of American Aid and Conflict in
Northern Uganda

Sophia Boehm

Introduction

The United States' Senate has recently passed
legislation calling for President Barack Obama to develop a
more comprehensive plan of action that will address the
ongoing violence in Northern Uganda. While the authors of the
Lord’s Resistance Army Disarmament and Northern Uganda
Recovery Act 2010 may have good intentions, the push for
Americato play amore decisive role in the conflict has come
two decades too late and at atime when the rebel group, the
LRA, has left the country. While the violence has largely
subsided in the North, the conflict is not yet over. The rebel
group continues to massacre communities in the Central
African Republic and the Democratic Republic of the Congo.
Until recently, avague and noncommittal foreign policy,
support for a semi-authoritarian regime, and generous
donations of aid have characterized the United States' reactions
to the atrocities committed in the Acholi sub-region of Uganda.
This violence erupted in the country’s Northern districts almost
immediately after President Museveni took power in 1986. The
LRA leader, Joseph Kony, has since terrorized Acholi
communities in the name of liberating them from Museveni’s
dictatorship. Most famously, he has abducted an estimated
30,000 children to use as sex slaves and soldiers, forcing them
to torture and kill their relatives and fellow children (Doom &
Vlassenroot, 1999). Kony has also orchestrated several
massacres, in which his army hacked and clubbed to death
hundreds of victims. This conflict has quickly escalated into a
“severe humanitarian crisis, with thousands killed, hundreds of
thousands of civiliansinjured, and between 1 and 2 million
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internally displaced, while famine and illness’ have ravaged
the population (Tripp, 2004, p. 22). Despite the severity of the
situation, both the American and Ugandan government have
largely failed to bring the conflict to an end. Instead of taking
action, the United States has chosen to condone Museveni's
undemaocratic and corrupt policies by giving hisregime a
substantial amount of aid and military assistance with no
strings attached. While this support has and continues to make
asignificant difference in many Ugandans' lives, US foreign
assistance has a'so played a complicated role during and after
the conflict. At theinternational, national, and local level, aid
and the politics that envelop aid have perpetuated the conflict
and have created an environment conducive to violence rather
than improve the living standards of Northern Ugandans.
Articles from Ugandan newspapers and interviews with
participants support this theory—many interviewees discussed
the undemocratic nature of Museveni’s government,
government corruption, and the extent to which they hold aid
agencies accountabl e rather than the current regime in power.

Theoretical Background

Many scholars, including, most prominently, Jeffery
Sachs, champion foreign aid, arguing that it has an enormous
potential to end cycles of poverty, catalyze economic
development, cultivate civil society, and establish democratic
political and socia norms. For Sachs and others, foreign aid
represents "an international transfer of resources that would not
have taken place as the result of market forces," which
"includes grants and loans made at subsidized interest rates,
provided by governments or by international financial
institutions" as well as "technical assistance and debt relief"
(Goldsmith, 20014, p. 412). Seen from this perspective, the
underlying logic of aid liesin its capacity to provide a
disadvantaged nation with the most basic capital necessary for
its devel opment. Sachs pointsto asmall village in Kenya,
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Sauri, as a positive example of the effects of foreign
investments in agricultural methods, health, education, and
infrastructure. He asserts that "with fertilizers, improved
fallows, green manures and cover crops, water harvesting and
small-scaleirrigation, and improved seeds, Sauri's farmers
could triple the food yields per hectare and quickly end chronic
hunger," and improved "storage facilities would alow the
village to sell the grain over the course of months, rather than
all at once, thereby getting more favorable prices' (Sachs,
2005, p. 233). Development of stronger educational systems
and vocational training programs, he adds, would create a new
generation of empowered students with the skills necessary to
develop local leadership and solutions to community problems.
By strengthening these human resources, "foreign aid could
conceivably have additional unintended benefits for
democracy," because "better educated and healthier people, in
turn, may make better informed and more active citizens, who
arethe lifeblood for democratic ingtitutions” (Goldsmith,
2001b, 137). Yet the United States’ aid to Uganda has not
generated such benefits, chiefly because the American
government has failed to attach conditions that would both
address redlities on the ground and encourage economic
liberalization and democracy. In Uganda, US aid has ultimately
created more problems than it has addressed.

Rather than facilitate development in Uganda, US aid
has instead legitimized and propped up a government that
relies on undemocratic practices to maintain power. Asit hasin
other nations, America could have used its aid as leverage to
compel Museveni to democratize and adopt a multi-party
system of government. Such assistance programs could, for
instance, ensure that "responsibilities of African governments
are carried out competently aswell as conducted in a
transparent and accountable manner," which would "make it
more difficult for state elites to make public policy decisions to
the advantage of individuals and groups supporting the
government in power" (Tangri & Mwenda, 2005, p. 450).
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Employed in this fashion, US aid has the potential to trigger
reforms to open Uganda's closed political system. Yet
American presidents have instead demonstrated both a
willingness to condone Museveni's actions and to reward his
resistance to democratization with funding. In 1993, for
instance, the US Agency for International Devel opment
(USAID) gave Uganda $25 million to increase and diversify
agricultural exports, and in 1994 America gave an additional $8
million to support the Uganda Primary Education Reform
Program (Ofcansky 1996, p. 130). With these aid packages,
Museveni has been able to portray himself as an effective
leader who has worked to improve the Ugandan economy and
its national educational system. Without this assistance to mask
hisincompetence, Museveni may very well have lost support
from his constituents, who may have been more willing to
overthrow him and install a more capable leader. In this East
African nation, then, USforeign aid has ultimately
consolidated Museveni's political dominance, and has done
little or nothing to foster democracy and democratic institutions
(Tangri & Mwenda, 2005). Indeed, this support has given the
Ugandan President a* security complex” by which he feels that
he can ignore internal pressures to create alarger space for
opposition, and this has created "conditions in which conflicts
in the region can only thrive" (Onyango, 2004, p. 46).

Aid from the United States and other Western donors
has, moreover, perpetuated the LRA conflict by supporting a
regime that has greatly limited the extent to which political
opposition leaders can peacefully and democratically express
their views. Instead, many opposition groups, particularly those
in the North, have resorted to violence. The Ugandan political
system reflects along history of patronage politics, whereby
officials use state resources to gain more clients, who in turn
support and, more specifically, re-elect, their patron. Such
practices are rooted in colonial legacies, which also
"effectively created a socioeconomic division between the
North and South that consequently led to an economic
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marginalization of the North and a further development of the
South” (Doom & Vlassenroot, 1999, p. 8). Thus, paliticiansin
power distribute rewards based on regional and tribal
affiliations, while the political opposition from other districts,
namely the North, are left with nothing. Since Museveni took
power, "the alienation of political forces in Uganda has become
more extreme and accusations that the [National Resistance
Movement] NRM government is mainly for the people from
President Museveni's region are more common,” and this
"growing alienation of political forces [has] led to more rebel
groups and violence in Uganda" (Hauser, 1999, p. 636).

In the more specific and practical realm of Uganda's
political system, Museveni’s failure to establish free and fair
elections during most of the conflict further marginalized
Northern rebel groups. Until recently, the Ugandan President
had banned political parties and effectively created a one-party
state. The 2002 Freedom in the World report found that
Ugandans did not have the ability to elect their own leaders
through democratic competition, because the government had
rigged past el ections. The document also cited a 1999 Human
Rights Watch report, which "concluded that 'the NRM has
consolidated its monopoly on political power through exclusive
access to state funding and machinery, widespread and
sometimes compulsory political education programs,™ and by
appointing the electoral commission (“Freedom in the World:
Uganda,” 2002). Given this legacy, those politicians who do
represent an opposition and who challenge the status quo have
perennially faced arrest and physical harassment. With no
forum to voice opposition, many from the North, including
voices associated with the LRA, have responded to their
marginalization with violence.

US aid may have also undermined any incentives
Museveni might have contemplated for bringing an end to the
conflict in the North. Instead, Uganda's widespread high-level
government corruption suggests that Museveni and his top
officials have likely embezzled a portion of the aid packages
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given to Uganda with the intention of helping him suppress
violence. As such, aid may have actually motivated the
President to neglect the conflict-ridden North. The 2000
Transparency International Corruption Percentage Index
ranked Uganda in the bottom ten countries (“Corruption
Perceptions Index,” 2000). In this East African country,
corruption has long characterized the politics in Kampala, and
many top officials have used their power and position for
personal gain. "By enabling individual power-holdersto divert
political resources into their own hands," the top "political
leadership has been able to retain their loyalty and keep them
within the ruling coalition" and, simultaneoudly, "individual
government ministers as well as senior bureaucrats and military
officers have channeled part of their corruptly obtained monies
to ensure that the government remainsin power" (Tangri &
Mwenda, 2006, p. 104). Yet when Museveni came to power, he
promised to end corruption, and while he has established
“certain legislative measures in place to combat corruption,”
the “resources to enforce them are lacking” (“Freedom in the
World: Uganda,” 2009). For instance, the 1995 Constitution
established the Inspectorate of Government (1G) to prevent and
punish corruption, but the IG head has always been a member
of the NRM. It hasrarely investigated cases that involve high-
level party members (Tangri & Mwenda, 2005, p. 461).
Foreign aid has ultimately fuelled this cycle of corruption by
expanding the capital available to these officials. Some
scholars argue that, in the 1990s, during the conflict, aid-
related corruption was so widespread that local primary schools
received only 20 cents of every US aid dollar (Moyo 2009, p.
53). Yet, America has continued to give assistance “to help
Museveni fight the LRA”, and so long as the aid keeps coming,
it remains unlikely that top politicians will push to end the
violence in the North and stabilize the region.

Additionally, aid has encouraged Museveni to ignore a
conflict that has affected only those in his political opposition,
and thereby eliminating them as aviable threat. The British
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colonizers only crystallized pre-existing divisions between the
North and South, and more specifically between the Baganda
and Acholi. By giving privileges to the South and by neglecting
the North, the British established a political system of
inequality. As aresult, in its post-independence history, Uganda
has experienced persistent and recurring ethnically- and
regionally-motivated violence. For instance, Idi Amin's
"brutality and buffoonery made world headlines as hundreds of
thousands of people were killed," and Milton Obote tortured
and murdered 250,000 people at the beginning of his second
regime (“Freedom in the World: Uganda,” 2002). Museveni's
politics have only differed from his predecessorsin that he
targets the North for political oppression. Many Acholi, for
instance, believe that "Museveni created the [IDP or internally
displaced person] camps to neutralize them as a source of
political opposition” (Green, 2009, p. 118-19). He has
prolonged the conflict, they argue, so that he can justify
spending on his political base--the army. Northerners have
often asked: "How can the President support the SPLA (the
Sudanese Peopl€’s Liberation Army), the RPF (the Rwandan
Patriotic Front) and Kabila (Joseph Kabila, President of the
Democratic Republic of Congo) and still pretend that heis
lacking the means to protect the Acholi from the LRA?"

(Doom & Vlassenroot, 1999, p. 32) Without US assistance, the
situation would have been different. Foreign aid has funded the
IDP camps, food relief, and medical care. With the camps paid
for, his political base satisfied, and his opposition successfully
quieted and marginalized, what motivation does Museveni
have to bring an end to the conflict?

After two decades of conflict, the situation of
underdevelopment in local communities has remained
unchanged, chiefly because people do not hold Museveni's
government accountable for its failures to end the conflict and
to provide services. Aid has undermined this accountability.
From the beginning of the conflict in 1986 to 2007, Uganda
received atotal of roughly $17.4 billion in aid, which
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represented over half of the nation's annual budget (*UN Data:
A World of Information, 2009). Dependence on American and
other nations’ assistance "structures accountability as
something between the executive branch of government and
aid donors rather than between state and society,” and this
accountability between the state and civil society isa
fundamental component of a democracy (Brautigam & Knack,
2004, p. 265). The absence of a more democratic relationship
occurs because foreign aid is an "unearned” source of income;
the revenue does not come from taxes but from donors. "At no
time," then, do African states "establish a major tradition of
providing goods and services in exchange for taxes and fees,"
and so "foreign aid stymies the very values of responsive and
efficient government it is meant to foster” (Goldsmith, 2001b,
p. 127). In the North, Acholi communities—communities
affected most by the conflict---have failed to hold the
appropriate actor accountable: Museveni's government.
Instead, these people have often looked to NGOs and the aid
agencies of foreign donors rather than the President to end the
conflict. With no one holding him accountable, Museveni risks
little political capital in perpetuating the conflict. Yet why has
the United States, which claims to expand "democracy and free
markets, while improving the lives of citizens in the developing
world," continued to fund such an undemocratic regime?
(“ThisisUSAID,” 2009)

America's need to justify its economic and political
donor stipulations—more so than its desire to maximize the
potential benefits of aid--has shaped its aid policy to Uganda.
The West has poured billions of dollarsinto African nations
development since their independence, but after decades of
failures, various observers began to question the capacity of
foreign aid to address these countries' problems. During these
unsuccessful years, many scholars began to criticize the United
States for forcing economic reforms on Africa. Their main
arguments "were that these programs did not work and that
donors imposed dangerous and useless goals on weak

10
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countries" that might, in the long term, undermine their
development (Hauser, 1999, p. 633-34). Instead of helping
Africaindustrialize, the economic reform efforts attached to
aid, scholars argued, have centered on “resurrecting the
primary-product export economies that existed at the time of
independence” (Haberson & Rothchild, 2009, 43). Such
reforms have clearly benefited American businesses, which
have continued to rely on Africafor cheap prices of raw
materials. US corporations can manufacture products and sell
the secondary goods back to the developing countries for
higher margins of profit. To justify the implementation of these
economically-beneficial programs, the United States
desperately needed to find a success story. Then, donors could
clam that aid failures were aresult of uncooperative recipient
governments rather than the economic conditions that they
attached to aid. Ugandafit this Western definition of success.
In just four years, from 1991-1995, the country's Gross
Domestic Product (GDP) had grown at an annual rate of 4-6
percent, and its per capita GDP growth averaged 3 percent per
year in real terms. And from 1994 to 1995 alone, Uganda's
GDP doubled its expected growth rate of 5 percent (Hauser,
1999, p. 633) Following Uganda's adoption of free-market
reforms encompassing economic liberalization, privatization,
and the reform of public enterprise, Museveni earned accolades
from many in the West (Onyango, 2004). Former Secretary of
State Madeleine Albright went as far asto hail Ugandaas a
"beacon of hope" (Mugisha, 2004, p. 140). The United States,
then, has little motivation to admit fault and alter aid policies
that benefit its economy in away that would pressure
Museveni to end the conflict and establish democratic policies.
Americawill continue giving unstipulated aid to Uganda.
Beyond these economic motivations, the United States
has had a vested interest in maintaining Ugandaas an aly in
the War on Terror against its neighbor and long-time enemy,
Sudan. Because the Northern Sudanese government in
Khartoum had harbored Osama Bin Laden and other Islamic

11
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terrorist suspects, America " categorized Sudan as a 'state
sponsor of terror' and applied multilateral sanctions' in 1993,
and President Bill Clinton "authorized providing military
assistance to Eritrea, Ethiopia, and Ugandain order to contain”
the Sudanese threat (Huliaras, 2006, p. 710). After September
11, 2010, the United States focus on Sudan and its civil war
intensified as President George W. Bush fixated on eradicating
terrorism. The Islamic government's ties with radical Arab
movements in the Middle East further motivated Bush to take a
keen interest in the region (Collins, 2007). Yet due to past
experiences in Somalia, the American government has since
demonstrated a hesitancy to directly intervene in the internal
conflicts of African nations or in highly localized conflicts
between African states. The United States, then, had to devise a
strategy that allowed it to discretely fund the Sudanese People's
Liberation Army (SPLA), the rebel group fighting the Northern
government. Because its conflict has been closely connected to
Sudan’s civil war, Americalooked to Uganda.

