Order Code RL31687

CRS Report for Congress

Received through the CRS Web

The Millennium Challenge Account:
Congressional Consideration of a
New Foreign Aid Initiative

Updated March 19, 2004

Larry Nowels
Specialist in Foreign Affairs
Foreign Affairs, Defense, and Trade Division

Congressional Research Service % The Library of Congress



http://www.fas.org/sgp/crs/index.html

Form Approved

Report Documentation Page OMB No. 0704-0188

Public reporting burden for the collection of information is estimated to average 1 hour per response, including the time for reviewing instructions, searching existing data sources, gathering and
maintaining the data needed, and completing and reviewing the collection of information. Send comments regarding this burden estimate or any other aspect of this collection of information,
including suggestions for reducing this burden, to Washington Headquarters Services, Directorate for Information Operations and Reports, 1215 Jefferson Davis Highway, Suite 1204, Arlington
VA 22202-4302. Respondents should be aware that notwithstanding any other provision of law, no person shall be subject to a penalty for failing to comply with a collection of information if it
does not display a currently valid OMB control number.

1. REPORT DATE 2. REPORT TYPE 3. DATES COVERED
19 MAR 2006 N/A -
4. TITLE AND SUBTITLE 5a. CONTRACT NUMBER

The Millennium Challenge Account: Congressional Consideration of a
New Foreign Aid Initiative

5b. GRANT NUMBER

5c. PROGRAM ELEMENT NUMBER

6. AUTHOR(S) 5d. PROJECT NUMBER

5e. TASK NUMBER

5f. WORK UNIT NUMBER

7. PERFORMING ORGANIZATION NAME(S) AND ADDRESS(ES) 8. PERFORMING ORGANIZATION
Congressional Research Service The Library of Congress 101 REPORT NUMBER

I ndependence Ave SE Washington, DC 20540-7500

9. SPONSORING/MONITORING AGENCY NAME(S) AND ADDRESS(ES) 10. SPONSOR/MONITOR’'S ACRONYM(S)
11. SPONSOR/MONITOR'’ S REPORT
NUMBER(S)

12. DISTRIBUTION/AVAILABILITY STATEMENT

Approved for public release, distribution unlimited

13. SUPPLEMENTARY NOTES

14. ABSTRACT

15. SUBJECT TERMS

16. SECURITY CLASSIFICATION OF: 17. LIMITATION OF 18. NUMBER 19a. NAME OF

ABSTRACT OF PAGES RESPONSIBLE PERSON
a REPORT b. ABSTRACT c. THISPAGE SAR 42
unclassified unclassified unclassified

Standard Form 298 (Rev. 8-98)
Prescribed by ANSI Std Z39-18



The Millennium Challenge Account: Congressional
Consideration of a New Foreign Aid Initiative

Summary

In a speech on March 14, 2002, at the Inter-American Development Bark,
President Bush outlined a proposal for the United States to increase foreign economic
assistance beginning in FY 2004 so that by FY 2006 American aid would be $5 billion
higher than three years earlier. The new funds, which would supplement the roughly
$16.3 billion economic aid budget for FY 2003, would be placed in a separate fund —
Millennium Challenge Account (MCA) — and be available on a competitive basisto a
few countriesthat have demonstrated acommitment to sound devel opment policiesand
where U.S. support isbelieved to have the best opportunitiesfor achieving theintended
results. These*best-performers’ would be selected based on their recordsin three areas
— ruling justly, investing in people, and pursuing sound economic policies.

Development of a new foreign aid initiative by the Bush Administration was
influenced by anumber of factors, including the widely perceived poor track record of
past aid programs, recent evidence that the existence of certain policiesby aid recipients
may be more important for success than the amount of resources invested, the war on
terrorism, and the March 2002 U.N.-sponsored International Conference on Financing
for Development in Monterrey, Mexico.

The MCA initiativeislimited to countries with per capitaincomes below $2,935,
although in the first two years — FY 2004 and FY 2005 — only countries below the
$1,415 level would compete for MCA resources. Participantswill be selected based on
a transparent evaluation of a country’s performance on 16 economic and political
indicators, divided into three clusters corresponding to the three policy areas of
governance, economic policy, and investment in people. Eligible countries must score
above the median on half of the indicators in each area. One indicator — control of
corruption — is a pass/fail measure: a country must score above the median on this
single measure or be excluded from further consideration.

The Administration proposed to create anew entity — the Millennium Challenge
Corporation (MCC) — to manage the initiative. The MCC would be supervised by a
Board of Directorschaired by the Secretary of State. Several other key issues, including
the number of participating countries and monitoring mechanisms, have yet to be
determined.

Congress plays akey rolein the policy initiative by considering authorization and
funding legislation, and confirming the head of the proposed MCC. A number of issues
have been addressed in the congressional debate, including country eligibility criteria,
performanceindicators used to sel ect participants, creation of thenew M CC, and budget
considerations. Congressapproved legislation (Division D of P.L. 108-199) authorizing
the new program and appropriating $994 million for thefirst year. The measure creates
a Corporation, as proposed, but alters the composition and size of the Board of
Directors. It further limits the extent to which lower-middle income countries in
FY 2006 and beyond can participatein the M CA so that moreresourceswill beavailable
for the poorest nations. The legislation creates a roughly 90-day period after the
Corporation is established for consultation and public comment before selecting MCA
participants for FY2004. It is expected that the Board will name the initial MCA
eligible countriesin May 2004.
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The Millennium Challenge Account:
Congressional Consideration of a New
Foreign Aid Initiative

Most Recent Developments

On January 23, 2004, President Bush signed into law the Consolidated
Appropriations Act, 2004 (P.L. 108-199) within which Congress authorized the
creation of the Millennium Challenge Account and appropriated $994 million for
FY2004. TheMCA legislation, included in Division D of theomnibusspending bill,
resolved several key issues on which the House and Senate differed. The measure
creates a new Millennium Challenge Corporation (MCC), headed by a CEO who
reportsto the Board of MCC Directions, instead of the Secretary of State (Senate) or
the President (House). The Board includes the Secretary of State (chairman), the
Secretary of the Treasury, the U.S. Trade Representative, the USAID Administrator,
the MCC CEO, and four others from lists submitted by congressional leaders and
nominated by the President. Low-middleincome countries may participatein MCA
programs beginning in FY 2006, as proposed, but may not receive more than 25% of
MCA appropriations. Thelegidlation creates aroughly 90-day period during which
the Corporation will namethelist of countriesthat will compete for MCA selection
in the first year (“candidate countries’), publish the methodology that will be used
for identifying best performing countries, seek public comment on theinitiative, and
consult with Congress. Following this review period, countries will be selected
(“eligible countries”) and invited to submit program proposals for funding. This
could take place as early as May 2004.