To pursue its geopolitical interestsin the region, the
United States has relied on Uganda's past relationships with
and policy toward Sudan. Uganda has backed SPLA |eader,
John Garang, for decades and, in response, Khartoum has
funded the LRA. Specifically, Uganda has given the SPLA
shelter in the North, and the Islamic Sudanese government has
provided the LRA with land mines, anti-personal mines, and
training facilities (Doom & Vlassenroot, 1999). Funding for the
SPLA, however, increased under Museveni's regime, "afact
that coincided with amore active Western interest in fighting
what is considered to be the scourge of Islamic
fundamentalism” (Onyango, 2004, p. 41). Thus, the United
States gives a significant amount of military aid to Museveni,
which he will then ship north to the SPLA under the guise of
sending vehicles and equipment to fight the LRA (Clark,
1998). The Ugandan conflict has provided a sufficient
justification for shipping military assistance to the North. To
maintain this relationship, America must also placate Museveni

12



The Politics of American Aid and Conflict in Northern Uganda

by funding his regime. This"lack of donor political
conditionality on Uganda,” has largely been "due in part to the
fact that donors, particularly the US and Great Britain, [have]
relied on President Museveni's leadership in the region for their
foreign policy goals' (Hauser, 1999, p. 634). USforeign aid,
donated to maintain Uganda's loyalty and support of the SPLA,
has ultimately propped up a corrupt government that
perpetuates the LRA conflict by forcing marginalized political
opposition to resort to violence. This aid has further prolonged
the war by undermining the level to which Acholi communities
hold Museveni accountable for failing to bring an end to the
conflict.

M ethods

Because most Northern Ugandans have benefited from
foreign aid, | could not simply ask them if that assistance had,
in their view, perpetuated the conflict and created an
environment conducive to violence. Instead, | examined their
perceptions and the views conveyed in Ugandan newspapers of
seven factors that have contributed to such avolatile
atmosphere and have motivated opposition to respond with
violence. These components or indicators include: the extent to
which aid has legitimized Museveni’s regime, the existence of
aspace for political opposition, marginalization based on
ethnicity and region, corruption, NGOs and aid agencies,
accountability, and the role of the US assistance in Uganda’'s
political development and its Northern communities.

Participants

A total of eleven individuals, consisting of four
residents of Gulu, atown in northern Uganda; four local
leaders; two national government leaders; and one United
States Agency for International Development (USAID)
representative, agreed to participate in the study. Here, aleader
can be defined as any individual that holds a prominent and

13
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influential position within the community, which includes but
isnot limited to political, social, religious, and intellectual
figures. Only two of these six local and national leaders are
women, and two of the four Gulu residents are women. In total,
then, four women and seven men participated in the study.
With the exception of the USAID representative, all subjects
are Ugandan citizens, and dl live in the North. The
participants’ ages ranged from 22 to 57. Their socioeconomic
backgrounds also varied, but | interviewed neither
impoverished nor extremely wealthy Ugandans. All
participants spoke fairly good English, which generally
indicates a high level of education relative to the rest of their
community.

The focus on Gulu residents and local leadersis
appropriate, chiefly because Northern Ugandan communities
have previously responded to political exclusion with violence.
These |eaders presumably speak for and represent their
communities, and would, thus, articulate opinions that have
circulated among their constituents. Indeed, local perceptions
of these seven indicators have and will continue to significantly
affect the relationship that exists between foreign aid, the LRA
conflict, and Museveni’s government. For example, if foreign
aid has provided Museveni with the resources to maintain
power and the Acholi believe that his government excludes
them, then members of these communities may return to the
bush to fight. Likewise, if communities persist in holding
NGOs and aid agencies accountable for building roads and
schools, they will never pressure Museveni to change, and he
will continue to pursue undemocratic and corrupt policies. The
actors at thismost basic level ultimately represent a political
force for change, and their perceptions can help explain why so
much has remained unchanged in the Acholi sub-regions of
Uganda.

| aso interviewed government officials working for
Museveni and an international aid representative to determine
if their opinions regarding the indicators differed from local

14
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perceptions. These national-level actors generally develop and
implement government policies, while foreign donors devise
aid strategies that either condone or support recipient countries
laws. In Uganda, the existence of a“disconnect” between these
national-level actors and local communities’ views may have
helped prolong the conflict and contributed to an environment
conducive to violence. For instance, if the United States
prioritizes its strategic interests and condones Museveni’s
corruption, American donor policy will remain unchanged and
continue to feed the violence. If government ministers believe
that Museveni has not established a climate not favorable to
political opposition, it isunlikely that they would push for free
and fair elections. And, if Gulu residents still feel excluded
from the political process, they may resort to violence. Thus, to
fully understand the complex relationship between foreign aid,
Museveni’s government, and conflict, | had to examine the
dynamics between international, national, and local actors.

I nterview Procedures

To collect qualitative data, | read Ugandan newspapers
and conducted semi-structured interviewsin alocation of the
subjects’ choosing for approximately one hour. The objective
of this particular method centers on understanding an
individual’s opinions and feelings about a specific topic.
Because | wanted to study the complex relationship between
public opinion, foreign aid, conflict, and politics, | expected
that participants' views would be equally complicated and
would often need clarification. Thus, | decided to rely on a
somewhat flexible data-collecting method. To conduct semi-
structured interviews, | prepared a genera outline of questions,
but | rarely phrased questions the same way for each
individual. Nevertheless, all questions measured participants
perceptions of the benefits and drawbacks of foreign aid, the
role of the United States in Uganda, the level of corruption in
Museveni’s government, political marginalization, and
accountability. | also frequently stopped to ask follow-up

15
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guestions, clarify a participant’s comment or to fully discuss a
topic raised by an individual’s answer.

Because | wanted to employ aflexible methodol ogy
that still minimized researcher bias, | decided to employ neither
structured interviews nor unstructured (focus) interviews.
Instead, | wanted to achieve a balance between the two
research approaches. Structured interviews and surveys
emphasi ze standardization and consistency as a means to
eliminate researcher bias. Such methods ensure that | could
attribute the variability in my results to my independent
variable rather than to confounding variables. Had | adopted
them for this project, their structures would have precluded a
subject’s stray comment or chance observation and my own
ability to discuss and explore such answers further. This
method also would have limited the scope in which my
participants could have discussed the topic, and it would have
prevented me from gaining a complete understanding of the
individuals' views on the subject. While | did want the ability
to deviate from a pre-determined set of questions, | did not
want to conduct awholly unstructured or focus interview.
Researchers generally employ these more “ spontaneous’
methods to discuss a series of events or experiences rather than
asingletopic and, so, they do not prepare a set of questions to
ask the participant. The interview flows more like a
conversation. Yet this method often produces unfocused data
and researcher bias. |, however, sought to examine individuals
opinions on the specific but complex topic of foreign aid rather
than a participants narrative, and so | chose not to use such
methodologies

| aso decided to conduct individual interviews rather
than focus groups. | anticipated that private conservations
rather than more public discussions would alow participants to
discuss somewhat taboo subjects. Many of my target
participants are members of either the local government or
national government and, thus, some individuals may have
found it difficult or awkward to answer questions regarding

16
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corruption, free and fair elections, and marginalization. Also,
several leaders may have wished to remain anonymous.
Sharing their opinions before a focus group would have
jeopardized their confidentiality and, probably, for some, their
jobs. Moreover, afocus group would have greatly hindered my
ability to ask participants to clarify their answers, and explore a
single persons’ perception of the subject matter.

Findings

Perceptions of Aid and Aid-Related Factors of Conflictin
Northern Uganda

Although various scholars have argued that the
difficulties US assistance has created will ultimately outweigh
the benefits that it has generated, participants generally spoke
of the real advantages foreign aid had conferred on their
communities. Specifically, when asked if aid had created any
problems, all Gulu residents said that the assistance had,
instead, brought their communities only benefits. Robert
Omony, for instance, emphasized numerous positive effects of
aid. He told me that he and his community had “survived the
war because of NGOs,” because “they provided food and
money for peace talks, and [because] they helped alot with the
region’s HIV/AIDS problem” (Robert Omony, interview, April
2010). While they did demonstrate a more vigorous inclination
to criticize foreign aid, leaders at all levels aso acknowledged
both its positive effects and the gratitude that their
communities had for donors. Samuel Otim (interview, April
2010), aGulu District Officer, said that “aid has helped
aleviate our poverty and [has improved] our education
system,” because “NGOs have helped build schools and
classrooms, provided teacher accommodation, and provided
desks and chairs.” Both international aid workers and national
government officials echoed such sentiments. USAID Deputy
Country Representative John Gattorn (interview, 2010) said
that the Acholi “feel overwhelmingly grateful and positive” for

17
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the aid. Psychologist Abraham Maslow’s hierarchy of needs
explains the tendency of the participants, specifically
community members and leaders, to focus on foreign aid’s
benefits rather than its shortcomings. In his 1943 paper titled A
Theory of Human Motivation, Maslow argues that people will
try to satisfy basic physiological needs before turning to safety,
love and belonging, esteem, and self-actualization needs
(Mazlow 2000). To apply Maslow’s insights to Uganda, then,
people will first focus on obtaining food and water before they
secure political freedoms. Such motivations may have
prevented Gulu residents from acknowledging aid’s negative
effects. In the eyes of community members, what does it matter
if aid facilitates corruption when they lack accessto clean
drinking water?

Whileit was difficult to measure perceptions of the
extent to which foreign aid has legitimized Museveni’s regime
in aregion of the country that has never supported his
government, recent Ugandan newspapers articles reflect how
aid has provided Museveni with the resources to maintain
power. For instance, an article that appeared in an April 2010
issue of The East African, “U.S. Comes to the Rescue of a
Country’s Troubled Health Sector,” discusses the United States
decision to fund the IntraHeal th project, which seeksto provide
access to healthcare among the country’s rural poor. In total,
Americagave the Ministry of Health $11 million to help
“advance recruitment and retention rates for health staff by
setting up better payroll systems and [to] promote a healthy
work environment” (Nakkazi, 2010). The United States also
recently gave the Gulu district $1.3 million to improve its
education system by building 68 teacher’s houses, 40
classrooms, and 20 primary schools (Ocowun, 2010). In both
instances, aid has enabled Museveni’s government to provide
services that it should have provided on its own and, thus, this
aid has legitimized his regime. Aid donors have “weakened the
resolve of African states to act on behalf of their citizens,” and
devel opment assistance “ has had the perverse and unintended
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political effect of reinforcing despotic rule” (Goldsmith, 20014,
p. 421). As long as America continues to give the economic
assistance that Museveni needs to provide basic services, it
remains unlikely that the President will change corrupt and
undemocratic policies that have motivated political opposition
to resort to violence.

The perceptions of Gulu residents and three local
leaders reinforced the study’s proposed theory that Museveni
had marginalized and largely excluded their communities,
which represent Museveni’s oppositional base, from the
political process. When asked if politicians could speak openly
and compete in free and fair elections, Evelyn Piranok
(interview, 2010), a dressmaker, responded that “politicians can
talk but they are not safe,” and that “ el ections are not good,
because even if we elect someone, Museveni will steal it,”
which is“why people are going back to the bush to fight.” A
community leader, Rosalba Oywa (interview, 2010), echoed
these complaints. She said that elections had never been free
and fair due to vote buying and other irregularities. She added
that “Ugandans livein great fear. They should not be saying
anything negative about the government, because they will be
wrongly framed if they do” (Rosalba Oywa, interview, 2010).
The former Chief Mediator between the Ugandan Government
and the LRA, Betty Bigombe (interview, 2010), said that
“people have felt marginalized for years,” and that “was the
reason for the war.” Newspaper stories confirm these attitudes
about marginalization and the suppression of political
opposition. Just recently, the police arrested the leader of the
Forum for Democratic Change (FDC) opposition party, Dr.
KizzaBesigye. During a presidential campaign rally, Besigye
allegedly told his followersto break the thumbs of NRM party
members. Such comments, the police have argued, could incite
violence and are, thus, illegal (Felix & Bareebe, 2010). In
response to hisinvestigation regarding such accusations and
other comments, according to another story in The Monitor,
“Besigye said ‘the collapsing NRM regime’ will always
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intimidate and arrest people like him who have devoted their
lives to educating Ugandans about the wrongs of the system”
(Wandera & Bareebe, 2010). How can communitiesin the
North and other regions of the country feel included in the
political system after a history of one-party rule and when
many of their leaders have been wrongly arrested?

The findings of scholars and Transparency International
arereflected in participants' perceptions of corruption in the
Ugandan government. Specifically, community members and
their leaders perceived high levels of aid-related corruption
within Museveni’s government. When asked if the President
was pocketing the aid and enriching himself, Evelyn
(interview, 2010) responded, “Of course Museveni is
benefiting more than the people who are poor because heisa
corrupt man.” Similarly, Rosabla, a community |eader,
discussed the extent to which government officials have
embezzled funds intended for her community. To these
communities, corruption and government policy have become
synonymous terms. National government officials also
acknowledged the pervasiveness of corruption within their
government, and John (interview, 2010), the USAID
representative, said that “ corruption is basically the system
here.” Participants may hold these opinions because, after years
of promises, Museveni’s regime has done little to combat
corruption, and the government has yet to prosecute asingle
top-ranking official (Tangri & Mwenda, 2006). Instead, the
Acholi people have seen aid donations increase from $1.9
million in 1986 to $1.7 billion in 2007, but they have enjoyed
little improvement in their communities (“UN Data: A World of
Information,” 2009). They have watched their politiciansin
Kampala grow wealthier while their incomes have remained
stagnant. Such experiences have led members of these
communities to believe that Museveni has personally benefited
from military assistance and foreign aid. If thisisindeed the
case, the President would have little motivation to end a
conflict that has brought and continues to bring significant
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donations of aid to Uganda.

Because it was difficult to ask participantsif Museveni
had intentionally prolonged the conflict as a means to eliminate
the North as aviable political threat, the study, instead,
explored participants perceptions of the politics of regionalism
as afoundation for the larger argument that Museveni had
intentionally perpetuated the conflict. All participants at the
local level believed that the President supported other regions
of the country, specifically the West, far more than the North.
For instance, Charles Okello (interview, 2010) said that
“Museveni favors other regions before the North, which is the
least favored.” Dorothy Akot added that while Museveni does
giveto the North, he does not give very much. She said that
other parts of Uganda had much better jobs, roads, and
hospitals (Dorothy Akot, interview, 2010). Local |eaders
reiterated these sentiments. They said that their communities
largely believed that Museveni had neglected the North.
Ugandan newspaper articles expanded upon these feelings of
exclusion and addressed the broader argument that Museveni
deliberately prolonged the conflict as a meansto further
marginalize his political opposition. A recent news story
reported that Uganda People’s Congress (UPC) leader, Olara
Otunnu (interview, 2010), said that “Museveni used the war to
justify why he could not alow Ugandans to have a genuine
multiparty democracy or federal system,” and that “ M useveni
would say that could wait because the government was
preoccupied with finishing the rebellion.” Such opinions stem
from the colonial practice of divisionism. The British
exacerbated pre-existing regional tensions by favoring the
South over the North with regard to economic development
and political rights (Doom and Vlassenroot, 1999). This
division became ingrained in Uganda's post-colonial political
culture and remains afundamental issue in contemporary
Ugandan politics. Specifically, “regionalism and ethnicity
continue to be the usual means of determining who gets what
in the political and economic regions’ (Hauser, 1999, 635).
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Hence, the Acholi recognize that they represent Museveni’s
political opposition, and they may feel that, in so far as
Museveni is amember of atribe that has long opposed the
North, he has largely ignored the region’s troubl es.