Introduction

In a speech on March 14, 2002, at the Inter-American Development Bank,
President Bush outlined aproposal for the United Statesto increaseforeign economic
assistance beginningin FY 2004 so that by FY 2006 American aid would be $5 billion
higher thanthreeyearsearlier. Hefurther pledged to maintain economic aid amounts
at least at thislevel into the future. The fundswould be placed in anew Millennium
Challenge Account (MCA) and beavailable on acompetitive basisto afew countries
that have demonstrated a commitment to sound development policies and where
U.S. support will have the best opportunities for achieving the intended results.
These “best-performers’ will be selected based on their records in three areas:

e Ruling justly — promoting good governance, fighting corruption,
respecting human rights, and adhering to the rule of law.
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e Investing in people — providing adequate health care, education,
and other opportunities that sustain an educated and healthy
population.

e Pursuing sound economic policies that stimulate enterprise and
entrepreneurship — promoting open markets, sustainable budgets,
and opportunities for economic growth.

If fully implemented, the initiative would represent one of the largest increases
in foreign aid spending in half a century, outpaced only by the Marshal Plan
following World War Il and the Latin America-focused Alliance for Progressin the
early 1960s. Administration officialscharacterizethe M CA asrepresenting themost
comprehensivepolicy changeever in how the United Statesdesigns, implements, and
monitors development assistance to low and lower-middle income nations. In
particular, Executive officials emphasi ze the “results-based” aspect of theinitiative
in which countries will be selected based on past and current performance, and
programs will be evaluated on and required to show measurabl e achievements that
impact favorably on economic growth and poverty reduction.

Conditioning assistance on policy performance and accountability by recipient
nations is not a new element of U.S. aid programs. Since the late 1980s at least,
portions of American development assistance have been allocated by the U.S.
Agency for International Development (USAID) to some degree on a performance-
based system. What is significantly different about the MCA is that the entire $5
billion money pool — which is nearly twice the size of the FY 2003 USAID “core’
development aid budget — will be tied to performance and results. Moreover,
program proposal swill be based on national devel opment strategiesdevel oped by the
countries themselves, with a U.S. role limited to providing technical assistance in
project design. Further, in another major departure from past policy, the MCA is
intended to focus exclusively on development goals without being influenced by
other U.S. foreign policy and geo-strategic objectives that often strongly influence
U.S. aid decision making. Nevertheless, while new details regarding country
eligibility, selection criteria, and organizational structure were announced in
December 2003, many issues have not yet been decided and remain under review by
the Executive branch.

Congressplaysakey roleintheapproval of theinitiative by way of considering
authorization and funding legislation, and in confirming the head, or CEO, of the
Millennium Challenge Corporation that manages the MCA under the President’s
plan. Congress will also maintain continuing oversight of the program as it is
implemented and additional funding is sought in subsequent years. Among
numerous policy issues for Congress raised by the MCA proposal were:

e Country digibility: Should the MCA target both low and lower-
middle income countries, as proposed by the Administration, or
should it focus exclusively on the poorest nations where the needs
are the greatest and where access to other financial resources is
limited? And, if both, how should funds be alocated between the
two groups?
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Perfor manceindicator sand selection process: Will theindicators
and the methodology proposed by the Administration identify the
“best performers’?

e Implicationsfor other U.S. development aid programs: How will
the MCA affect global and country aid programs not part of the new
initiative?

e U.S. organizational structures: Is the proposed Millennium
Challenge Corporation, with a staff of 100, the most appropriate
structural model for managingthe MCA? What aretheimplications
for the U.S. Agency for International Development, the primary
government bilateral aid agency?

e Program development and selection: What types of activities
should the MCA fund and how will these programs be designed?

e Legidativeand funding matters. What should be the relationship
between MCA authorizing legislation and current foreign aid laws
and legidative practice? What arethe budgetary implicationson the
MCA?

Background of the Millennium Challenge Account
Initiative

Context

The concept of the Millennium Challenge Account is based on the premise that
economic devel opment succeeds best whereit islinked to sound economic and good
governance policies, especially where these conditions exist prior to expanding
resource transfers. Past failures of economic aid provided by the United States and
other international donors, some argue, have been caused to alarge extent by alack
of attention to performance and the requirement for measurable results.! Executive
branch officialssay that the M CA abandonsthe process of basing aid all ocationson
promises by recipient governments to initiate policy changes in the future, and
instead will make those decisions based on achievements already made and policies
that are currently working.?

This view has been joined by a growing body of literature in the late 1990s
concluding that there was little rel ationshi p between the amount of development aid

! Otherswill argue, however, that of equal or perhaps more importance has been the close
ties of U.S. foreign assistance with more strategic and geo-political goals where
devel opment results have been of secondary importance for policymakers charged with aid
allocations and policy formulations.

2 Seeremarks by Andrew Natsios, Administrator, USAID, at the U.S. Embassy in London,
October 21, 2002. [http://www.usaid.gov/press/spe_test/speeches/2002/sp021021.html]
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provided and successin raising economic levelsand reducing poverty. Rather, some
researchers argued that foreign assistance produced the greatest impact where the
recipient country had already adopted sound policies.® Others have concluded that
international development assistance has largely failed and will continue to do so
unless the donor community fundamentally shifts its focus to support real policy
change.* Despite many development successes in such areas as agricultural
production and child immunization, by one calculation 97 countries receiving $144
billion (constant dollars) in U.S. aid since 1980 had their median per capita gross
domestic product (GDP) decline from $1,076 to $994 by 2000.°

Also influencing the debate over the launch of anew foreign aid initiative are
theterrorist attacks of September 11and an evaluation of their causes. Thereremain
differences of perspective regarding a possible direct relationship between poverty
and terrorism, especially given the fact that many terrorist leaders come from
relatively wealthy backgrounds. But most agree that poverty can be a contributing
factor. President Bush, inannouncingthe MCA on March 14, 2002, made numerous
references to the war on terrorism, noting that “We also work for prosperity and
opportunity because they help defeat terror.” He further emphasized that although
poverty does not cause terrorism, “poverty prevents governments from controlling
their borders, policing their territory, and enforcing their laws. Devel opment provides
the resources to build hope and prosperity, and security.”®

Accompanying thiswas a renewed interest in global development aid funding
level sasgovernments, international ingtitutions, and non-governmental organizations
prepared for a mid-March 2002 U.N.-sponsored International Conference on
Financing for Development in Monterrey, Mexico. Conference proponents hoped
the session would serve asacatalyst for donorsto increase aid commitmentsin order
to achieve by 2015 the ambitious goal of reducing poverty by one-half relative to
1990. At the 2000 Millennium Summit, international leaders, including the United
States, had pledged support for a set of specific targets, including those related to
hunger, education, women’'s empowerment, child health, HIV/AIDS, and other
infectious diseases, that became known collectively asthe Millennium Devel opment
Goals. A World Bank analysis, released February 2002, estimated that to achieve
these goals by 2015, donors would need to increase spending by $40 to $60 billion

3 See, for example, Craig Burnside and David Dollar, “Aid Spurs Growth — in a Sound
Policy Environment,” Finance and Development, December 1997; and Paul Collier and
David Dollar, “Aid Allocation and Poverty Reduction,” The World Bank, January 1999.

* See, for example, William Easterly, “ The Failure of Development,” Financial Times, July
3, 2001.

> Testimony of Brent Shaefer, The Heritage Foundation, before the House Foreign
Operations Appropriations Subcommittee, June 27, 2002. Foreign Operations, Export
Financing, and Related Programs Appropriations for 2003. Hearings, Part 3, p. 473.

® President Proposes $5 Billion Planto Hel p Devel oping Nations. Remarksby the President
on Glaobal Development at theInter-American Devel opment Bank, Washington, D.C., March
14, 2002.
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per year, or roughly double the amount provided in 2001.” As the Monterrey
conference approached, international development advocates began pressing
participating governmentsto i ssue specific pledgesthat woul d hel p closethisfunding
gap identified by the World Bank.

Outlines of the MCA

Following the President’s speech in March, an inter-agency team, including
representatives from the National Security Council, Office of Management and
Budget, State Department, USAID, and the Department of Treasury, met frequently
to work out proposals to design and implement the U.S. initiative. The NSC
managed overall policy development while the State Department took charge of
outreach — seeking input from the non-governmental community — and the
Treasury Department assembled economic and governance indicators that would be
used to determine eligible countries. The team drafted recommendations on many,
but not all MCA issues, and after being approved by the Secretaries of State and
Treasury, the proposals were forwarded to the President.

After making further modifications, on November 25 President Bush endorsed
several key principlesof theinitiative. Thereafter, the process of writing legidation,
deciding on budget levels for FY 2004, and consulting with Congress began. On
February 3, 2003, the President proposed $1.3 hillion for the MCA in FY 2004,
followed two days later by submission of adraft bill authorizing theinitiative. The
requested legislation wasintroduced asH.R. 1966 and S. 571, but ultimately enacted
as part of the Consolidated Appropriations Act, 2004 (Division D of P.L. 108-199).

While several important issues have been decided, both through enactment of
authorizing legidation and through inter-agency discussions, others remain under
review as the MCA framework evolves. These issues are highlighted below and
discussed in more detail in the following section on the MCA and congressional
consideration.

MCA features announced by the Administration. The Administration
issued proposals on a number of key MCA elements, some of which were
incorporated into the enacted authorizing legislation:

e Country digibility. Inthefirst year — FY 2004 — countries that
can borrow from the World Bank’s International Development
Association (IDA) with a per capita income below $1,415 are
eligible. The list will expand to 115 over the next two years to
include all countries with per capita GNI less than $2,935. (For
complete list, see appendix B.)

e Sdlectioncriteriaand performanceindicators. MCA participants
will be selected based on their performance measured by 16

" World Bank, Goals for Development: History, Prospects, and Costs, by Shantayanan
Devargjan, Margaret Miller, and Eric Swanson, April 2002. Text available at
[http://econ.worldbank.org/view.php?topic=19& type=5& id=13269].
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economic and political indicators. In most cases, a score above the
group median on the indicator would represent a passing “grade’.
The MCA Board of Directors will be guided by the statistical
outcomes, but maintain some discretion over the final selection.

e Corruption measureis” pass-fail”. Tobeeligible, acountry must
score above the median on the corruption indicator, as compiled by
the World Bank Institute.

e Program development and submission. MCA programs will be
“country-driven” inwhich participating country officialswill design
and submit project proposals based on national development
objectives.

e Types of programs supported. MCA programs will be available
not only for government-sponsored projects, but for activities
proposed and implemented by local governments and communities,
civil society, and other private entities. National governments,
however, would remain responsiblefor the program and be the party
to sign a compact between the U.S. and the country. Moreover,
according to Administration officials, all types of assistance —
budget support for government initiatives, infrastructure projects,
and more targeted activities focused on specific sectors — are
available for consideration.

e Organizational management of the MCA. The Administration
asked and Congress approved the creation of a new entity — the
Millennium Challenge Corporation (MCC) — that will be
supervised by aBoard of Directors chaired by the Secretary of State.

e FY2004funding. The Administration proposed $1.3 billion for the
MCA '’ sfirst year and continuesto support its pledge of $5 billion by
FY 2006. Congress, however, reduced the FY 2004 funding to $994
million.

MCA issues undecided within the Administration. Beyond some of
these key decisions, other matters remain under discussion.

e Number of countries participating. Because the MCA will be a
“performance-driven” program, it is difficult to predict how many
nations will qualify and participate. Administration officias have
suggested, however, that the number will be relatively small —
perhaps less than 20 by the third year. It isalso undecided whether
al or only some of the countries that qualify based on the
performance indicators will receive MCA funding. The final list
may comprise selections from the pool of best performing countries
or the selection could be based on the quality of program proposals
submitted by qualifying nations. Other options are also under
review.
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e Impact on USAID program objectivesin M CA countries. MCA
participants may or may not continueto receiveregular development
aid under existing USAID programs. If they do, it is unclear
whether those activities will change focusin order to support MCA
projects. Therole of USAID missionsin MCA countriesisalso yet
to be clearly stated.

e Monitoringand accountability. Executiveofficialssay that MCA
programs will be closely monitored and scrutinized, perhaps by
some independent auditing system, but they have not established
plans or procedures.

e Graduation or exit strategies. A main objectivein providing an
increased resource pool to help “jump-start” or accelerate a
country’s development process, is to set it on the road toward
graduation. What criteria to use to end programs in successful
countries or how to withdraw from a non-performing MCA
participant remain undecided.

The MCA and Congressional Consideration

As Congress considered MCA authorizing legislation and funding
recommendations in 2003, and will later debate the confirmation of the MCC chief
officer, followed by continuing oversight of program implementation, several key
elementsof theinitiative have been, and will continueto beclosely examined. These
will include matters that have aready been decided within the executive branch, as
well asissues that remain under discussion.

Country Eligibility and Income Levels

One of the first questions addressed by the executive steering committee was
where the income cutoff point should be drawn for purposes of defining potential
MCA participants. The debate chiefly focused on whether only the poorest nations
should be considered for MCA programs. As noted above, the Administration
announced in late November 2002 that a pool of 115 countries, phased in over three
years, would compete for MCA resources. They are grouped into three clusters
according to income level and World Bank borrowing status, with a new cluster
added to the competition each year corresponding to the anticipated rise in MCA
resources. In FY 2004, only the 75 IDA-€ligible countries with per capita incomes
below $1,415 can compete, while 12 more will be added the next year.® By FY 2006,
when $5 billion is planned for MCA programs, countries with per capita incomes
between $1,415 and $2,935— 28in number — will beadded. Since countriesabove
$1,415 per capitaincome are likely to score higher on the eligibility indicators, the

8 IDA-€ligibleborrowerstotal 81. While most fall below the $1,415 gross nationa income
(GNI) per capitalevel, seven small island countries with incomes abovethislevel also can
borrow from IDA. See Appendix B for acompletelist of countriesfalling into each income

grouping.
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White House further has decided to have separate competitionsfor thelow and low-
middle income groups to avoid income bias.