Upon examining the extent to which Northern
communities hold NGOs and foreign aid agencies accountable
for government services, the study found a complex trend. To
some degree, participants do hold Museveni accountable for
his failure to provide resources and services. When asked who
to blame for the under-development in the North, most
participants blamed the government. However, if asked who
they turn to first if they have a problem, all participants said
NGOs and aid agencies. Robert’s comment characterized the
responses of the mgjority of hisfellow community members.
He said, “When people go to the government, it is not very fast
and it takes alot of time, but the NGOs are fast,” and, so, he
added, “Why waste time going to the government?’ (Robert
Omony, interview, 2010). Rosalba a so noted that NGOs and
aid agencies have completely replaced the government in the
realm of effective services and resources. The government, she
indicated, is no longer responsible to the people (Rosalba
Owya, interview, 2010). Thus, a dissonance existsin the
participants’ opinions. while people blame Museveni and his
government for hisfailures, they fail to hold his government
accountable. Instead, they tend to hold NGOs and aid agencies
accountable, by first asking these organizations, not their
government, to build schools, hospitals, and roads for their
communities. Participants' previous experience with these
organizations may have caused this pattern of responses. The
flow of capital into the North has been “little affected by
government efficiency,” and so “thereislittle incentive to
improve state capacity” (Brautigam & Knack, 2004, p. 265).
Because participants have relied on NGOs and aid agencies for
economic support, they will likely pressure these organizations
to improve their capacity before they pressure Museveni’s
government.
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Numerous scholars have examined the motivations
behind America's generous aid donations, and many have
pointed to the United States' economic and geopolitical
interestsin Uganda. However, such arguments carry little
weight on the ground in Gulu. Only two local leaders and the
USAID representative addressed America's strategic use of
foreign aid. When asked why the United States gave such
significant amounts of aid to her country, Rosal ba responded,
“Because of Uganda's position. It is situated next to Sudan,
which the US blacklisted because of its Islamist government,”
and, as she pointed out, “support to the SPLA from Ugandaiis
actually from the US” (Rosalba Owya, interview, 2010). She
added that Americais not ignorant of the problems aid has
created in Uganda, but that the United States turns ablind eye
because of its own interests. John (interview, 2010) stated that,
“As much as[USAID workers] want to stay out of palitics, the
truth isthat we are at the center of it.” The remaining
participants all gave various explanations that touched on
Ugandans' cooperation, Americans humanitarian nature, the
conflict, and Museveni’s policies. Evelyn (interview, 2010), for
instance, said that Americans gave generous aid donations to
Uganda, “because they are good, and they think of us as their
people too. They care about us.” Maslow’s theory of human
motivation may again explain why Ugandans may not
recognize this strategic function of assistance. Only when their
most immediate needs are satisfied can these communities
really explore the larger, more abstract issuestied to aid. Until
then, they may only understand aid’s benefits rather than its
larger, geopolitical and economic nature. Such motivations
remain largely irrelevant to the majority of these participants.

Disconnects Between Local, National, and I nternational
Perceptions

Because " disconnects’ in perceptions may heighten the
Acholis' fedlings of marginalization and exclusion, the study
examined the extent to which local, national, and international
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actors views differed. The study found that, despite
expectations of identifying disparities between the goal s of
USAID endeavors and local perceptions of these efforts, these
two participant groups held similar views. This lack of
discrepancy may be attributed to the USAID representative’s
distance from official policy and policy makers in Washington,
D.C. The data, however, did indicate significant differences
between national government officials perceptions and local
communities’ opinions regarding political exclusionary
practices and corruption. Discrepancies of opinionsin these
subjects, combined with the already existing problems that aid
has created, have arguably exacerbated the situation in the
North. If national leadersfail to listen to local communities,
these communities may feel that violence is the only meansto
having their “voice” heard in Kampala

The mgjority of community members and leaders
expressed frustration with the government’s policies of
marginalization and conditions for political opposition, but
national-level officials stated nearly the opposite. All Gulu
residents emphasi zed both that elections were not free and fair
and that political opponents cannot speak openly. Robert
(interview, 2010), specifically said that “aleader has never
been thrown out of power by avote.” Local leaders statements
largely reflect these views. Samuel, the Gulu District official,
said that atrue democracy does not exist in Uganda. Instead, he
argued that people have feared and will continue to fear the
government. Only David Labeja (interview, 2010), a news
editor for a government-funded radio station, believed that
members of the political opposition could speak their mind as
long as they did so within the boundaries of the law. The
Regional District Commissioner, Walter Ochora, disagreed
with the majority of these local sentiments. He argued that
Museveni did allow the political opposition to express their
views. However, he said that “the opposition takes advantage
of these freedoms,” and that “they abuse the freedom of
speech” (Walter Ochora, interview, 2010). By altogether
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denying practices of political exclusion, this government
official’s statement only exemplifies Museveni’s policies of
marginalization.

While national-level government officials did
acknowledge corruption, they al denied that Museveni was
corrupt. Betty, for instance, stated that corruption is deeply
ingrained within Uganda's political system. But when asked if
Museveni was personally embezzling a portion of the aid
donations, she responded, “Museveni is not benefiting. | have
met him many times, and he is discouraged with the situation”
(Betty Bigombe, interview, 2010). Walter held asimilar
opinion. He said that corruption was pervasive, but that it was
limited to the accounting officers and did not extend to
Museveni (Walter Ochora, interview, 2010). Because Museveni
appointed these participants, they may benefit from corruption
and, thus, may have been unwilling to accuse the President.
Local leaders, however, perceived corruption to be rampant.
Martin Mapenduzi (interview, 2010), Gulu’'s District Council
Speaker, said that it is not just Museveni’s government that is
corrupt—the President, himself, he asserted, is corrupt. When |
asked a community member, Charles (interview, 2010), if he
thought that Museveni was corrupt, he replied, “I do not just
think it. It istrue.” These communities may become
increasingly frustrated with their national government officials
refusal to acknowledge corruption within high-ranking
politicians, and such high levels of aggravation produce an
environment that is conducive to violence.

Conclusion

After two decades of devastating violence and billions
of dollarsin foreign assistance, much in Northern Uganda has
remained largely unchanged. The region continues to face
many significant challenges including poverty, corruption,
patronage politics, alost generation of youth, an absence of
basic infrastructure, and an under-devel oped education system.
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Why, then, have these generous donations failed to improve the
standards of living in Acholi communities when similar
amounts of assistance have achieved successful resultsin other
East African nations? In Uganda, academic literature suggests
that America's strategic use of foreign aid implementation
policies has ultimately subverted aid's capacity to benefit the
country’s northern regions. US assistance has prolonged the
conflict and fostered an environment conducive to violence by
legitimizing Museveni’s government. His regime has
established policies of corruption and marginalization that have
left political opposition with few alternatives to violence.
Moreover, by undermining government accountability, NGOs
and aid agencies have restructured the relationship between the
state, civil society and donors. Rather than push the state for
change, Acholi community members first approach NGOs with
their needs. Thus, these communities have directed their efforts
towards the wrong actor, and they have yet to pressure
Museveni to fully address the conflict and its effects.
Interviews with Gulu district members and leaders give some
support this theoretical clam. Their statements illustrate
perceptions of the prevalence of Museveni’s corrupt policies of
exclusion and of alack of accountability. To fully address this
situation, change must occur from both the bottom and top.
Community members must begin to hold Museveni
accountable for hisfailures. Yet for this mobilization to occur,
the United States must reconstruct its foreign aid strategiesto
include stricter political conditions. Despite this recent bill, the
Lord’s Resistance Army Disarmament and Northern Uganda
Recovery Act 2010, and Hillary Clinton’s promise to oversee
the upcoming elections, it remains unlikely that America will
changeitsaid policies and risk losing aregiona ally, especialy
with the current situation in Somalia.
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Recommendations

In response to the conflict in Northern Uganda, the
United States has given both military assistance and generous
aid donations, but this aid has, in theory, only prolonged the
violence. Local perceptions of regionalism, corruption,
government accountability, and US aid suggest that achangein
aid implementation strategies must occur. To realize the full
potential of aid, the American government must first listen to
what these communities have to say—what they need, what
needs to be fixed, and who should get the aid. As Americans,
we have the tendency to believe that we have al of the answers
to the problems of the devel oping world, but we have yet to
fully capitalize on the experience and local knowledge of
northern Ugandans, themselves. The United States must also
alter itsforeign policy from one that responds to conflict and
underdevelopment to one that prevents such problems from
arising. Americans must realize that while such strategies may
require significant start-up costs, they will be more cost-
efficient in the long-term. For instance, if Americafocused on
establishing real democracy in Sudan rather than its own
interests, the United States may not have had to give such large
amounts of military assistance to Uganda and the SPLA to fight
the government in Khartoum. Hence, had the United States tied
aid directly to promoting stability and democracy in Uganda
and Sudan, the US would not now, amidst its “War on Terror,”
be in a position of appeasing Museveni. The development of
such afree and open political system, then, may have
prevented the LRA from organizing recruits by appealing to
their sense of exclusion. Moreover, donors should attach
conditions to foreign aid that both address the recipient
country’s needs while calling for the government to implement
more democratic traditions. America, then, should not simply
give millions of dollars free of restrictionsto Museveni.
Instead, USAID and other US aid agencies should develop
implementation strategies that require Museveni to adopt anti-
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corruption laws, make a space for political opposition, establish
atradition of peaceful political turnover, create a merit-based
rather than patronage-based recruitment system, and promote
free and fair elections. Such measures would successfully
address and combat feelings of political exclusion that
ultimately motivate communities to respond with violence.

Because NGOs and aid agencies have undermined the
extent to which communities hold the government accountabl e,
donor aid policies must aso restructure the relationship
between donors, the state, and civil society. In afunctioning
demoacracy, the government answers to its citizens but, in
Uganda, the state answers to donors rather than to its civil
society. These communities, in turn, largely look to NGOs and
aid agencies to provide services. Thus, the Acholi have long
held the wrong actor accountable—donors. As aresult, they
have done little to pressure the government to end the conflict
and its practices of marginalization. To establish a healthy civil
society and end this cycle—akey component to democracy—
Americamust create smarter aid policies. The USAID Deputy
Country Representative in Gulu suggested that hisinstitution
and other donor organizations should work with the Ugandan
government to establish a more transparent system. In place,
but ignored, he argued, is a potentially functional approach:
villages and parishes create devel opment strategies that they
submit to higher levels of government until the plans reach the
national level (John Gattorn, interview, 2010). Rather than
subvert this strategy and undermine government capacity,
NGOs and aid agencies should adhere to this policy. Local
communities, then, would have aforum in which to express
their concerns and contribute to the national plan. When
problems arise, these citizens can then blame the government
rather than aid agencies and NGOs.
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| nterviews

Gulu Residents:

1. Dorothy Akot
Occupation: Student
Gender: Female
Age 24
Consent Given: April 20, 2010

2. Charles Okello
Occupation: Senior Driver
Gender: Mae
Age: 45
Consent Given: April 19, 2010

3. Evelyn Piranok
Occupation: Dressmaker
Gender: Female
Age: 22
Consent Given: April 20, 2010

4. Robert Omony
Occupation: Student
Gender: Mae
Age 23
Consent Given: April 19, 2010

Local Leaders:

1. Name: Rosalba Oywa
Occupation: Retired Teacher and Peopl€e's Voice for
Peace Administrative Staff
Gender: Female
Age: 57
Consent Given: April 21, 2010

2. Name: David Labga
Occupation: Newspaper Editor for Radio Rupiny
Gender: Mae
Age 31
Consent Given: April 19, 2010

3. Martin Mapenduzi
Occupation: District Council Speaker
Gender: Male
Age: 31
Consent Given: April 19, 2010

4. Samuel Otim
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Occupation: District Officer

Gender: Male

Age: 42

Consent Given: April 21, 2010
National Leaders:

1.

Name: Walter Ochora

Occupation: Resident District Commissioner
Gender: Male

Age: 50

Consent Given: April 26, 2010

Betty Bigombe:

Occupation: Consultant to the World Bank and
Former Chief Mediator between the Ugandan
Government and LRA

Gender: Female

Age: 56

Oral Consent Given: April 28, 2010

USAID Representative:

1.

Name: John Gattorn

Occupation: USAID Deputy Country
Representative

Gender: Male

Age: 40

Consent Given: April 26, 2010
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The Science behind “ Organic”: Conflicts among
Government Standards, Public Perceptions, and
Scientific Findings

Catherine Ferrara

I ntroduction

Organic food certification and labeling became a U.S.
policy in 2002, following more than a decade of debate about
what practices and materials to alow in organic production.
The fina ruling included a list of synthetic and natural
substances allowed and not allowed in processes |labeled as
organic, a hierarchy of three labels for products with varying
amounts of organic ingredients, and procedural and
administrative instructions on obtaining certification.
Essentially, a food product can be labeled and marketed as
“organic” if at least 95% of its ingredients are produced
without genetic modification, irradiation, biosolid fertilizer, or
antibiotics. Although the USDA “makes no claims that
organically produced food is safer or more nutritious than
conventionally produced food,” public perceptions of products
with the organic label are generaly that they are less harmful
to human heath and the environment than their unlabeled
conventional counterparts. Scientific research performed on the
safety, nutrition, and environmental impact of organic foods
and practices have provided results that generally reflect these
perceptions but also highlight conflicting and incomplete
knowledge of the subject. In light of these findings, organic
regulators might consider policies to promote consumers
access to current scientific information as well as more a more
informative labeling scheme. The present organic labeling
standards, having been developed from industry standards
rather than science and public interests, fail to fairly inform
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consumers as to how their food options reflect their concerns
and values.

History of the Term * Organic”

Although agricultural practices have sustained human
life for millennia, we have only recently developed a
significant concern with the definitions of and differentiations
between various agricultural methods. In the United States, the
term “organic” has borne the brunt of these concerns, having
been adopted, defined, and redefined by small groups of
farmers as well as states and the federal government. This
process has been affected by the economic interests of the
organic industry and the health and environmental interests of
consumers, and the current national standard definition of
“organic” has not quelled discussions of its changing identity.

Bioethicists Peter Singer and Jim Mason highlight the
recency of our interest in the particular term “organic,” stating
that “until the middle of the twentieth century, [‘organic’]
simply meant something living or derived from living matter”
(2006, p. 198). Indeed, it was not until the 1942 publication of
J.I. Rodale' s Organic Gardening magazine that the term took
on a specific definition relating to farming methods
(particularly soil hedlth in light of the post-war fertilizer boom)
and eventually the foods they produced. Over the coming
decades, the popularization of the term and the organic
movement led to associations of farmers adopting “organic” in
a broad sense (Singer & Mason, 2006, p. 198). For example,
the International Federation of Organic Agriculture Movements
(IFOAM), alarge-scale umbrella organization for promoters of
the movement, defined “organic agriculture’ as:

“an agricultural  system that promotes
environmentally, socially, and economically
sound production of food, fiber, timber, etc. In
this system, soil fertility is seen as the key to
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successful production. Working with the natural
properties of plants, animals, and the landscape,
organic farmers am to optimize quality in all
aspects of agriculture and the environment”
(quoted. in Singer & Mason, 2006, p. 199).

However, such a general definition relying on subjective
phrases like “sound production,” “natural properties,” and
“optimize quality” till left the question of processes’ and
products “organic” status largely up to a debatable values
system.

By the 1970s and -80s, when consumers were
beginning to find organic food among their produce options,
the inconsistencies between promoters definitions of “organic”
started to become a concern. With over forty private and state-
level certification systems in the United States, including the
well-known Demeter Association and California Certified
Organic Growers, there were variations in certification
standards and labels. Without federal regulation, producers
could even label their foods as organic without receiving
certification (USDA Foreign Agricultural Service, 2001). As
this system grew, it created confusion for consumers and
resulted in lawsuits (Fedoroff, 2004, p. 248), which prompted
interest in a centralized and enforced set of organic standards
among consumers, producers, and the federal government.

The first paty to take action was a body of
representatives of the organic industry — the Organic Food
Production Association of North America (OFPANA), which
was established by IFOAM and would eventually become the
Organic Trade Association. In 1988, OFPANA produced a set
of guidelines on the ideds of organic farming, which were
meant to direct but not define regional organic certification
standards (DiMatteo & Gershuny, 2007, p. 255). OFPANA
members created these guidelines based on an examination of
“certification standards and programme information from every
known certifier in the USA and Canada’ (DiMatteo &
Gershuny, 2007, p. 256). Although this nonprofit group’s
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methodology was thorough, it was not science-based or
specific enough in its recommendations to serve as a set of
national standards.