Issue: Income eligibility. There emerged at the outset arelatively broad
consensus within the U.S. development community that the MCA should focus on
IDA-€ligible, low-income countries.® For apolicy aimed at promoting economic

growth and reducing
poverty, most agreed that it made sense to place emphasis where the greatest needs
existed. By expanding the number and income level of MCA participants beyond
IDA-€ligible status, some argued, the amount of money available for the poorest
nations would be reduced. Some also noted that the 28 member low-middlieincome
group includes nations that maintain strong political and strategic ties with the U.S.
— Egypt, Jordan, Colombia, Turkey, and Russia. That would increase the
possibility, or at |east the perception, that countries might be selected on criteriaother
than M CA performance measures. It may further tend to blur the distinction between
MCA goals and objectives of other aid programs, jeopardizing the unique approach
of theMCA and the need for programmatic flexibility.*® Achieving economic results
asan objective hasfrequently taken aposition secondary to strategicinterestsin U.S.
aid allocation considerations in the past.

In addition, some point out that the poorest countries have far less access to
capital from private sources, making MCA resources even more valuable to them.
According to one analysis, aid as a percent of gross national income (GNI) for IDA-
eligiblecountrieswith per capitaincomes below $1,415 total s 10.8% compared with
1.4% for the higher income group (below $2,935); gross private capital flows as a
percent of GDP for the poorer IDA-€ligible countries (below $1,415) is6.9% while
thosebetween $1,415 and $2,935 receive 10.3%. Tax revenuesand domestic savings
as a percent of GDP among low-middle income countries are roughly double the
level of those for IDA-€ligible borrowers below $1,415, thus providing a more
expansive potential source of financing.™

Others, however, argue that low-middle income countries deserve equal
consideration in a program intended to identify and partner with the “best-
performers.” Insomecases, they assert, commitmentsto sound policieshaveenabled
nations to move into the higher income range. If aprimary goal of the MCA isto
maximize the effectiveness of aid resources, then non-IDA countries should be

° Three non-governmental organizations, for example, argued that the MCA should limit
participation exclusively to IDA-€eligible countries. See InterAction. The Millennium
Challenge Account: A New Vision for Development, May 2002; Catholic Relief Services,
Improving Effectiveness: Recommendations for the Millennium Challenge Account, June
24, 2002; and Bread for the World, Rise to the Challenge: End World Hunger, available at
[http://www.bread.org/issues/rise to _the challenge/preview.html].

10 See: Lael Brainard, Compassionate Conservatism Confronts Global Poverty, the
Washington Quarterly, Spring 2003, p. 151; and Steve Radelet, Qualifying for the
Millennium Challenge Account, Center for Global Development, December 13, 2002, p. 4.

1 Radelet, Qualifying for the Millennium Challenge Account, Appendix, p. 3.
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included.” In addition, countries falling in the $1,415 - $2,935 per capitaincome
range, while maintaining higher income levels, also have large numbers of people
livingin poverty. These countries, with stronger institutions and better capacity may
also be better positioned to apply MCA resources more effectively.

One argument of those favoring exclusive participation of countries below the
$1,415 level — that better-off economies would score higher on the digibility
indicators, raise the median standards for qualification, and squeeze out the poorest
nations — seems to be addressed by the Administration. Based on a preliminary
estimate of the median scores of each group, the median would be higher — and in
some cases significantly higher — for 14 of the 16 indicatorsfor low-middleincome
countries compared with those below $1,415 GNI per capita.’® In FY 2006, whenthe
28 higher-income countries become eligible, they will be evaluated separately from
the other 87, competing against each other to score above the group median on the
16indicators. Thiswould allow countriesto qualify based on comparisonswiththeir
income-level peers. Whether the Administrationwill divideM CA resourcesinto two
pots of money for each income group has not been determined. In any case, unless
the Administration and Congress agreeto increasethe M CA beyond the proposed $5
billion target, whatever number of low-middle income nations that qualify will
reduce the amount of resourcesthat would otherwise be availablefor those bel ow the
$1,415 level.

Congressional proposals to modify income eligibility. Reflectingthe
perspectivethat the M CA should remain focused on the poorest countries, the Senate
Foreign Relations Committeerecommended in S. 1160 (asadded to S. 950) to permit
participation by low-middle income country in FY2006 and beyond only if MCA
funding exceeds $5 hillion. If not, MCA programs could only be supported in
countriesthat fall below the“ historical per capitaincome cutoff of the International
Development Association,” alevel that is currently $1,415. Even in yearswhen the
MCA appropriation exceeds $5 hillion, the Senate bill would limit funding to low-
middle income participants to 20% of the total amount. The Foreign Relations
Committee further expressed its intention that MCA programs in the low-middle
income countries should focus on poor communities in those nations.

The House International Relations Committee, in H.R. 1950, aso limited to
20% the amount of M CA resourcesthat could be allocated in FY 2006 to low-middle
income participants. But unlike the Senate, the House measure did not require an
appropriation in excess of $5 billion for inclusion of the low-income group in
FY 2006. The Committee considered two amendments during markup related to the
incomeissue. Thefirst, offered by Congressman Payne and approved by the House
panel, would have required low-middle income countries that are selected for MCA

12 Paol o Pasicolan and SaraJ. Fitzgerald, The Millennium Challenge Account: Linking Aid
with Economic Freedom. The Heritage Foundation, October17, 2002, p. 2.

13 Thetwo indicators for which thiswould not be the case are trade policy, which would be
the same for each group, and three-year budget deficits. However, because qualification
under the latter indicator is set at a specified threshold — less than 20 percent — group
medians would have no impact on whether a country passed this hurdle. Source: CRS
analysis based on data compiled by Steve Radelet, Center for Global Development.
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grants to make a contribution from their own resources to whatever MCA programs
are funded. The second amendment, proposed by Congressman Menendez,
originated out of concern that few (7) Latin American nations would be eligible to
compete for MCA resources in the first two years, despite large pockets of poverty
in these countries. The Menendez amendment, which was defeated (10-24), would
have made low-middle income nations, a group which includes nine from Latin
Americaeligible from the beginning. Similarly, Congressman Kolbe proposed an
amendment during House floor debate that would have allowed |low-middleincome
countries to be eligible beginning in FY2005 rather than FY2006. The Kolbe
amendment failed 110-313. While sympathetic to the concerns expressed by
sponsors of the amendment, those opposed to changing the income dligibility
structure argued that resources diverted from Latin Americaand many other nations
would come at the expense of the world’'s poorest nations where the needs are
greatest.