Federal Responseto Callsfor Labeling

The federal government began its venture into organic
industry standards when Congress passed the Organic Food
Production Act (OFPA) as part of the 1990 Farm Bill. OFPA’s
officia purposes were to:

“(1) establish national standards governing the
marketing of certain agricultural products as
organicaly produced products; (2) assure
consumers that organically produced products
meet a consistent standard; and (3) facilitate
commerce in fresh and processed food that is
organicaly produced” (“National Organic
Program; Proposed Rule,” 1997, p. 65850).

To accomplish these goals, OFPA created the National Organic
Program (NOP) as a part of the United States Department of
Agriculture’ s Agricultural Marketing Service. The NOP was to
be comprised of the Secretary of Agriculture and a National
Organic Standards Board (NOSB) of advisors.

The NOSB’s membership reflected an array of parties
interested in the organic industry, but did not give much of a
voice to the science community. Of the fourteen members the
Secretary of Agriculture would first appoint in 1992, there
would be four organic farmers, two organic processors, one
organic retailer, three environmental and resource conservation
experts, and three public and consumer representatives; but
only one would be an “expert in the field of either toxicology,
ecology, or biochemistry” (“National Organic Program;
Proposed Rule,” 1997, p. 65851). The composition of this
policy advisory group reflects the pre-standards view of the
organic labeling issue as primarily a concern of traditional
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agricultural ideals and their relationship to mass marketing.
Prioritization had clearly been given to the protection of food
producers from competitors wanting to use low-standard
organic labels, and to the protection of consumers from this
potential fraud. The NOP did not consider the relevant science
of “organics’” — products health and environmental effects — as
the basis for consumers' concerns.

By 1994, the NOSB developed draft recommendations
on the actions and alowances that constitute “organic”
processes. The Board's origina methodology was similar to
that of OFPANA — reviewing “standards previously established
by other organic organizations to determine for which subject
areas position papers would be developed” (“National Organic
Program; Proposed Rule” 1997, p. 65851). In ther
establishment of a Nationa List of synthetic substances
approved and not approved for use in organic-labeled products,
the NOSB saw the value of a more scientific viewpoints and
commissioned technical advisory panels to assess the risks of
the 170 substances under consideration (“National Organic
Program; Proposed Rule,” 1997, p. 65851). The compilation of
the NOSB’s recommendations on labeling, accreditation of
certifiers, organic production processes, insect and plant
disease treatments, livestock health, synthetics substances, and
other relevant issues were then reviewed by the USDA’s
Agricultural Marketing Service and Secretary of Agriculture
before their publication in 1997.

Public Reactions

During the 1990s, public interest in the labeling of
organic products had grown, and when these recommendations,
known as the first Organic Rule, were published in the Federal
Register, they dlicited “an unprecedented volume [hundreds of
thousands] of comments... most of them critical” (Fedoroff,
2004, p. 248). Some of the most controversia alowances
included organic labels for genetically-modified organisms
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(GMOs), as well as foods that included certain synthetic
compounds. People expressed aversion to the ideas of using
biosolids (treated sewage sludge) to fertilize and irradiation to
kill insects on organic produce. Additionaly, people were
concerned by the idea that livestock that had been given
antibiotics could still be *“organic” (USDA Foreign
Agricultural Service, 2001). The USDA responded to this
public demand for precaution by revoking its alowance of
many of the above risks (Kirschenmann, 1998). The final
Organic Rule, published in 2000, prevents GMOs, biosolid
fertilizers, irradiation, and antibiotics for livestock in any
product receiving an organic label (Fedoroff, 2004, p. 250).

One publically-opposed proposa — the alowance of
certain synthetic compounds — was maintained in the final
Organic Rule as well as the resulting National Organic
Program (NOP). Established in 2002, the USDA’s NOP
includes the nationwide standards for the definition of organic
products found in the final Organic Rule as well as the criteria
for the three levels of organic labeling. Products labeled “100%
Organic” promise to be made fully from ingredients that meet
those established standards, while products labeled simply
“Organic” can only claim to be made from ninety-five percent
organic ingredients. The other five percent, however, must
alowed by the USDA’s Nationa List of Allowable and
Prohibited Materias, as originaly proposed by the NOSB and
approved of by the NOSB’s science advisors. The final label,
“Made with Organic Ingredients,” requires that seventy percent
of the products ingredients meet organic standards (USDA
Agricultural  Marketing Service, 2008). This hierarchy,
descriptions of which provide no scientific evidence for the 70-
, 95-, and 100-percent threshold decisions, has alowed the
national labeling program to include somewhat of a spectrum
of approval within a specific set of standards.
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Per ceptions of Labels' Implications

Twelve years of debates at the federal level following
decades of discussions among farmers resulted in a seemingly
simple labeling scheme representing hundreds of pages of
rules. For consumers, according to the president of organic
producer Stonyfield, “the word ‘organic’ is now more credible
than ever” (Hirshberg, 2009, p. 56). Conceptions of that
credibility, however, may be misplaced. Despite common
perceptions that organic products are safer and healthier than
their conventional counterparts for humans and the
environment, the USDA “‘makes no claims that organically
produced food is safer or more nutritious than conventionally
produced food. Organic food differs from conventionally
grown food in the way it is grown, handled and processed’”
(quoted. in Nestle, 2009, p. 213). The Organic Rules were not
based primarily on scientific research, but rather on debates
over traditional definitions. More recent and applied research
provides some insight into the environmental and health effects
of organic-labeled products.

Research surveys frequently show that people perceive
organic products to be hedthier and less environmentally-
damaging than items produced through conventional means. A
2002 literature review conducted by the Department of Food
Science at the University of Otago in New Zealand notes that,

“in the USA, consumers who considered
organic foods to be better than conventional
foods believed tha the  following
characteristics... were important when they
purchased organic foods: safety, freshness,
general health benefits, nutritional value, effect
on environment, flavor, and general product”
(Bourn & Prescott, 2002, p. 2).

Further studies have concluded that consumers generaly
prioritize health concerns, such as pesticide residues, over
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environmental concerns, such as carbon intensity or pollution,
in their comparative judgment of organic and conventional
foods (Bourn & Prescott, 2002, p. 2). These feelings are likely
the results of media coverage of “food scares’; mad cow
disease, E. coli outbreaks, and one particular 1989 media
frenzy over Alar — a carcinogenic chemica used on
conventional apple orchards — all inspired bouts of food
awareness among Americans (Pollan, 2006, p. 152-153).

Although many food scares have resulted in rules to
increase safety — the FDA banned the feeding of slaughter
remnants to cows and the EPA banned the use of Alar (Pollan,
2006, p. 75, 153) — the original intent of the Organic Rule was
to define the terms of “organic” rather than to provide organic
products as safer options. In 2000, Secretary of Agriculture
Dan Glickman stated, “The organic label is a marketing tool. It
is not a statement about food safety. Nor is ‘organic’ a value
judgment about nutrition or quality” (quoted. in Pollan, 2006,
p. 179). Indeed, the Final Organic Rule cites not increases in
health or safety but reductions in labeling fraud, administrative
costs, and barriers to organic markets as its primary “benefit,”
and explains that food safety is out of its scope because foods
qualified to be labeled “organic” may not necessarily modify
their labels to include words like “healthy” or “pure,” which
are regulated separately (“National Organic Program; Final
Rule,” 2000, p. 80668, 80580). The document heavily
references economic and legal research as opposed to scientific
findings on safety issues of popular public concern.
Nevertheless, consumers make these value judgments when
they choose to pay for organic-labeled foods, believing they
will be hedthier or less environmentally-damaging than their
conventional, lower-priced counterparts. The science
explaining these value judgments, though somewhat new and
unclear, could help consumers better understand what their
“organic” purchases mean for their safety, nutritional, and
environmental concerns.
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Scientific Debates

Because the Organic Rule does not alow for the use of
synthetic herbicides and most insecticides in organic-labeled
ingredients, people tend to assume it is chemical-free and safe
(Singer & Mason, 2006, p. 200). Most scientific research
suggests this perception to be slightly optimistic, but not off-
base. Often cited is a 2002 Consumers Union study of 90,000
samples of twenty fruits and vegetables, which found that 73%
of conventionally-grown foods and 23% of organic foods
contained pesticide residues (and the latter dropped to 13% -
and the former dropped insignificantly — when long-lived
banned chemicals like DDT, Dieldrin, and chlordane were
excluded) (Baker et a., 2002). Differences in people's diets
have been shown to produce measurable differences in these
chemicals in their bodies. A 2002 University of Washington
study of thirty-nine preschool-aged children divided among
conventional and organic diets showed an average of six times
the concentration of organophosphate pesticides in the urine of
the conventionally-fed children (Curl et al., 2003). These
results show that the officia organic practice of agriculture
without synthetic pesticides or herbicides do affect products
and their consumers.

Some researchers, however, have called into question
the assumption that these effects are beneficia or necessary to
human health. According to geneticist Nina Fedoroff, Ph.D.,
“the question is whether the pesticide residues actually present
on [conventional] foods in the supermarket are high enough to
cause harm” (2004, p. 252). In a 1999 random sampling of
9,438 food products on the market, only 1.2% of fruits and
vegetables were found to contain any chemicals at levels
higher than their EPA tolerance levels as established by risk
assessments (FDA, 1999). Perhaps the effects of reducing
crops chemical exposures to “organic” levels is insignificant
to human health; little research has been done to determine the
health effects of pesticide and herbicide exposure at levels
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below those of observed adverse effects, and some chemicals
involved in conventional processes do not yet have risk
assessment-based thresholds (Singer & Mason, 2006, p. 204).

Furthermore, there is some scientific evidence that
processes that are not alowed for organic products may
increase the safety of conventionally-produced foods. For
example, Dr. Fedoroff notes that in the case of microbes like
Salmonella and E. coli, which cause food poisoning and
thousands of U.S. deaths per year, irradiation could
significantly reduce risk (2004, p. 255). These microbes can
come in contact with the food through manure, which many
organic producers use as fertilizer. Although irradiation was
originally alowed in the first draft of the Organic Rule, it was
revoked following negative public comments with concerns
about radioactivity. Dr. Fedoroff insists that this fear is
unfounded at the levels of irradiation necessary for food, and
that there are levels of irradiation “that [kill] harmful bacteria
but [don't] heat the food enough to change its nutrition or
taste” (2004, p. 256). The range of safety concerns in food
production and consumption and the limited scientific data
available make it difficult to justify organic or conventional
foods as the “safer” choice.

The evidence that organic-labeled foods have higher
nutritional quality than conventionally-grown foods is similarly
unclear. One of the main challenges in studying this field is
isolating the variables related to organic practices; genetics and
environmental factors can significantly influence nutritional
measurements like vitamin and minera contents (Bourn &
Prescott, 2002, p. 7). The University of Otago literature review
cites studies that have “found no significant difference in the
nutritional value [vitamins A, B1, and C] of crops fertilized
with manure-based composts compared with those treated with
inorganic fertilizers” as well as ones that have found higher
vitamin A and B levels in crops grown in manure than in
chemically fertilized soil (Bourn & Prescott, 2002, p. 7).
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Despite these overall conflicting findings, advocates of
the nutritional benefits of organic foods have found increasing
scientific support in research performed over the last decade. A
2003 study by University of Cadifornia-Davis researchers
found that fruits and vegetables grown by organic or
sustainable (as distinct from Organic Rule-compliant) methods
contained significantly higher amounts of vitamin C and
polyphenols, the latter of which include antioxidants that
combat cancer and microbial illness, than did those grown by
conventional methods (Asami et al., 2003). Further studies
have shown that these beneficia compounds are present in
significantly higher concentrations in the bodies of people with
organic diets than of those with conventiona diets (Grinder-
Pederson et al., 2003). Findings like these, however, have not
been consistent enough to confirm an overal organic food
nutritional benefit.

In addition to health and nutritional concerns, an
increase in scientific and media attention to climate change has
recently added sustainability and the environmentally-friendly
agricultural practices to the public perceptions of the organic
label. There is some evidence that organic farming is, in
genera, a less carbon intensive process than conventional
farming due to its energy efficiency. The nonuse of synthetic
fertilizers, which require significant amounts of energy to
produce (Singer & Mason, 2006, p. 204), is one of the main
reasons University of Essex researchers found that U.S. organic
wheat production uses 68% of the amount of energy required
for conventional U.S. wheat production (Pretty & Ball, 2001).
Beyond efficiency, there has been research into the potentia
for organic farms to act as carbon sinks. The Rodale Institute,
an organic farming education organization, completed a
twenty-two-year field trial with which it concluded that “soil
under organic agriculture management can accumulate about
1,000 pounds of carbon (3,500 pounds of carbon dioxide) per
acre-foot of soil each year,” and if al 160 million acres of corn
and soybeans grown in the U.S. converted to these methods, “a
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potential for 580 billion pounds of excess carbon dioxide per
year can be sequestered” (Hepperley, 2004).

Organic methods have also been shown to contribute
significantly to climate change due to some inefficiencies. An
organic label does not guarantee a loca producer, and
transportation of organic items results in carbon output
worldwide (Pollan, 2006, p. 183). Additionaly, it is not just
carbon, but also methane, that contributes to the greenhouse
effect. A study funded by the British Department for
Environment, Food and Rural Affairs noted that organic cows
high fiber diet of grass and hay increases their methane release
compared to that of non-organic cows, whose feed usually
contains more starch. Furthermore, because the rules for
organic cow products forbid the use of bovine growth
hormone, more organic cows are needed to produce the same
amount of milk as non-organic cows, and thus more methaneis
produced (Shepherd et al., 2003). Studies have yet to show
organic farming methods' net influence on climate change.

Perceptions of “organic” as environmentally beneficial
extend to more traditiona concerns of water quality, soil
quality, and biodiversity. Most studies confirm perceived
benefits in these areas due to organic methods low use of
chemicals. For example, synthetic fertilizers contribute
significantly to nitrogen runoff into water systems, but organic
methods must avoid such fertilizers (Singer & Mason, 2006, p.
203). In a thirty-seven year comparison of two adjacent wheat
fields in Washington, one under organic management and the
other conventional, the organic field maintained more nutrients
and lost 75% less topsoil due to its higher content of organic
matter as opposed to synthetic fertilizer (Reganold et a., 1987).
Finally, organic practices have been found to promote
biodiversity; a five-year British study of 180 farms found
significantly more plant, spider, and bird species among the
organic sites and noted that “the exclusion of synthetic
pesticides and fertilisers from organic is a fundamental
difference between systems’ (quoted. in “Organic farms ‘best
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for wildlife',” 2005). Although the USDA terms of the organic
label provide “no guarantee that a product comes from a farm
in harmony with its environment” due to transportation needs
and allowances for large-scale operations (Singer & Mason,
2006, p. 201), there seems to be genera scientific agreement
that most of the practices that qualify as “organic” result in
environmental benefits.

The above scientific findings, which relate to public
concerns about health and the environment, have little bearing
on policy positions of the current industry-based organic
labeling standards. The USDA maintains its “no clams’
position that foods labeled as organic should not be thought to
be any safer or more nutritious than those grown by
conventional methods. The U.S. government has also not
advocated for organic farming as an environmentally-beneficial
(or detrimental) practice. As of 2003, the governments of the
United Kingdom, France, and Sweden have taken similar
neutral stances (UK Food Standards Agency 2003), showing
that the public interest in the inconclusive scientific evidence
on the implications of organic practices is being recognized
internationally.