As enacted in Division D of P.L. 108-199, the MCA authorizing legidation
followsthe earlier House and Senate plan of including only low-income countriesin
theprogram during FY 2004 and FY 2005. Beginningin FY 2006, low-middleincome
nations, with per-capitaincomeabove $1,415, may al so participate, but they canonly
receive 25% of the amount appropriated for the MCA in that year.

Performance Indicators and Selection Process

Executive branch decisions on which performance indicators to use have been
guided by whether the data and methodology are transparent, publically available,
accurate, and easy to understand. Another key factor is whether the data source
provides full coverage for as many countries as possible and is relatively current.
Officials further sought to identify indicators that would be few in number but
sufficient to reflect broad policy results in each of the three policy categories, and
valid relationships between the indicators and economic growth and poverty
reduction. Finding indicators that meet all of these requirements is difficult, and
according to some, impossible. Gathering valid economic, social, and political
statistics, especially in devel oping nations, has always been difficult, often resulting
in significant gapsin coverage and long lag times. Gaining consensus on whether a
given set of indicators accurately measures policy achievements unfettered of
ingtitutional bias by whatever organization or individuals collect and interpret the
datais also amajor challenge.

As noted above, the Administration has settled on 16 indicators for measuring
performance and determining country eligibility. AsshowninTablel, six fall within
each of the ruling justly and encouraging economic freedom categories, while four
will determine results in the area of investing in people. Sources include
internationa institutions, such as the World Bank, IMF, and U.N., and non-
governmental and private organizations like Freedom House, Heritage Foundation,
and the Institutional Investor Magazine. National statisticswill also be drawn upon
where gaps occur, but none of the data setswill be compiled by the U.S. government.

For aggregating country scores, the Administration decided to use a“hurdles’
approach instead of adding up the results and ranking nations top to bottom. To
qualify, a country must score above the median on half of the indicators in each
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policy area; in other words, a country’ s ranking must be above the median of all 75
countriesin thefirst year onthree of the six indicatorsfor ruling justly and economic
freedom, and two of the four for investing in people. The one exception to the
median standard is the inflation indicator — a country’ sinflation must be below 20
percent in order to pass that hurdle. Officials believe that the hurdle methodology
will demonstrate that a country is committed in all three areas and more precisely
identify policy weaknesses. In year three and beyond, when low-middlie income
countries are added to the competition, there will be separate evaluations for
countriesbelow and above $1,415 per capitaincomes so that higher income countries
will not drive up the median and exclude poorer nations from qualifying.

Importantly, oneindicator — control of corruption— will bea*pass-fail” test,
in which any country scoring at or below the median on this measure will be
disqualified regardiess of performance on any of the other 15 indicators. Executive
officials argue that since there are strong links between financial accountability and
economi ¢ success, astrong commitment to fight corruption must be demonstrated by
all MCA participants.

Further, after passing all the required hurdles, a country’s score will be
evaluated by the M CC Board of Directorswho will makethe final recommendations
to the President. The Board will be granted a degree of discretion in selecting the
final participants, taking into account such things as missing or old data, trends in
performance, and other information that might reflect on acountry’ scommitment to
economic growth and poverty reduction. Moreover, officials have yet to decide
whether to fund programs in al countries that qualify and pass the final review.
Final selection, for example, could hinge on the quality of program proposals
submitted by the best performing nations, although other selection options are also
under discussion. Presumably, the President will also maintain flexibility as to
whether to agree with the Board’ s recommendations.

Congressional action on performance indicators. Measuresconsidered
inthe Senateand House (S. 1160, asamended and incorporated into S. 925; and H.R.
2441, as amended and incorporated into H.R. 1950) did not directly legislate the list
of performanceindicatorsto be used, thereby allowing the executive branch to apply
the measures that it has recommended. Both, however, provided for advance
congressional consultation and public awareness. S. 925 required that the list of
proposed indicators be published in the Federal Register and on the Internet and that
the Administration consider public comment prior to issuing thefina determination
of the indicators. In this way, the Committee believed that the indicators could be
refined and improved.

H.R. 1950 required the Corporation’s CEO to consult with congressional
committeesprior to establishing eligibility criteriaand methodol ogy and publish such
criteriaonce finalized. Both bills further directed that country eligibility would be
based on an evaluation of performance criteriathat closely matched the 16 indicators
listed in Table 1 below. In its report on S. 1160, the Senate Foreign Relations
Committee expressed itsintent that the sel ection be based on devel opment needs and
performance, and not on immediate political considerations.
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Theenacted legislation, likeearlier House and Senate bills, does not specify the
specific performanceindicators. Indescribing the criteriaby which countriesshould
be assessed, the MCA Act makes reference to the extent to which countries respect
therightsof peoplewith disabilities, promote the sustai nable management of natural
resources, and invest especially the health and education for women and girls. While
none of the 16 indicators chosen by the Administration directly address these three
additional concerns, it islikely that MCC officialswill review existing indicators or
search for new performance measure in order to better evaluate progress on these
threefactors added by Congress. Thelegislation further requiresthe Corporation to
publish the eligibility criteria and methodology used for country evaluation on its
website and in the Federal Register, and receive public comment and congressional
input prior to country selection decisions.
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Table 1. MCA Performance Indicators

Ruling Justly

Investing in People

Economic Freedom

Control of Corruption

Source: World Bank Institute
http://mww.worldbank.org/whbi/governance/pubs/g
ovmatters3.html

Public Primary Education Spending as % of GDP
Sources: National governments

Country Credit Rating
Source: Institutional Investor Magazine, September
2003.