Scientific Limitations

Attempts to synthesize research on organic products
health and environmental impact have been limited by the
variations in designs of these studies. The University of Otago
meta-analysis on nutritional value notes that most previous
studies had taken one of four approaches. chemica analyses,
fertilizer effect studies, farm-based comparisons, and
animal/human health effects studies. The authors found it
impossible to compare findings across approaches, and
chalenging even to draw conclusions among studies within
approaches due to variations in focus, technique, and results
(Bourn & Prescott, 2002, p. 5-6). Presently, high costs and
difficulties of conducting studies in this field likely contribute
to these inconsistencies (Nestle, 2009, p. 213). Because this
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research has only relatively recently been attempted for
national- and global-scale questions of heath and
environmental impacts, scientists techniques have not yet
reached the strength necessary to interpret or overcome the
conflicting findings that have led to unclear answers about the
effects of organic foods.

Although scientific investigation of organic food
quality is a relatively new field, the research has come from a
variety of sources. Academics, advocacy groups, and organic
retailers have published small- and mid-scale studies. Notably,
the U.S. government has not conducted any large-scale
comparison study of organic and conventional practices,
although the British government has funded and run long-term
studies. Much of the recent research on the qualities and effects
of organic foods has been undertaken by non-U.S. entities,
particularly the British government and universities worldwide.
Questions about organic foods and practices are becoming
international concerns and scientific endeavors because of their
potential for health benefits and agricultural sustainability.

Advocacy and Politicization of Science

Following a half-century of philosophy-based debates
about the halistic benefits of organic farming methods, the past
decade has seen an upwelling of scientific research on the
subject around the world. While many results of this research
support the notion that organic products are good for human
health and the environment, the findings are not unanimous and
are difficult to compare. Moreover, the intent of such studies
often conflicts with the U.S. policy on the “organic” definition
and label, which does not purport to imply such benefits. Some
parties have politicized the findings to advocate their
philosophic stances on organic practices by taking advantage of
the science's early state and unclear relationship with public
policy. Debates continue about how the science and policy
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should account for the holistic intentions of the original organic
movement.

The incompleteness of the science addressing the health
and environmental impacts of organic-labeled foods has
allowed parties to stedthily advocate for their predetermined
positions. Conflicting and unclear study results have provided
evidence for and against the ideals of organic farming methods,
sometimes even within the same studies. For example, the
aforementioned Consumers Union finding that 23% of organic
food samples contained traces of pesticides appeared in Peter
Singer and Jim Mason’s promotion of organic foods as well as
Nina Fedoroff’s criticism of the system. While Singer and
Mason were able to say “only 23 percent of organically grown
samples” contained residues (2006, p. 200), Fedoroff told
readers that “23 percent of organic fruits and vegetables did
contain traces of pesticides, including long-banned chemicals
like DDT” (2004, p. 251). In using the available data to garner
public support, advocates like Singer and Mason and Fedoroff
have engaged in Roger Pielke's “poaliticization of science’ by
“looking to scientists to provide information that will help
them to overcome or avoid politics’ (Pielke, 2007, p. 35).
Interest groups participating in the research, such as the Rodale
Institute’s study of an organic farm’s carbon sequestration
potential, also risk accusations of issue advocacy, because their
published results consistently reflect their groups missions
despite conflicting findings in the field as a whole. In the
absence of policy options currently relying on this research,
these advocates success can only be judged in their influence
on public opinion. With the demand for certified products
growing a an estimated ten percent annualy (Millstone &
Lang, 2003), advocates of the positive heath and nutritional
benefits of organic foods appear to be projecting a notion of
scientific support onto consumers. In a field so historicaly
rooted in philosophical positions and traditiona practices,
advocacy isto be expected, especialy at thisinconclusive stage
in the science.
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Also at work on organic product science are the
academic and government-funded researchers who have
primarily filled the role of science arbiters. In addressing topics
like the presence of pesticides and nutrients in foods, these
researchers have taken on questions of public concern. As
Pielke contends, many of their conclusions attempt “to remain
above the political fray” by presenting conflicting findings and
avoiding specific policy recommendations (2007, p. 16). For
example, the Washington study on soil erosion concluded
simply that “in the long term, the organic farming system was
more effective than the conventional farming system in
reducing soil erosion, and, therefore, in maintaining soil
productivity” as opposed to implying a net benefit to U.S.
agriculture if policies increased organic practices (Reganold et
al., 1987, p. 370). The lack of policy-based science in thisfield
may be a result of the public’s general acceptance of the
organic labeling rules due to the historica and current
advocacy for organic practices.

Complicating the debate over the organic label are
notions of social welfare in the organic ideal. In the original
IFOAM definition of “organic agriculture,” “socialy and
economically sound production” was noted as a priority
alongside environmenta concerns (quoted. in Singer & Mason,
2006, p. 199). The organic industry deemphasized its social
goals beginning in 1988, when OFPANA decided to remove
labor standards from its organic label guidelines because “the
organic label could not be used to redress every problem in the
food system, and enforcement would present major obstacles’
(DiMatteo & Gershuny, 2007, p. 256). Small farmers have
accused the final Organic Rule of taking asimilar stance, citing
their use of phrases like “grown without chemicals’ or “free of
antibiotics’ to promote their products; they avoid the word
“organic” because of the cost and administrative time
necessary to obtain official certification (Fromartz, 2002). The
high costs of organic-labeled products compared to their
conventional counterparts have also raised concerns about
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socia justice. Presently, the potential benefits of organic
products are inaccessible for poor consumers, whose financial
means constrain them to the cheaper conventional options. If
consumption of fruits and vegetables were to decrease among
the poor due to the price increases associated with the organic
label, these people would face undue health burdens because of
their economic status (Fedoroff, 2004, p. 254). These issues
reflect the argument that the NOSB did not sufficiently
consider social and economic implications when creating the
terms of organic certification.

Conclusions and Policy Recommendations

Ultimately, it is difficult to concelve of a policy
solution to the conflicting hedlth, safety, and environmental
implications of the organic label and the debate over how that
label should reflect the philosophical organic ideal. Although
scientists can and should continue to search for a
comprehensive understanding of how organic products differ
from conventional ones, the common questions of public
interest — health and environmental effects — are trans-scientific
and therefore preclude clear policy answers from science.
Notions of concerns like “safety” and “impact” are socialy-
constructed and value-based, as are the discussions of socia
responsibility in agricultural practices, so even the most
thorough risk assessments would not be able to overcome
people's differing views of these notions to suggest a
unanimously-approved organic policy. Nevertheless, scientific
research continues to increase our understanding of food
products effects on human and environmental health, and the
public continues to seek a labeling scheme that presents these
findings.

The most important course of action at this time is to
promote a clearer understanding of the organic label and the
most recent scientific findings among the public. The organic
certification label does not clearly communicate the USDA
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position of neutrality on the potential health or environmental
effects of the product, nor does it explain the differences
between the “100% Organic,” “Organic,” and “Made with
Organic Ingredients’ labels. With increasing media attention
being placed on “food scares” and the benefits of
“environmentally-friendly” daily living decisions, it is not
surprising that consumers assume that the USDA organic |abel
signifies a wise choice for their health and the planet.
Additionally, the most readily-available information on this
subject currently comes from publications by issue advocates,
while the science arbiters more comprehensive findings
remain among the like-minded minority in academic journals.
Because of this information imbalance, many consumers are
making uninformed decisions, despite notions to the contrary.
To correct for this miscommunication, policymakers could
consider alternatives to the presentation of information —
whether through amendments to product labeling regulations or
systems of public access to the developing science. As
concerns regarding health and the environment grow in light of
research and advocacy, the public deserves to be able to
understand how their food options reflect existing scientific
knowledge and their values.
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America’ s Newest Health Crisis:
The Childhood Obesity Epidemic

Brent Palmer

The State of Childhood Obesity in America

The data on childhood obesity points to afrightening
conclusion: America’ s children arein the midst of a serious
health crisis. According to data from the National Health and
Nutrition Examination Survey (NHANES), the prevalence of
childhood obesity has increased dramatically over the past
thirty years. The study measures children’s obesity based on a
standardized measure known as the body mass index (BM1).
BMI isameasure of weight in relation to height used to
determine weight status. Although the BMI does not account
for body fat percentage, an omission that causes some
individuals, such as athletes, to be misclassified, the ease with
which it can be applied to large amounts of readily available
height and weight data make it ideal for large scale studies. To
classify achild as obese, one must plot the child’s BMI value
on the Center for Disease Control (CDC) growth charts and
derive the child’s corresponding BMI percentile. If the child's
scoreis at or above the 95™ percentile for his or her age and
sex group, he or sheis categorized as obese. Using this
measure of obesity, the study determined the changein
childhood obesity rates by comparing BMI-for-age values from
the 2003-2006 NHANES to the BM|-for-age values for the 95™
percentile of the distribution derived from the 1976-1980
NHANES. The substantial increase in the number of
individuals with BM1 values above their corresponding 95™
percentile BMI-for-age value in the 1976-1980 survey shows
that the prevalence of childhood obesity has increased. More
specificaly, for American children aged 2-5 years, prevalence
increased from 5.0% to 12.4%; for those aged 6-11 years,
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prevalence increased from 5.0% to 17.0%; and for those aged
12-19 years, prevaence increased from 5.0% to 17.6% (Ogden
et a. 2008). In other words, using the 1976-1980 NHANES
cutoff weights for obesity, more than onein six U.S. children
and adolescents (aged 6-19 years) are obese, athreefold
increase since the 1970s. Sadly, the trend is getting worse, and
childhood obesity rates are continuing to rise. The proportion
of obese children (aged 10-17 years) hit 16.4% in 2007, up
from 14.8% in 2003, trandating into a stunning 10.58 million
obese American children in 2007 (Bethell 2010).

These staggering statistics have serious long-term
effects, because obese and overweight* children are much more
likely to become obese adults. In fact, 80% of individuals who
were obese between ages 10 and 15 were obese in adulthood
(Whitaker et a. 1997). Thislink between childhood and adult
obesity is very troubling, because obesity (at any age) severely
increases health risks. The risks associated with obesity are so
severe that many believe that by the end of 2010, the condition
will overtake tobacco as the leading cause of death in the
United States (Phelps 2009).

However, the rising death rates from obesity are just
one part of this public health issue. The other equally
disturbing consequence of this epidemic is the growing number
of people living with the condition. Approximately 70% of
obese children have one or more additional risk factors for type
2 diabetes and heart disease, such as hypertension and high
cholesterol, and almost 40% have two or more additional risk
factors (Freedman et al. 2007). These increases in risk factors
translate into rising health care costs because “the costs
attributable to obesity are aimost entirely aresult of the costs
generated from treating the diseases that obesity promotes’
(Cawley 2010). Asaresult, “per capitamedical spending for
the obese is $1,429 higher per year, or roughly 42 percent
higher, than for someone of normal weight” (Finkelstein 2009).

! Overweight is defined as having a BMI-for-age percentile at or above the
85" percentile but below the 95" percentile.

58



America’s Newest Health Crisis

Furthermore, in 2008, the annual medical burden of obesity
rose to amost 10% of medical spending ($147 billion), leading
expertsin the field of health economicsto declare that “without
astrong and sustained reduction in obesity preval ence, obesity
will continue to impose major costs on the health system for
the foreseeable future” (Finkelstein 2009).

From an economic perspective, this last point highlights
the most important aspect of the childhood obesity epidemic:
not al of the costs of obesity are borne by those whose
decisions create the costs. In other words, obesity imposes
external costs on society. According to a 2002 RAND Health
study, when compared with normal-weight individuals of the
same age and sex having similar social demographics, obese
people suffer from an increase in chronic conditions of
approximately 67% and spend 77% more on medications.
These increases trandate into higher health care costs and
higher insurance premiums, both of which have adverse effects
on the welfare of the entire population. For example, in 2008,
obesity-related illness cost Medicare $19.7 hillion and
Medicaid $8 billion (Finkelstein 2009). This $30 billion cost
was borne by the general population, whose tax dollars fund
these federal and state health insurance programs. In addition,
private health insurance plans paid $49 billion to treat obesity-
related illnessin 2008 (Finkelstein 2009). As aresult, some of
this cost also was borne by the non-obese in the form of higher
group health insurance premiums (Cawley 2010). Given the
current state of health care reform, under a system with
universal coverage, the general population, both obese and
nonobese, would bear even more of the external burden of
obesity. In the absence of obesity, Medicare and Medicaid
spending would be 8.5% and 11.8% lower, respectively
(Finkelstein 2009). In light of these externalities, effective
policy aimed at combating the obesity epidemic must focus on
internalizing these external costs.

So how can the American people stop the rise of
childhood obesity and curtail its effects on our aready rapidly
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increasing health care spending? Before addressing that
guestion, we must understand the underlying causes and
characteristics of the epidemic.

The Natur e of the Problem

According to one neoclassical theory of obesity
(Philipson and Posner 2008), technological change provides the
best explanation for the rise in obesity rates. Technological
advancement increases income levels, which increases the
opportunity costs of exercising. Additionally, technological
improvements in agriculture have increased crop yields and
decreased food prices, allowing people to consume more for
the same cost. Thus, the rise in obesity has been the result of
both increased consumption and decreased exercise.

However, thistheory is not useful for analyzing
childhood obesity, because it views the condition as a function
of a choice between caloric consumption and expenditure. For
economists who view man as arationa actor, thistheory isa
valid way to model the behavior of adults. Y et, applying it to
childhood obesity is problematic because it requires usto
unrealistically assume that children are also rationa actors. If
Americans viewed children as rational decision makers, we
would have no need for the numerous age-restriction laws
governing driving, consent, voting rights, and the consumption
of tobacco and alcohol. By forbidding these activities until a
certain age, these laws inherently state that children under the
age restrictions are unable to make optimal decisions regarding
thelr actions.

Beyond this unrealistic rational assumption, applying
this neoclassical theory to childhood obesity is aso
problematic because it neglects the many external constraints
placed on children’s decisions. If we divide a child’s day into
thirds: athird at school, athird at home, and athird asleep, we
quickly realize that there is hardly any room for choice at all.
On the consumption side, when children eat meals at home
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(dinner and maybe breakfast) their food choices are determined
by their parents, and when they eat meals at school (lunch and
maybe breakfast), their choices are limited by the types of
foods available at their school. On the caloric expenditure side,
environmental factors outside a child’s control, such as access
to parks and other recreational facilities, place constraints on
children’s ability to exercise.

Thus, in order to uncover the causes of the recent risein
childhood obesity, we must investigate the epidemic within the
framework of atheory of obesity, which focuses on the
external factors and incentives that promote obesity rather than
viewing the problem as a function of choice. Given that the
fundamental cause of obesity is a caloric imbalance, which
occurs when a person consumes more calories than he or she
expends, the recent rise in childhood obesity means that
incentives are in place in American society that promote
caloric imbalances in our nation’s youth.

Trends and Incentives

In order to gain a deeper understanding of these
incentives, we must take a closer ook at the trends within the
epidemic and determine the groups that are most affected.
Although childhood obesity in the United States has increased
across all ethnic groups and both genders, the prevalence of the
epidemic is not evenly distributed. Rates of childhood obesity
are especialy high among specific socioeconomic, ethnic, and
racial groups, aswell as within certain geographic regions. For
example, the children most likely to be obese are among the
poorest, publicly insured, black and Hispanic children (Cawley
2010). Moreover, the states with the top five childhood obesity
rates were all in the Southeast (Bethell et al. 2010).

Children in these groups often live in low-income
communities, which face the most serious obstacles to
overcoming obesity. For example, low-income communities
have one third as many supermarkets as wealthy communities
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(RWJF 2005). Instead of supermarkets, these neighborhoods
feature an abundance of fast-food restaurants, which provide
less healthy foods at lower prices. Low-income neighborhoods
also lack accessto safe parks and recreational spaces where
children can play and be active. The effects of these factors are
profound, and the concentration of the obesity epidemic among
poor and minority children has seen the largest growth in the
last 5-7 years.

The challenges facing low-income communities
highlight the major causes for childhood obesity: consuming
unhealthy foods and lack of physical activity. These two
factors, which are exaggerated in low-income communities, are
common across all of America’s obese children. Even wealthy
children are eating more unhealthy foods. In fact, Piernas and
Popkin (2010) found that non-Hispanic white males from
families with high income and education levels actually ate
more unhealthy foods (as measured by an increase in snacking)
than black or Hispanic children of the same age.