Voice and Accountability

Source: World Bank Institute
http://mww.worldbank.org/whbi/governance/pubs/g
ovmatters3.html

Primary Education Completion Rate
Sources: World Bank and UNESCO

Inflation (must be below 20%)
Source: Multiple

Government Effectiveness

Source: World Bank Institute
http://mwww.worldbank.org/whbi/governance/pubs/g
ovmatters3.html

Public Expenditure on Health as% of GDP
Sources: National governments

Three-year Budget Deficit
Source: National governments

Rule of Law

Source: World Bank Institute
http://mww.worldbank.org/whi/governance/pubs/g
ovmatters3.html

Immunization Rates: DPT and M easles
Sources: World Health Organization

Trade Policy

Source: The Heritage Foundation, Index of
Economic Freedom
http://www.heritage.org/research/features/index/

Civil Liberties

Source: Freedom House
http://mww.freedomhouse.org/research/freeworld/2
004/table2004.pdf

Regulatory Policy

Source: World Bank Institute
http://mww.worldbank.org/whi/governance/pubs/g
ovmatters2003.htm

Poalitical Freedom

Source: Freedom House
http://www.freedomhouse.org/research/freeworld/2
004/table2004. pdf

Daysto Start a Business

Source: World Bank
http://rru.worldbank.org/DoingBusiness/SnapshotR
eports/EntryRegul ations.aspx
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Issue: Association of performance indicators with economic
growth and poverty reduction. Analysts will be examining the set of 16
indicatorsto determine how well they predict successful development outcomes. An
initial assessment by the Center for Global Development suggests that many of the
indicators show a reasonable or strong relationship with economic growth, infant
mortality, and literacy rates, although afew show weak associations, especialy inthe
economic freedom category. According to the Center’s analysis, each of the six
governance indicators maintains good or strong correlation to development
outcomes. Themeasure of public primary education spending as a percent of GDP,
however, isweakly associated with the three devel opment standards. Three of the
six economic freedom indicators — trade policy, daysto start a business, and three-
year budget deficits — are also found in the study as being weakly correlated with
development achievements.*

Issue: Hurdles and median vs. aggregated ranking. Some argue that
an aggregation of scores and top-to-bottom ranking rather than the use of hurdlesis
a better way in which to determine éigibility with an above-the-median score
requirement. While the Administration holds that passing half the hurdles in each
of the three policy areas ensures broad commitment to both economic growth and
poverty reduction, it also means that countries do not have to meet each of the 16
standardsto qualify. This approach departs from more traditional aid requirements
in which recipients must comply with all conditions associated with a program
framework, especially those of the World Bank, IMF, and in some cases U.S. aid
agreements. Once a country passes a hurdle, there are limited incentives to keep
improving in those areas. For countries that miss qualifying by a small margin,
however, the incentive remains.

Use of the median also in some cases complicates efforts for a country to pass
the hurdle due to outcomes beyond its control. The median will change over time,
sometimes because new countries
are added to the pool, aswill be the

casein FY2005. Inotherinstances, | possible First-Year Qualifiers— One

a country may improve on a Analysis

particular indicator but still not pass

the hurdle because other countries Armenia  Honduras Senegal

improve more significantly and Bhutan L esotho Sri Lanka
push the median higher. Bolivia Mongolia Vietnam
Conversely, a government could Ghana Nicaragua

regressor remain stagnant over time _ _
but pass a hurdle it had failed the Sour ce: Steve Radelet, “Which CountriesAre Most

) . Likely to Qudify for the MCA? An Update.”
previous year because the median Center for Global Development. May 30, 2003.
drops. A number of observershave | Available at: [http://www.cgdev.org/pubs
suggested that instead of using the | /challenging_aid/country%20qualification%20upd

median, it would be better either to | atel.pdf]

14 Radelet, Qualifying for the Millennium Challenge Account. See especialy Table 2,
Appendix, p. 2. This study also provides a useful critique of each of the 16 indicators
concerning data availability, reliability, and other relevant issues. Text available at
[http://www.cgdev.org/nv/Choosing_MCA_Countries.pdf].
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set specific, individual thresholds that would be relevant to each indicator or to use
absolute scores.”

A further issuein use of themedianisthat for three of theindicators— political
rights, civil liberties, and trade policy — the range is relatively narrow for scoring
country performance, resulting in many falling at the median. The Freedom House
assigns scoreson a 1-7 scale, while the Heritage Foundation uses ascale of 1-5. For
the trade policy indicator, for example, 15 of the 75 IDA-€ligible countries are
assigned the median score of 4. Since a country must place above the median to pass
a hurdle, this eliminates a number of candidates with limited differentiation of
performance.

Issue: Surprising country outcomes and modifying the indicators.
Many have been surprised by the possibility that countries such as Vietnam and
China might qualify, despite scoring near the bottom on half of the indicators for
ruling justly. Both countries pass the hurdles for corruption, rule of law, and
government effectiveness, but have some of the worst scores in the categories of
political rights, civil liberties, and voice and accountability. Sincethey score above
themedianfor three of the six indi cators and passthe corruption measure, they would
qualify, at least in the ruling justly category.

One analyst attributes this to the high degree of correlation among several
indicatorsinasingle category that tendsto magnify existing datadeficiencies. When
half the indicators in a single category are strongly related to one another, and a
country scoreswell in those areas, the other indicators essentially becomeirrelevant.
Egypt is aso cited as an example of a country with a poor record on regulation and
trade, but would have passed the economic freedom grouping with data availablein
early 2003 based on the strength of macroeconomic indicators.*®

One modification to the current proposal that would address this potential
weakness would be to make surethat highly correlated indicators represent lessthan
one-half the total cluster. In this way, a country would not pass one of the three
categories based on a strong showing in one respect but very poor standards for the
other measures. Another ateration to the Administration’s plan would be to add an
additional indicator in each category so that there would be an odd number of
measurementsin each category. Inasense, the added element would becomea“tie-
breaker” in cases where the current indicators tended to cluster in two, evenly
divided, highly correlated groupings. Onereview of the MCA proposal argues that
the initiative does not include sufficient attention to democracy issues because it
includesindicatorsintheruling justly category that are better measures of economic,
not political freedoms. This analysis recommends a shift of the corruption, rule of

1> Seg, for example, Nancy Birdsall, Ruth Levine, Sarah Lucas, and Sona Shah, On
Eligibility Criteriafor the Millennium Challenge Account, Center for Global Development,
September 12, 2002, p. 5; and Radelet, Qualifying for the Millennium Challenge Account,
p. 25. As noted above, the Administration’s proposal sets a specific threshold for the
inflation indicator.

16 Brainard, Compassionate Conservatism Confronts Global Poverty, p. 158. According to
more recent data, Egypt would not qualify in FY 2006.
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law, and government effectivenessindicatorsto the economic policy category. Under
this scenario, countries like Vietnam and Chinawould fail the ruling justly test.

Issue: Data accuracy and availability. Dueto thedifficulty in collecting
accurate data, especially those based on perceptions, acertain degree of error can be
expected in each of the 16 measurements. This cannot be overcome but is mitigated
to some extent by the requirement of only having to pass half the hurdles in each
policy area. But it appears most problematic for the pass/fail test of corruption.
According to an assessment made by the authors of the corruption index, thereisa
large margin of error and high degree of uncertainty for 25 countries that score
dightly above or dlightly below the median. Either cross-country data are not
informative or sources disagree on a country’s corruption standing. Of the total of
25, 13 fall below the median and would therefore be eliminated from further
consideration, despite strong doubt as to whether the data measured performance
accurately. To overcomethispotential weakness, the authorsrecommend that MCA
managers employ in-depth country diagnostics regarding governance performance
for countries that fall near the medium — the “yellow light countries.” 8

Missing data also pose challenges. A strict interpretation of the data would
result in afailing grade on ahurdlewhere no figureswere available. Only 87 of the
115 possible M CA-eligible countries have been reported with regard to the indicator
“daysto start abusiness,” although the number hasincrease from 63 ayear ago. For
other indicators where data were incomplete or lagged, especialy in the cases of
education and health spending as a percent of GDP, executive officials say they will
rely on information collected at U.S. embassies in each country.