Causes

American kids have not always been fat. So what has
changed in the past thirty yearsthat is causing our nation’s
children to consume more unhealthy foods and engagein less
physical activity?

The most likely cause for the increase in unhealthy food
consumption in both high and low-income populationsis the
result of U.S. agricultural policy. Since the 1970s, U.S.
agricultural policy has incentivized the production of corn and
wheat crops, which are common inputs for high calorie foods
such as snacks, sweets, and other junk food. In 2002, the U.S.
Department of Agriculture admitted that the prime factor
behind soaring obesity rates was a 300-calorie jump in how
many calories the U.S. food supply delivered to the average
eater (Wallinga 2010). The oversupply of food has caused
inflation-adjusted food pricesto fall over the last 30 years
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(Dentzer 2010). The relatively low prices of sodas and other
junk foods compared to that of healthier foods provides
incentives for people to consume cheaper unhealthy
alternatives. Specifically, junk food prices greatly decreased
relative to healthy food prices. For example, from 1985 to
2000, the inflation-adjusted price of sodafell 24%, while that
of fresh fruit and vegetables rose 39% (Wallinga 2010).
According to Lakdawalla and Philipson (2002), the declinesin
food prices accounted for 41-43% of the risein children’s BMI
from 1981-1994. Thistrend has also been exacerbated by the
interaction between several recent behavioral changesin our
society. Some of these behavioral factors include increased
portion sizes for food and beverages, the rising prevalence of
prepared foods, and an increase in away-from-home meals
(Institute of Medicine 2005). Moreover, the decline in food
prices has a much greater affect on families of low socio-
economic status (SES), whose demand curves for food are
relatively more sensitive to prices than families of higher SES,
which may explain the epidemic’s concentration in low-income
and minority groups.

Although the increasing caloric supply, declining food
prices, and behavioral changes are the most well-documented
causes for the increase in unhealthy food consumption,
childhood obesity has become an epidemic because the
incentive structure in place in our society negatively influences
the caloric expenditure side of the obesity equation as well.
According to the CDC, one study found that daily physical
education participation among adol escents dropped 14
percentage points over the last 13 years — from 42% in 1991
to 28% in 2003. In addition, black and Hispanic children are
much less likely to report involvement in organized physical
activity, as are children with parents who have lower education
and income levels, atrend that is consistent with the increased
prevalence of childhood obesity within these groups (RWJF
2005). On arelated note, as physical activity has declined,
sedentary behavior hasincreased. In 2005, for children aged 8-
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18 years, the time spent consuming media averaged more than
3 hours aday (Roberts et al. 2005). Thisis particularly telling
considering the findings of Dietz et al. (1985), which point to a
positive association between the increased prevaence of
obesity in children and time spent watching television.

This research shows that the childhood obesity
epidemic is not the result of any one factor. Instead, it isthe
by-product of the interaction of many factors, whose effects
vary across socioeconomic, ethnic, and racial groups.
Considering that obesity is fast becoming the most deadly
threat facing the American population, it is also clear that
something must be done to combat this epidemic. Many
economists, health care professional's, and politicians have
answered this call, and there are numerous plans afl oat
proposing various ways to solve the crises. In the next section |
will evaluate these proposals based on their costs, benefits, and
potential effectiveness, and explore why some believe that
thereis no need for public intervention, even in the face the
overwhelming evidence.

The Question of Government | ntervention

Even though the negative effects of obesity have been
extensively researched, some oppose collective or government
action because they believe that obesity is the result of alack of
personal responsibility rather than the result of external factors.
Thisview has persisted, even in the face of mounting
contradictory evidence, because it is deeply rooted in the
individualistic aspects of American society and reinforced by
the nation’ s merit-based capitalistic system. A country founded
on freedom also holds taking responsibility for one’s actions as
acorevalue. If the Americadream isthe belief that hard work
and self-discipline light the pathway to success, then the belief
also holds in the negative sense: laziness and unruly behavior
lead to failure. Moreover, the personal responsibility argument
remains active in the debate because it provides ample political
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ammunition for Big Food lobbyists who oppose government
action in theindustry. By claiming the obesity problem is one
of “personal responsibility,” these lobbyists are able to paint
government actions aimed at fighting obesity, such as soda
taxes, as infringements upon our freedom. As aresult, until
recently, much of government anti-obesity policy has focused
on educating individuals in an effort to convince them to
change their behavior. Y et, regardless of one’s stance on the
normative debate over personal responsibility and obesity,
three positive facts remain: the individual education approach
is not working, the obesity epidemic is spreading, and health
care costs are rising.

For economists, who by their nature shy away from
normative debates, the persona responsibility argument is
problematic on positive grounds for several reasons. First, the
personal responsibility argument does not recognize the
external costs of obesity, such as higher health care costs and
higher insurance premiums, both of which decrease societal
welfare. When negative externalities are present in a market
system, the deadweight loss traditionally associated with
government intervention is offset by the gains from mitigating
the externality. Thus, from an economic perspective,
government action is necessary to internalize these externa
costs.

A second positive objection to the personal
responsibility argument comes from the results of recent
biological and behavioral research on the causes of obesity.
These studies have shown that although some cases of obesity
may be linked to genetics, the driving factor behind the obesity
epidemic is the modern food environment itself. As Jonathan
Bor (2010) explains, “For most of human history, the ability to
gain weight enabled humans to survive food shortages by
tapping energy reserves stored in body fat. Today, an
overabundance of calorie-rich foods enables calorie intakes
that can overwhelm the body’ s weight-regul atory system.”
Once we recognize that modern humans are not evolutionarily
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predisposed to deal with today’ s food environment, the
argument for personal responsibility seems very weak. It is
unfair to expect people, especially children, to be able to
regulate their instinctual needs while surrounded by unhealthy
food options.

This does not mean the government should be in the
business of telling people what to eat. Instead, according to
leading expertsin the field of health economics, the most
effective anti-obesity approach must merge personal and
collective action in ways that best serve the public good. The
ideal result would be to craft policies that makeit easier to be
personally responsible. In other words, anti-obesity policies
need to realign incentives so that personal behavior, safe
conditions, and an environment that promotes healthy choices
combine in complementary ways (Brownell et a. 2010).
Nevertheless, finding the right balance between regulation and
reliance on persona responsibility is always a difficult task.
However, recently economists have taken up this problem and
developed aframework for crafting policy that is both health
maximizing and politically palatable.

Libertarian Paternalism

Unlike smoking tobacco and drinking alcohol, the two
activities that lead to the other leading causes of death, eating is
an essentia part of living. Asaresult, an outright ban on
eating, similar to the prohibition of alcohol in the 1920s, isa
ludicrous proposal. Nevertheless, since people must eat, and
they seem to be eating too much, policymakers must walk a
thin line between incentivizing healthy choices and preventing
people from providing for themselves and their families.

Two leading behavioral economists, Richard Thaler and
Cass Sunstein, have recently developed a concept known as
libertarian paternalism to help indentify an optimal middle
ground. Libertarian paternalism is predicated on the
understanding that choices must be made, but holds that the
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environment affects the content of choice. The concept is
libertarian in its emphasis on preserving an individual’s
freedom to choose, and paternalistic in the sense that it
advocates influencing choicesin away that will make choosers
better off, as judged by themselves (Sunstein and Thaler 2008).

One of the most useful aspects of Thaler and Sunstein’s
work on libertarian paternalism is their research on choice
architecture. Numerous studies of the science of choice
continually find that for a given choice, behavioral tendencies
lead alarge number of people to select the default option. With
thisin mind, choice architects, the agents in charge of crafting
the way various options are presented, have immense power to
effect change by manipulating the default options. Most
importantly, the changing of default optionsisapolitically
neutral proposal in the sense that it changes behaviors without
restricting freedom. In the fight against childhood obesity,
Thaler and Sunstein would categorize policymakers as choice
architects because they have the power to change the incentive
structures and default options present in our society that
promote the two underlying causes of childhood obesity,
increased consumption and decreased exercise. With these
considerations in mind, let us now look at specific policy
proposals aimed at curbing the spread of the childhood obesity
epidemic.

Policy Proposals

According to Eric Finkelstein, aleading health
economist and director of the Public Health Economics
Program at RTI International, in the fight against childhood
obesity, “Real savings arelikely to be achieved through
reforms that reduce the prevalence of obesity and related risk
factors, including poor diet and inactivity” (Finkelstein 2009).
Although there are numerous federal and state policy proposals
aimed at combating these two issues, the most popular fall into
four categories: improving school nutrition, menu labeling,
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changing food industry marketing practices, and taxes and
subsidies.

I mproving School Nutrition

As discussed above, children spend approximately one
third of their day at school. Within this environment, their
choices regarding what to consume and how much to exercise
are limited by what their schools offer. On the consumption
side, American school food policy dates back to The National
School Lunch Program, which was signed into law in 1946, in
order to help feed hungry kids who needed the extra calories
(Kab 2010). However, today it serves 31 million kids, many of
which are suffering from the opposite problem (Kalb 2010).
The program, inits current form, falls under the jurisdiction of
the U.S. Department of Agriculture (USDA), and all food and
beverages available through the USDA’ s school breakfast and
lunch programs must meet federal nutrition standards (Larson
and Story 2010). Unfortunately, school meals often fail to meet
these federal standards. “ Almost 42% of schools do not offer
any fresh fruits or raw vegetableson adaily basis” (Kalb
2010). Evenin the schoolsthat do provide healthy meals,
many still provide unhealthy choices to our nation’ s kidsin the
form of unregulated alternative lunch and snack choices known
as “competitive foods.”

A recent study found that one in five elementary
schools, one-third of middle schools, and half of all high
schools have a school store, a canteen, or a snack bar where
students can purchase food or beverages (Larson and Story
2010). Moreover, vending machines, another source of
competitive foods, can be found in 17% of elementary schools,
82% of middle schools, and 97% of high schools (Kalb 2010).
Considering increased snacking is one of the major causes of
the rise in both childhood and adult obesity, and the average
school day isonly six hours, some argue that there is no need
for snack food vending machines or competitive foods to be
there at al. If regulations governing the nutritional content of
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school meals and the availability of competitive foods were
passed and strictly enforced, our nation’ s kids would benefit
from these policies because they change the set of default
choices.?

One glimmer of hope in the fight against childhood
obesity is that the gains from providing better choice
architecture and assigning healthier default choices in our
nation’s school system have found their way from the
academics to those in Washington. Recently, Secretary of
Agriculture Tom Vilsack called on Congress to grant him the
authority to create a stronger link between local farmers and
school cafeterias, set national standards regarding competitive
foods, and increase meal-reimbursement rates so that schools
can buy higher-priced healthier foods, including whole grains,
fruits, and vegetables (Kalb 2010). If Congress heeds his call,
these new policies will provide a better environment for
America’'s children, which in turn would promote healthier
choices, healthier lifestyles, and areduction in childhood
obesity.

Despite these recent steps, policy aimed at reducing
consumption only tackles half the problem because America's
schools are also coming up short when it comes to caloric
expenditure. According to the U.S. Department of Health and
Human Services, all children ages 6-19 should get sixty
minutes of moderate to vigorous activity daily. However, only
one third meet this recommendation, and 25% of adolescents
do not achieve this level on any day (Freiden 2010). Part of the
reason for this startling disconnect between recommendation
and reality isthe No Child Left Behind Act, which ties funding
to academic performance. As aresult, many schools cannot
afford, academically or financially, to offer physical education
classes or recess, despite the many studies that show the

2 On apersonal note, removing the vending machine in the Kirner-Johnson
building would have significantly decreased the number of Twix bars
consumed while writing this paper.
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positive impact of exercise on academic performance (Kalb
2010).

If policies were passed to ease the financia burden
facing these schools, allowing them to provide physical
education course and recess, this would be the most cost
effective way to prevent childhood obesity. A recent study of
the cost-effectiveness of various obesity prevention methods
found that the Coordinated Approach to Child Health
(CATCH) isthe most cost effective way to prevent childhood
obesity. CATCH is"“acomprehensive intervention to promote
healthy eating and physical activity in elementary schools,
which costs $900 per QALY 2 saved (Cawley 2010).” Other
policies are much more expensive. Thus, as Cawley explains,
his findings prove the adage that “ prevention is cheaper than
cure.”

Menu Labeling

Current legidation already openly acknowledges that
the market for food is plagued by problems of asymmetric
information. However, thereis still room for new policies
aimed at removing asymmetries from the market, especialy
regarding food consumed at restaurants. Although the
“Nutrition Facts’ panel provides information on the nutritional
value of packaged food, at present, there is no similar federal
standard for restaurant foods.

From an economic perspective, thisis another arearipe
for government intervention because it would impose only a
tiny direct cost on producersin the form of menu adjustments,
but has large positive potential effects for consumers. Many
studies have shown the effects of using visua cues asaway to
change behavior (Sunstein and Thaler 2008). Given these

3 Quality adjusted life year (QALY) is ameasure of the outcome of actions
(either individual or treatment interventions) in terms of their health
impact. If an action gives a person an extrayear of healthy life
expectancy, that counts as one QALY. If an action gives a person an
extrayear of unhealthy life expectancy (partly disabled or in some
distress), it has avalue of less than one. Death israted at zero
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findings, alaw requiring restaurants to place calorie counts
next to menu items will likely change the tastes of consumers
(and consequently their demand curves). Idedlly, their
consumption would shift from higher calorie foods toward
healthier choices. Menu labeling is afood environment change
that makes being personally responsible easier, because it
provides consumers with better information about what they
are eating. It also increases the effectiveness of efforts to
improve nutrition and personal health education in schools. In
other words, menu labeling would provide an opportunity for
children to actually use the knowledge they have gained in the
classroom about diet and nutrition in “the field.” One can look
to New York City as proof of thisargument in practice. The
city recently required fast-food chain restaurants to list the
calorie counts of their food servings on menus and menu
boards.

Food Advertising to Children

Another rationale for government intervention isto
protect consumers from acting irrationaly. Irrationality is
difficult to define and always a touchy subject.
However, when it comes to children, as we have already seen,
society believes they are not capable of making optimal
choices when it comes to awhole host of activities. With that
in mind, it seems strange that the government allows the food
industry to spend $1.6 billion ayear advertising their products
to children, considering the findings of a 2009 study published
by leading health economists at Y ale University, which
revealed a near perfect overlap between the cereals with the
worst nutrition ratios and those marketed most aggressively to
children (Brownell et al. 2010). Given the abundance of food
marketing to children, its not surprising that a ban on television
advertising could have very positive effects on childhood
obesity. In fact, it is estimated that such aban in would reduce
the prevalence of obesity by 18% among children ages 3-11
and by 14% among children ages 12-18 (Cawley 2010).
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However, the exact effects are difficult to measure, because
exposure to ads is correlated with a sedentary lifestyle and
other factors that contribute to obesity (Cawley 2010).

Taxes and Subsidies

According to economic theory, the final policy category
isthe most traditional response to externalitiesin a market
system. The large external costs imposed on society by obesity
provide ajustification to tax the behaviors or goods that
contribute to its prevalence. Right now, the sugar-sweetened
beverage industry is the number onetarget. According to
Frieden, Dietz, and Collins (2010), sugar-sweetened beverages
constitute nearly 11% of children’stotal calorie consumption,
and each addition daily serving of sugared sodaincreases a
child’srisk of obesity by 60%. These facts have led to many
recent sodatax proposalsin Congress and in state Senates
across the country, including in New Y ork. Currently, the
leading proposal is a one-cent per ounce tax on beverages with
added sugar or other caloric sweeteners, with all or part of the
revenue designated for obesity prevention programs or
subsidies for healthy food such as fruit or vegetables (Brownell
et a. 2010). According to Kelly D. Brownell, the founding
director of the Rudd Center for Obesity and Food Policy at
Y ale University, the tax on soda could reduce consumption by
23%, which would ultimately save about $150 billion over 10
yearsin heath care costs (Kab 2010).