Issue: MCA Board of Directors discretionary authority. Allowingthe
Board some latitude to depart from the purely statistical record will help address
some of the dataaccuracy and availability problems. But there appearsto bedivided
opinion over how much discretion should be permitted.

Arguing for broader flexibility, some note that countries that just miss
qualifying, possibly because of the lack of data, could still be reconsidered and
approved.” In the case of “close-calls,” the Board could examine trends over time
to assessif aborderline country was improving or falling back in performance, and
make appropriate adjustments. In order to maintain theintegrity and transparency of
the selection process, final judgmentsthat deviate from the methodol ogical basewill
need to be clearly explained and closely examined.® This will be especially

¥ Thomas Palley, The Millennium Challenge Accounts: Elevating the Sgnificance of
Democracy as a Qualifying Criterion. Open Society Institute, January 2003.

8 Daniel Kaufmann, Aart Kraay, and Massimo Mastruzzi, Governance Matters III:
Governance Indicators for 1996-2002, discussion draft, June 30, 2003. Available at
[ http://www.worldbank.org/whi/governance/ pdf/govmatters3.pdf].

¥ Daniel Kaufmann and Aart Kraay, Governance Indicators, Aid Allocations, and the
Millennium Challenge Account, discussion draft of December 6, 2002.

2 One observer acknowledges that some discretionary authority is needed, but adds when
(continued...)
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important in cases where the country with close strategic and political ties to the
United Statesisincluded despite not meeting all the hurdletests. The samewill be
true should the President decide to reject a country that has recently opposed or
refused to support an important U.S. security-related policy. Others disagree,
however, contending that any discretion on the part of the Board would invite
unwarranted political influence and undermine MCA effectiveness® Another
analyst argues that one way to avoid undue foreign policy intrusion would be to
channel MCA funds through multilateral entities, such as the World Bank.?

Congressional proposals to modify Board of Directors discretion.
Asnoted below, the Senate Foreign Rel ations Committeeinitially reported an MCA
authorization bill that did not authorize the creation of a Millennium Challenge
Corporation, with a Board overseeing its operations. Instead, S. 1160 placed the
MCA within the State Department under the authority of the Secretary of State and
gave the Secretary the power to determine eligible countries through the evaluation
of agovernment’s commitment to several factorsin the three areas of ruling justly,
economic freedom, and investing in people.

Subsequently, however, the Senate voted on July 9, 2003, to modify the MCC
structure and the role of the Board of Directors by adopting revised text that was
largely based on a proposal offered by Senator Lugar (S. 1240). The modified
arrangement, which was incorporated as Division C of S. 925, established a
Corporation to be managed by a CEO. Under the Senate measure, the CEO would
report to and be under the direct authority and foreign policy guidance of the
Secretary of State. S. 925, as amended, further established a Board of Directors,
chaired by the Secretary of State, and grants the Board the power to determine
eligible countries by evaluating the commitment of a country to democratic
governance, economic freedom, and investmentsin people. Thisdid not, however,
appear to limit the Board’ s selections based solely on the results of the performance
indicators. In this way, the Senate measure seemed to permit a similar degree of
discretion that the Administration’s plan envisioned.

The House-passed measure (H.R. 1950) was similar to the Senate bill in that it
required eligible countries to have demonstrated a commitment to bolstering
democracy, investing in health and education, and promoting sound economic
policies, but did not specificaly identify how such a commitment would be
determined, other than through the creation of eligibility criteriaand amethodol ogy.

20 (_,.continued)

the Board issues awaiver and deviates from the performance indicator outcome, it should
be required to publically issue apolicy justification and rational e for making the exception.
See, Palley, The Millennium Challenge Accounts: Elevating the Sgnificance of Democracy
as a Qualifying Criterion, p. 14.

2 Brent D. Schaefer and Paolo Pasicolan, How to Improve the Bush Administration’s
MillenniumChallenge Account. Heritage Foundation Backgrounder no. 1629, February 28,
2003.

2 Nicolas van de Walle, A Comment on the MCA Proposals, Center for Global
Development, January 9, 2003. Availableat [http://www.cgdev.org/nv/features MCA .htmi]
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As enacted, the MCA authorizing legislation follows the general themes of
earlier House and Senate bills. “Eligible’ countries are to be determined, to the
maximum extent possible, by objective and quantifiable indicators measuring a
country’s commitment to the three core policy goals of ruling justly, promoting
economic freedom, and investing in people. Thelegidation directsthat the selection
isto be based on the consideration of three factors: the extent to which the country
meets or exceeds the eligibility criteria; the opportunity to reduce poverty and
promote economic growth in the country; and how much money isavailableto carry
out MCA programs. Thisappearsto provide substantial flexibility and discretionary
authority in the selection process.

Where the House and Senate bills diverged, however, regarded who made the
determination of eligibility and therefore, who would be in position to exercise
discretion in deviating from a strictly statistical evaluation. S. 925, as amended on
July 9, gave the Board of Directors authority to determine whether a country is
eligible, while H.R. 1950 placed the power with the Corporation's CEO. The
enacted |egislation gives this authority to the Board of Directors.

Implications for Other U.S. Assistance Programs

TheMCA initiativewill bean additional economic assistancetool of the United
States, and is not intended to replace or substitute for any existing channel of U.S.
foreignaid. It can be expected, therefore, that overall American aid will continueto
serve multiple nationa interests and foreign policy goals, including security,
humanitarian, multilateral, and commercial objectives. Administration officialshave
made a commitment that the MCA will be in addition to existing aid activities and
that regular U.S. programs will continue even in MCA-participating countries.
Neverthel ess, because of the priority being placed onthe M CA policy orientation and
thesizeof thefinancia investment, therealmost certainly will beramificationsof the
new initiative for current programs. Foremost may be funding tradeoffs, especially
given rising budget deficits and the costs of fighting the war on terrorism. (Spending
issues are also discussed below in the section on legislation and budgets.)