Despite these significant benefits, many oppose the tax
because they believeit is regressive. Although it is true that
low-income individuals are the largest purchasers of sugar-
sweetened beverages, Brownell and others counter with the
point that the obesity epidemic is also regressive; the poor are
hurt the most by obesity. As Frieden, Dietz, and Collins (2010)
explain, “If proceeds from taxes were used to support obesity
prevention (for example, physical education in schools or farm-
to-market incentives to increase fruit and vegetable
consumption), public support for taxation would increase
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further.” Thus, any wealth loss can be offset if the revenue
from the tax is used to subsidize healthy foods to make them
more affordable, or to open supermarkets in low-income
communities to reduce the food desert problem.

In addition to imposing new taxes, significant gains
could be made by rethinking the subsidies that are currently in
place and the incentives they promote. Frieden, Dietz, and
Coallins (2010) believe that “subsidies that indirectly promote
consumption of unhealthy food, such as sales tax exemptions
for soda and snack food common in many states, should be
eliminated to increase prices and reduce consumption.”
Providing subsidies instead to local farmers would provide
incentives for them to grow fruit and vegetables. Thiswould
decrease the price and increase the consumption of healthier
foods, an outcome similar to the result of the soda tax policy
discussed above.

Concluding Remarks

Going forward, it is clear that significant policy
changes need to be made in order to fight the epidemic of
childhood obesity. Indeed, many countries have already
implemented several of the policies mentioned above. Sweden
and Norway recently banned food companies from advertising
during television shows viewed by children under age 12. The
French removed 22,000 vending machines from schools and
replaced them with water fountains. Some countries, such as
Denmark, have gone further than these initiatives. In 2003, the
Danish government banned trans fatty acids, and later this year
they plan to implement atax on saturated fats (Kalb 2010).

The bottom lineisthat countries all over the world are
stepping up to the plate and making tough policy decisions to
fight the childhood obesity epidemic, with the framework of
libertarian paternalism in mind. It istime for Americato do the
same. Future policies must change the incentive structure of
our society so that the default options are healthy options.
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When default options are healthy options, personal
responsibility and government action work together, anti-
obesity measures are more effective, and we have a chance to
begin reversing the rise in childhood obesity.
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Capital Market Liberalization in China:
Opportunities and Dangers

Chris Shi

Capital market liberalization*, or financial globalization, is
one of the most controversia aspects of globalization. On one
hand, financia globalization makesit easier for funds to flow
in and out of a country’s borders, alows transfers of
technological and managerial expertise, and lowers the cost of
capital. Capital account liberalization also provides an
opportunity for a country’s currency to be accepted outside its
borders, making trade transactions easier and less costly. On
the other hand, however, capital market liberalization,
especially that of short-term capital flows, can add to instability
within the financial system. Historically, capital market
liberalization has been associated with crisesin industria as
well as emerging economies. According to the Bank of
International Settlement, in many countries in Scandinavia,
Latin America, and Asia over the past few decades,, financial
globalization has given rise to capital inflows that were too
large for the countries’ financial systems to absorb safely
(Icard, 2002). When these capital inflows stopped or reversed,
the result was an impaired financia system. However, when
studying capital market liberalization, one should distinguish
between the two types of capital flows, foreign direct
investments (FDI) and short-term specul ative capital flows.
While FDI has proved to be largely beneficia to emerging
markets, short-term capital flows have posed somewhat of a
challenge to many economies. In liberalizing its capital
markets, China should continue to reap the benefits of FDI
while paying close attention to the risks associated with short-
term capital flows, and should minimize these risks through

* See Appendix: glossary
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fiscal and monetary policies.

In the first section of the paper, lexplore the history of
capital market liberalization, and the arguments for and against
it. Advocates of financia globalization turn to the neoclassical
model that predicts higher output and greater efficiency ina
flat financial world, whereas those who caution against capital
market liberalization point to the numerous economic crises
that were in part caused by financial globalization, most
notably the 1997 Asian economic crisis.

The next part of the paper distinguishes between two types
of capital flows, foreign direct investments (FDIs) and short-
term capital flows that are speculative in nature. | argue that
FDIs are more consistent with the neoclassical model, and are
usually channeled into real investment activities that improve
the total factor productivity of an economy. The most
remarkable example of thisis China, a country that has
benefited tremendously from FDIs in the past few decades. At
the same time, | agree with many economists that short-term
speculative capital flows are volatile and bring considerable
instability to the financial system. Without a sound
macroeconomic environment and an effective regulatory
framework, liberalization of short-term speculative capital
flows can lead to large-scale economic crisis with irrevocable
consequences. |looked further into the Asian economic crisis,
its background and impacts, and how capital market
liberalization precipitated the crisis.

The last section of the paper is dedicated to China, a
country with a sizable economy but relatively primitive capital
markets. Historically, China has welcomed foreign direct
investments while remaining closed to other types of capital
flows. Following its entry into the WTO in 2001, China entered
anew phaseinitsfinancia liberaization. In this section of the
paper, | explore the progress China has made towards capital
market liberalization, the risks associated with it, and how the
Chinese government can establish aregulatory framework that
maximizes the benefits of financial globalization.
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History of Capital Market Liberalization

The history of capital market liberalization reflects the
recurring difficulties faced by policy makers and the different
approaches they adopt to confront these difficulties. Since the
mid-1980s, the most recent wave of financia globalization has
been characterized by an increasing level of capital flows
among industrial as well as emerging economies.

Among the most ardent supporters of capital market
liberalization are the IMF and the U.S Treasury (Stiglitz, 2004).
The argument for financial globalization, comparable to that
for globalization in general, is largely based on a conventional
neoclassical model, which predicts that capital market
liberalization leads to higher output and greater efficiency. In
addition, the neoclassical model predicts extensive risk sharing
across countriesin aflat world for finance (Stulz, 2005). In
other words, financial globalization enables investors
worldwide to share and dilute risks across different countries,
and allows capital to relocate to where productivity is highest.
Therefore, countries have the opportunity to access the
international capital markets and reap the benefits of their
respective comparative advantages such as advanced
technology or cheap labor.

for example, capital inflows play an important role in the
economy by bridging the gap between demand and supply of
capital. It is hard to imagine an U.S economy without these
foreign capital injectionsinto U.S corporations, not to mention
thetrillions of U.S Treasury Bills held by foreign investors.

In addition to the neoclassical theory, those in favor of
financial globalization argue that it will lead to economic
growth through maximizing GNP, creating a macroeconomic
environment that is attractive to business, providing an
additional source of funding, and stabilizing the economy
through diversification (Stiglitz, 2000).

First, the argument for financial
globalizationglobarlization states that countries should be

8l



Insights

concerned with their Gross National Product (GNP) rather than
their Gross Domestic Product (GDP). GNP measures the
income produced by the citizens (within and outside the
border) of a country whereas GDP measures the income
produced by individuals and corporations (regardl ess of
nationality) within a country’s border. Thus, income produced
by an American in France would be considered a part of U.S's
GNP, but not GDP (it is considered a part of France’'s GDP).
Therefore, citizens as well as corporations should relocate
capital to where the rate of return is highest. In other words, by
allowing fundsto enter and leave foreign capital markets, GNP
ismaximized by financial globalization. Secondly, because
capital market liberalization allows funds to flow freely in and
out of acountry, international competition for funds requires
governments to create an economic environment that is more
attractive to business. This benefits a country directly through
attracting more foreign investment and indirectly through
providing a more business-friendly platform for domestic
corporations to grow and prosper. Additionally, open capital
markets can serve as an additional source of funding for
investment projects. For example, as mentioned before, foreign
investment (in the form of stock and bond securities) serves as
acrucia source of funding for U.S corporations. Finaly,
advocates of thistheory claim that capital market liberalization
is self-stabilizing through diversification. In other words, if a
country’s economy isin adownturn, wages and cost of
production decrease due to falling prices. Moreover, if the
government tries to stimulate the economy by lowering interest
rate, the cost of capital declinesaswell. A lowered cost of
production, along with the cheap cost of capital, will attract
foreign funds into the country and help stabilize the economy.
Bekaert, Harvey and Lundblad (2003) found that on
average, equity market liberalization lead to a1% increasein
annual real economic growth. However, despite the strong
theoretical suggestions, evidence demonstrating that capital
market liberalization promotes economic growth, especially
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growth in developing countries, isrelatively limited. In fact, it
was the IMF, among all, that stated in a 2003 research paper
that “it is difficult to detect a strong and robust casual
relationship between financial integration and growth” and that
“Contrary to theoretical predictions, financial integration
sometimes appears to be associated with increases in
consumption volatility in some developing countries, at least in
the short run” (Prasad et. a., 2003). This statement by the IMF
was applauded by many policy makers who had held
reservationsabout capital market liberalization, as well as
economists who were less enamored with the idea of financial
globalization. By then, most had come to the conclusion that
the economic crises of 1990s and early 2000s were largely
attributable to capital market liberalization.

At the core of the 1997 Asian economic crisiswas
large-scale foreign capital inflows that left the financial system
vulnerable to panic. These capital inflows, or so-called “hot
money” driven by short-term profits, created an economic
bubble by fueling up asset prices. Prior to the crisis, noted
economist Paul Krugmana (1994) had warned against the idea
of “hot money” and argued that only an increase in total factor
productivity will lead to long-term prosperity, which was not
the case during the “Asian Economic Miracle”. Instead, the
growth witnessed by many Asian countries in the late 1980s
and early 1990s was aresult of increasing capital inflows that
had little to do with total factor productivity. In hindsight, most
agreed with Krugman and saw the fact that the two large
countries who survived the crisis, Chinaand India, both
implemented strong controls on capital flows.

Joseph Stiglitz (2000) was among the skeptics of capital
market liberalization, especially when done without first
putting into place an effective regulatory framework. He
distinguished between two types of capital flows, foreign direct
investment (FDI) and short-term capital flows, speculative hot
capital that can come into and out of a country. Stiglitz
believed that FDI is more consistent with the neoclassical
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theory and beneficial to economic growth, and focused mainly
on short-term speculative capital flows. He also suggested that
these two types of capital flows are not mutually exclusive. In
other words, a government can intervene in short-term flows
while still providing a hospitable environment for foreign
direct investment, as it has been the case in China. | will return
to the difference between these two types of capital flowsin
further detail later in the paper, and will focus on the argument
against short-term capital flows now.

One of the biggest fallacies of the argument in favor of
financial globalization isthat capital market liberalization
stabilizes the economy through diversification. According to
the argument, when a country isin recession, falling wages and
prices will result in lower cost of production, attracting foreign
investments which help stimulate the economy. However, the
problem with this theory is that unlike the labor market, capital
markets are pro-cyclical, which, instead of stabilizing an
economic downturn, usualy worsensit. Thisis because capital
markets are largely built on expectations, and in the event that
acountry is heading towards an economic downturn, foreign
investors will usually pull out their investments instead of
injecting more capital. This pro-cyclical nature is most obvious
in the stock market. Theoretically, when the stock market dips,
investors should see it as an opportunity for higher return and
therefore buy more stocks, pushing the market back up. This,
however, is not the casein reality. When the stock market
declines, people sell their stocksin the fear of not being ableto
get their money back, causing the market to further decline.
Similarly, in the event of an economic recession, it isunlikely
that foreign capital will flow into the country to help stabilize
the economy.

In addition, Stiglitz argued that short-term capital flows
create instability. The reason why capital market liberalization
does not lead to growth, according to Stiglitz, isthat “firms are
unlikely to engage in productive long term investments on the
basis of short-term funds” (Stiglitz, 2000, pg. 1080). As
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mentioned before, the only way through which a country can
generate sustainable growth isimprovementsin total factor
productivity, whereas short-term capital flows, more often than
not, will only increase asset prices and create economic
bubbles.

Foreign Direct | nvestment: the Path of China

It has long been presumed that FDI has a positive effect
on growth. Historically, foreign direct investments have
brought resources, technology, easier access to markets, and
valuable training, as well as an improvement in human capital,
to many developing countries.

Among the biggest beneficiaries of FDI is China.
Historically, China'sinflows have generally been dominated by
FDIs, which, compared to other shot-term capital flows such as
offshore lending, appear to be a preferred form of inflow asa
result of its stability and the transfers of technological and
managerial expertise that come along with it. Since the market
reform in 1978, the Chinese government has gradually adopted
policies favorable to foreign investors, promising tax reduction
and higher rates of return to attract FDI. In early 1980s, the
government established “ special economic zones” and opened
up coastal cities for overseas investments. In the 1990s, the
governmentg offered generous tax treatment to foreign
firms. For example, a foreign-invested firm is exempt from
corporate income tax in the first two years it makes a profit.
In subsequent years, foreign companies are only subject to
an average corporate income of 15%, much less than the
33% paid by Chinese companies (Prasad et. al., 2005).

The selective opening of capital markets, coupled with
rapid trade expansion as well as China's seemingly unlimited
supply of cheap labor, created vast opportunities for foreign
investors. Meanwhile, according to Lemoine (2000), there was
aworldwide trend that directed large amounts of FDIs towards
devel oping countries, anong which Chinawasamain
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destination. Capital inflows soared throughout the 1990s,
despite the Asian economic crisis, and have remained strong
ever since. In 2003, China overtook the U.S as the number one
destination for FDI.

By almost all accounts, the economic growth China has
witnessed has been amajor success story of the past decade.
During the same period of time, foreign direct investmentsin
China have risen tremendously as well. The commonly told
story about FDI in Chinaisthat foreign investments have
generated much economic growth, especially in coasta
regions, that would not have been realized in the absence of
such investments. did FDI contributed to economic growth in
Chinathrough providing an externa source of financing and
improving the productivity of industrial output.

FDI has been particularly effective in Chinafor three
reasons. First of al, FDI has been amajor source of external
funding for China since 1990s, far more so than foreign loans
and portfolio investments, the other two forms of capital flows.
Unlike many other Asian countries, the share of FDI in externa
financing is much larger, and the importance of foreign loans
and portfolio investments is much lower. This structure of
externa financing, dominated by FDI, explains why Chinawas
able to avoid the 1997 economic crisis that hit most Asian
countries.

In addition, FDI contributed to the improvement of
productivity and efficiency of industrial output in China.
During the 1990s, state-owned enterprises (SOE) share of
output dropped while foreign-invested enterprises (FIE) share
of output increased. At the same time, the capital intensity at
FIEs was much higher than that at domestic firms. Since higher
capital intensity is usually associated with more advanced
technology and higher labor productivity, FIES at the time
outperformed their domestic counterpartsin efficiency of
industrial output. Not surprisingly, FIEs strengthened their
industry position as they recorded above average growth during
the late 1990s. Two forces worked together to contribute to the
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increasing efficiency of industrial production: FIEs proved to
have a positive effect on capital and technology transfer
through the presence of multi-national corporations, as they
invested in large projects oriented towards relatively capital -
intensive and technol ogy-intensive sectors. At the same time,
FIEs also boasted much better financial metrics, demonstrating
greater profitability than domestic firms. This aso put pressure
on domestic firmsto reform their cost structure and improve
their existing technology, therefore cutting costs and resulting
in greater profitability. Furthermore, foreign direct investment
also strengthened China’s comparative advantage in
manufacturing, as FDI were concentrated in alimited number
of manufacturing industries.

FDI, in the form of foreign-invested enterprises, has
also benefitted Chinathrough job creation. Although many
criticize the fact that some multinational corporations reap the
benefits of cheap labor while paying minimal wages and
providing poor working conditions, workers at FIEs are usually
better paid and have better working conditions than their
counterparts at domestic manufacturing factories. More
significantly, many FIEs have set an example for company-
wide regulation within their respective industry sectors. Before
the introduction of foreign investments, China had just
emerged from a 10-year cultural revolution that caused the
country’s industrialization to come to a halthalt. As aresult,
many industries were under-devel oped, unregulated and deeply
corrupted. FIEs set an example for many Chinese SOESs of how
to manage and regulate the company to reach maximum
efficiency; among the techniques demonstrated were the
establishment of a human resource management system and a
compensation system based on labor productivity.

Short-term Speculative Capital Flows: the Asian Economic
Crisis

The case of short-term speculative capital flowsisa
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quite different story. As the name suggests, this type of capital
flow is speculative in nature and can create instability within
the financial system. Many economic crisesin the 1990s, such
as the 1995 Mexican economic crisis and the 1997 Asian
economic crisis, can be attributed in part to short-term
speculative capital flows.

In hindsight, while the 1997 Asian economic crisis was
partially caused by a combination of risky macroeconomic
policies, lack of government regulation, and the ineffectiveness
of IMF programsto help restore confidence in the area, the
single most dramatic factor that led to the crisis was the
reversal of private capital inflowsinto Asia (Radelet & Sachs,
1998). During the booming years of 1990s until the crisis,
countries likethe “MIT” economies (Malaysia, Indonesiaand
Thailand) had witnessed a credit boom fueled by private net
capital inflows. Although real GDP was growing rapidly in
these countries, the growth rate of bank and non-bank credit to
the private sector still managed to exceed GDP growth by a
wide margin. This was because the capital market liberalization
facilitated a greater flow of funds to emerging markets around
the globe, particularly to Asia. Among the ASEAN countries,
capital inflowsincreased from an average of 1.4 percent of
GDP between 1986- 90 to 6.7 percent between 1990- 96,
according to IMF (Presad et al., 2003).

However, the composition of these net capital inflows
was quite different from that of China. While Chinawas
mainly dominated by foreign direct investments, capital flows
to Thailand, Indonesia, Malaysia or the Philippines came
mainly from offshore borrowing by banks and the private
sector. In the most extreme case of Thailand, between 1990-

96, capital inflows averaged an extraordinary 10.3 percent of
national GDP, and offshore borrowing by banks and private
sector alone amounted to 7.6 percent of GDP (Presad €l al.,
20032003). Foreign direct investments were minimal compared
to short-term capital flows. These short-term capital flows were
mostly directed towards real estate and equities, and rather than
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being channeled to productive investment activities, most of
these capital flows became “hot money” that pushed prices up
and created asset bubbles.

The asset bubbles were bound to explode when they
became too big. Thiswas when the pro-cyclical nature of
capital flows cameinto play: when the market is anticipating or
heading towards an economic downturn, investors withdraw
their capital, fearing they would lose their money. As aresult,
capital outflow increases while inflow decreases, leading to a
substantial declinein net capital inflows, which then causes the
exchange rate to depreciate and the interest rate to increase,
exacerbating the economic recession.
by The effect of such an economic downturn creates a
downward spiral: the economies of these Asian countries
suffered severely when foreign investors withdrew their funds
and net capital inflows halted. As aresult of the worsened
economic conditions in these countries, rating agencies like
S& P and Moody’s had little choice but to downgrade their
sovereign ratings. The lowered sovereign ratings subsequently
affected the private sector, as corporate ratings cannot surpass
the sovereign rating of the country where the company is
located. The result isalowered rating for the private sector,
making it even harder to raise foreign capital and attract the
funding needed to stimulate the economy.

Ultimately, short-term capital flows, when channeled
into investment activities that increase the productivity of the
economy, can be quite beneficial. However, foreign capital
flows on alarge scale are volatile, and when poorly utilized,
can leave the economy vulnerable to panic. One of the lessons
learned from the Asian economic crisis was that, when exposed
to the international capital markets, a weakly regul ated
financia system with tremendous amounts of capital inflows
can generate serious instability. Moreover, there was aa lesson
for China: policy makersin Beijing recognized that the non-
FDI part of the international capital flows had been a crucial
part of the crisis, and they had reservations about the idea of
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capital market liberalization. Although Chinawas only
marginally affected during the Asian economic crisis, the crisis
itself was an important wake up call for the Chinese to
reconsider their approach to financial globalization.

China; the Road Ahead

“...one might compare capital account liberalization to
putting a race car engine into an old car and setting off without
checking the tires or training the driver. Perhaps with
appropriate tires and training, the car might perform better;
but without such equipment and training, it is almost inevitable
that an accident will occur. One might actually have done far
better with the older, more reliable engine...”

-- Joseph Siglitz, 2000 pg. 1075

There is much truth in Stiglitz’ words. Thailand and
Indonesia were like the old car with new engines and tires
during the 1990s, and the Asian economic crisis proved
Stiglitz’ point: financial integration, done hurriedly without
first putting into place an effective regulatory framework, will
inevitably steer the economy into “an accident”.

It has also been widely accepted that the secret to why China
was only marginally affected by the crisisliesin the Chinese
government’s control of short-term capital . In many ways
Chinaisaprototypica country that can be best served by FDIs.
With avast population, seemingly unlimited cheap |abor and
relatively low levels of human capital and technological
expertise, China benefited considerably from the transfer of
technological and managerial expertise, as well asthe
employment opportunities created by foreign direct
investments. Compared to short-term speculative capital flows,
FDIs arelessvolatile, and the mgjority of FDIs are channeled
into investments that increase the productivity of the economy.

Therefore, there is no surprise that the Chinese
government is hesitant to relax capital controls and diversify
the composition of China’s net capital flows. However, the
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sustainability of an economy depends on a healthy and sizable
capital market system. Over the past few years, China's capital
markets have grown substantially in size and complexity. For
example, in 2007, the combined market capitalization of the
Shanghai and Shenzhen stock exchange surpassed China's
GDPfor thefirst time (KPMG, 2007). However, the size of
capital marketsin Chinaremains afraction of those in some of
the more advanced economies, and China's capital markets are
relatively primitive. For instance, while the stock market has
significantly increased in value over the past 20 years, the bond
market istaking a back seat to equities, with government issues
continuinging to play the dominant role and corporate bonds
comparatively small in size. The lack of an active corporate
bond market hasin the past fueled speculation in the equity
market and forced companiesto rely heavily on bank loans to
finance their operations. In addition, bond trading is hindered
by the lack of a structured secondary market and a mature
rating system.

Realizing the importance of establishing a more structured
financial sector, the Chinese government has gradually relaxed
its capital controls, especialy in the equity markets. In 2002,
Chinalaunched the Qualified Foreign Institutional Investor
(QFI1) program, which gave foreign investors access to the
previously closed-off mainland stock exchangesin Shanghai
and Shenzhen. TheT QFII system allowed licensed foreign
ingtitutional investorsto buy and sell Yuan-denominated “A”
shares, treasuries, convertible debt, and other financia
instruments for less speculative investments. To participate, a
QFII needs to appoint a Chinese commercial bank to act as
custodian of its assets, and name a domestic securities
company to handle its trading activities. China expanded the
guotafor the QFIl system from $10 billion to $30 billion in
May 2007 at the second round of the China-U.S Strategic
Economic Dialogue.

In addition to the QFII system, the Chinese government
has allowed qualified corporations to raise capital overseas
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since 1993. At the same time, Chinese companies are permitted
to obtain a credit rating with foreign rating agencies and issue
corporate bonds overseas.

Not only has the Chinese government relaxed controls on
capital inflows in various securities markets, it has also given
domestic institutions and individual s the opportunity to invest
offshore, through the Qualified Domestic Institutional Investor
(QDII) system. Launched in April 2006, the QDII system
paved the way for domestic investors to make investments
overseas in both equity and fixed income markets. The system
allowed Chinato drain some of its excess liquidity from
domestic savings and its vast foreign reserves, and also
provided an opportunity for potentialy higher returnsin the
more mature and complex capital markets overseas.

Apart from broader choices in the securities markets,
China has a so gradually opened up the market for bank credit.
According to Reuters, since China opened its retail banking
market to foreign competition, foreign financial institutions,
including HSBC and Citibank, have expanded rapidly in the
past several years. As aresult, Chinese companies with
overseas operations can borrow from foreign banks, while
commercia banks like HSBC and Citibank can lend to Chinese
companies as long as they meet the rules set by China Banking
Regulatory Commission (CBRC). According to CBRC data, in
Shanghai, the commercial capital of China, outstanding loans
by foreign banks reached $57 billion in 2008, up 4.5 percent
from the year before (China Bank Regulatory Commission,
2008)..

Over the past few years, more and more capital has also
flown in and out of Chinain the form of mergers and
acquisition. It is not uncommon for foreign investors to hold
stakes in Chinese companies. For example, China Mobile, the
country’s largest cell phone service provider, is partially owned
by technology giant Vodafone. In the financial sector, for
instance, Citigroup holds equities in the Pudong Development
Bank, alarge commercia bank headquartered in Shanghai, and
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China International Capital Corporation, the country’s most
prestigious investment bank, is partialy held by Morgan
Stanley. Recently, many Chinese corporations have been
seeking to expand their operations abroad by taking over or
acquiring partial ownership of foreign companies.

China has benefitted greatly from these attempts at
capital market liberalization, as they have provided alternative
ways of financing for many Chinese companies and have
allowed Chinato invest its excess liquidity in foreign markets.
However, along with the benefits came the risks that are
associated with capital account liberalization. One of the main
risksisthe increased market volatility caused by the sudden
entry or withdrawal of foreign funds, as it was the case in 1997
Asian economic crisis. If the domestic capital markets are
relatively small in size without sufficient liquidity, asizable
entry/ withdrawal of funds could substantially affect market
prices, making the markets extremely volatile and vulnerable to
panic.

In addition, by opening up its capital markets, Chinais
exposed to currency risks. As capital flowsin and out of the
country, the demand for the yuan also fluctuates. A surgein
capital inflows causes the value of the yuan to appreciate due
to ahigher demand for the currency. If the Chinese government
allows room for the value of the currency to fluctuate, a
stronger yuany can potentially be very harmful to the export
sector, as China has in the past relied on an under-valued yuany
to increase the competitiveness of its exports. On the other
hand, if large amounts of capital flow out of the country in a
short period of time, the value of the yuany will decline
sharply. In the case of the Asian economic crisis, the sudden
reversal of capital inflows to Asia caused the collapse of Tha
baht.

Moreover, deeper levels of capital market liberalization
often mean more complicated financial products. As mentioned
before, despite its sizable economy and incredible growth,
Chinahas arelatively primitive capital market system. Thisis
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especialy true in the fixed income markets. The bond market is
dominated by government treasury bills, and volume of
corporate bonds is amost negligible. China also has relatively
limited experience with derivatives trading. The financial
derivatives market consists mainly of commodities trading, as
well as futures and options. Only recently has the Chinese
government launched currency forwards and swaps trading
through banks (KPM G, 2007). With the liberalization of capital
markets, more and more financial products (such as asset
backed securities and collateralized debt obligations) will be
introduced to Chinese investors. These derivatives often mean
greater leverage and a more integrated financial sector, and
they come with higher risks. Without an effective regulatory
system, asmall problem in the highly complicated and
integrated financial sector might endanger the economy as a
whole.

Therefore, it has become increasingly clear that successful
capital liberalization cannot be realized without first
establishing a strong regulatory framework. The Asian
financial crisis has led the Chinese government to rethink the
issue of financial integration. Although the importance of
sound macroeconomic policies had been well understood even
before the crisis, the critical role played by awell-capitalized,
well-managed and well-regulated financial system in
minimizing risks associated with capital account liberalization
really came into the spotlight.

In his 2000 paper, Stiglitz made a brilliant analogy
between government intervention in capital markets and dams
used to prevent flood (Stigliz, 2000, pg. 1083). Without dams
to stop the flow of water from the mountain top the ocean, such
powerful flows can only cause death and destruction; with the
dam in place, power generated from the flows can be
channeled into constructive uses. Sometimes, even the most
advanced economies with strong financia institutions are faced
with the failure of its regulatory framework, as the subprime
crisisin the U.S has by now demonstrated. Thus, the dilemma

94



Capital Market Liberalization in China

faced by Chinese policy makersis how to design an effective
intervention system that does not generate too great a cost to
the economy.

One way the government can control short-term capital
flows is through banking regulations. The Chinese government
is already regulating banks to some degree; according to a
news report by Reuters, when foreign lending fell at the
beginning of January, the China Banking Regulatory
Commission issued a statement that strongly urged foreign
banksto “maintain their level of loans” and “ strengthen their
support of economic growth with a mentality of service’. In
addition to the statement, the government also provided
incentives for foreign banks to continue lending by considering
allowing qualified foreign banksto issue financial bonds and
securitize their loans in China. Given the importance of
relationships with the local government when doing businessin
China, the government could use such incentives to counter the
pro-cyclical nature of foreign capital flows and to steer bank
lending in the desired direction.

n addition, the Chinese government limits the amount of
inflows allowed in the QFII system. In the future, asthe
Chinese capital markets mature, the government can potentially
increase the limit placed on foreign institutional investors.

Given the relatively primitive nature of China’s capital
markets, the government should place strict rules on financial
ingtitutions in terms of leverage and market capitalization to
asset ratio. This action will to some degree prevent the domino
effect of financial derivatives during the current subprime
crisis, that is, asmall failure of the financial market (in this
case, default on subprime loans) will lead to the collapse of the
economy as awhole. As China develops more capacity for
complicated financial products, these restrictions can be
gradually relaxed.
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Conclusion

“Freedom hasitsrisks.” -- Michel Camdessus, Managing
Director of IMF (CAmdessus, 1997)

The series of crisesin the 1990s, especially the 1997 Asian
economic crisis, has led many people to rethink the cause of
financial globalization. Once an ardent advocate, the IMF has
now come to realize that the costs of capital market
liberalization might indeed overweigh the benefits. For
emerging economies with less developed financial systems, it
has become increasingly clear that some form of intervention is
needed to ensure the soundness of the economy in the event of
financial liberalization.

One country that has benefitted from such interventionsis
China. Historically, China has placed relatively strict controls
on short-term capital flows while remaining hospitable to long-
term foreign direct investments. This allowed Chinato channel
capital inflows to constructive uses that improved its total
factor productivity, while avoiding exposure to greater
volatility as aresult of short-term speculative capital flows.

Whereas this form of intervention has worked in the past,
gradual financial integration seemsinevitable for Chinain the
future. Over the past few years, China has allowed qualified
foreign investorsto invest in China's capital markets, and
qualified domestic investors to buy and sell abroad. In addition,
China has also loosened controls on bank lending, and foreign
loans have become an important aternative for many
companies to finance their operations.

More than ever, the Chinese government is now faced with
the dilemma of establishing an effective regulatory framework
that maximizes the benefits of capital market liberalization
without generating too great a cost to the economy. Possible
interventions include providing incentives for foreign banks to
steer bank lending in desired direction, limiting the value of
foreign investments in equity and fixed-income markets,
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placing restrictions on leverage and other key financia metrics
of financial institution, as well as some form of currency
control. As Michael Camdessus said, freedom comes with
risks, and the path ahead for Chinais promising, yet difficult.
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Appendix: Glossary

Capital market liberalization: government restriction
relaxation in the capital market. Also referred to as “financid
globalization”

Foreign direct investment: a direct investment by a corporation
in acommercial |venture in another country

Capital flows: the movement of money for the purpose of
investment, trade, or business production

WTO: the World Trade Organization, a global organization
dealing with the rules of trade between nations

IMF: the International Monetary Fund, an intergovernmental
organization that oversees the global financia system
Diversification: the act of investing in avariety of assetsto
reduce risk

Financial integration: level of capital flows between different
countries

Offshore lending: the act of funding investment, trade and
business operations using money from foreign countries

QFII: Qualified Foreign Institutional Investor, a Chinese
program launched in 2002 to allow licensed foreign investors
to buy yuan-denominated securities traded in China’'s mainland
stock exchanges

Asset backed securities (ABS): a security whose value and
income payments are backed by a specified pool of underlying
assets

Collateralized debt obligation (CDO): atype of structured
asset backed security
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