Issue: Commitment to global initiatives. During the past year, some
analysts have argued that a portion of the MCA should be dedicated to effective and
results-oriented global programsoperated onamultilateral basis. Oneconcernisthat
the large amount of resources directed to the MCA may limit the U.S. ability to
maintain or expand upon commitmentsto such activitiesasthe Globa Fund to Fight
HIV/AIDS, Tuberculosis,and Malaria. Another worry isthat soundly managed, high
impact programsin countries with weak governance and poor corruption standards
will missout on the MCA opportunity to accelerate aprocessthat is already making
acontribution to long-term economic growth and poverty reduction. Proponents of
this view advocate a“two-tiered” approach to the MCA in which separate pools —
and perhaps multiple pools — are maintained to serve several types of activities.”®

2 Seg, for example, Gene Sperling and Tom Hart, A Better Way to Fight global Poverty
Broaending the Millennium Challenge Account, Foreign Affairs, March/April 2003, p. 9.
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The trade-off for this approach would be that significantly fewer resources per
country would be available, most likely reducing the impact of MCA assistance.
Some also caution that multilateral programs, regardless of their merits, do not
necessarily have the same results-oriented performance requirements of the MCA,
afact that would undermine the main objective of the MCA. Increased resourcesare
only one important feature of the new initiative, and to many MCA advocates, the
most significant feature by far isthe goal of allocating the aid whereit will have the
greatest impact and be most readily accounted for.

Issue: Policy coherence and USAID program goals in MCA
countries. The Administration says it will maintain regular development aid
programsin a country while it simultaneously launches afar larger MCA-designed
activity. Executive officials have not said, however, how this might affect the shape
and goals of continuing programs managed by USAID missions. Some may argue
that regular aid objectives should be re-oriented to maintain policy consistency with
the MCA initiative and in some cases to help facilitate the core focus of the larger
pool of resources. Others, especially within USAID country missions, may question
whether successful projects should be abandoned, with a potential negative impact
on the target population. In perhaps the clearest statement to date, USAID
Administrator Natsios told the House Foreign Operations Appropriations
Subcommittee that actions may vary from country to country. He noted that USAID
missions in MCA-selected countries would likely undertake a strategic review of
their programs and may adjust projectsto support the MCA contract. In other cases,
however, missions might continue high-priority activities, such as those combating
HIV/AIDS or curbing trafficking in persons, or terminate certain activities.?!

Some of these sameissuesregarding policy coherenceare being rai sed regarding
the relationship between the M CA and other U.S. economic and trade toolsaimed at
promoting economic growth in developing nations. One study, for example,
concludes that there is very little overlap between countries likely to qualify for the
MCA andthose currently eligiblefor debt reduction under the Heavily Indebted Poor
Country (HIPC) initiative or for trade preferences under the African Growth and
Opportunity Act.® Congressman Jim Kolbe, Chairman of the House Foreign
Operations Subcommittee, the House panel with jurisdiction over funding theMCA,
suggests that MCA qualifiers should get special consideration for expedited trade
preferencesthat would further accel erate economic growth possibilities.”® Still others
who support the M CA framework find fault with the Administration for not devising
simultaneously an overall foreign aid strategy into which the MCA fills one of
several elements of acomprehensive policy.?’

# Statement by Andrew Natsios, Administrator USAID, before the House Foreign
Operations A ppropriations Subcommittee, May 21, 2003.

% Brainard, Compassionate Conservatism Confronts Global Poverty, p. 160.

% Jim Kolbe, Lessons and New Directions for Foreign Assistance, The Washington
Quarterly, Spring 2003, p. 197.

2 Steve Radelet, Will the Millennium Challenge Account be Different? The Washington
Quarterly, Spring 2003, p. 184.
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Beyond U.S. programsand policies, other foreign aid donorsand institutionsare
expressing concerns that the MCA may be creating additional, and perhaps
competing performance goalsto those that already exist. How MCA program goals
align with the Millennium Development Goalsis of particular concern.

Organizational Structures

One of the most contentious issues associated with the MCA policy review
process has been and is likely to continue to be where the MCA program
management will be placed. This debate has raised issues discussed for many years
concerning under what auspices U.S. foreign aid policy should be designed,
coordinated, and managed. Over the years, suggestions have ranged from
coordination within the National Security Council, creation of umbrella
organizations, liketheill-fated International Devel opment Cooperation Agency, and
most recently the merger of such responsibilities into the State Department. After
extensive debate during the mid-1990s, adecision was reached to make USAID, the
principal U.S. government bilateral aid agency, totally independent, but to have it
operate under the guidance of the Secretary of State.

After considering numerous options, including the placement of the MCA asa
separate unit with the State Department, the Administration proposed to create anew
government entity — the Millennium Challenge Corporation — to manage the
initiative. Given the innovative and non-traditional approach inherent in the MCA
concept, executive officials said it makes sense to establish a new entity to oversee
itsimplementation. The Corporation, as proposed, would have a CEO, confirmed
by the Senate, and astaff of no more than 100 that would bedrawn largely from other
government agenciesand servefor limited-term appointments. A Board of Directors,
chaired by the Secretary of State and include the Treasury Secretary and OMB
Director, would oversee the MCC. Although it appears thereis no precise existing
model in the U.S. government, officials said that the MCC would most closely
resembl ethe Overseas Private Investment Corporation, an organization that promotes
private American investment overseas, and the Commodity Credit Corporation, an
arm of the Department of Agriculturethat managesexport credit guarantee programs
for the commercial sale of American agricultural goods. An important difference
between these and the MCC, however, is the proposal to have a cabinet-member
Board oversee the latter and make final recommendations.

Issue: The need for a new organization. Before agreeing on the MCC,
the inter-agency steering committee reportedly looked seriously at the option of
creating a separate unit within the State Department to manage the MCA. One
reason for rejecting this proposal may have been the relative lack of experience of
State Department staff in administering aid programs. This was one of the central
issues considered when the question of whether to fold USAID into the Department
was under debate. Thistechnical shortcoming, however, could have been overcome
by adopting the MCC principle of detailing aid experts from other agencies to staff
the office. A broader reason for not placing the MCA within the State Department,
however, may have been a concern that it would be located too close to the center of
the U.S. foreign policy apparatus that would limit the program’s immunity from
strategic and political influences. At a minimum, many observers believed, there
would be a perception problem — whether true or not — that the M CA did not truly
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represent adeparture from the past aid entanglementswith broad U.S. foreign policy
interests.

At the same time, many groups encouraged the Administration to establish the
MCA asanofficewithin USAID, but apart from the normal operations of the agency.
Various externa groups have argued that USAID, with its 40 years of development
experience, maintained the knowledge, staff, and on-the-ground country presenceto
most effectively administer and monitor the MCA. To place responsibility
elsewhere, they contend, would risk duplication of effort, competing priorities, and
inconsistent policies.?® Another, business-related organization also opposes the
creation of anew institution. Rather it recommends the establishment of a“small
coreoffice” (unspecified asto whereit would be placed) that would identify program
priorities and distribute the MCA funds to USAID and the Trade and Development
Agency (TDA).”®

Othersareskeptical, however, that USAID isbest suited toimplement theM CA
concept. The Agency is frequently criticized as encumbered with excessive
regulations, managed with poor financial systems and time-consuming planning
cycles, and burdened by extensive congressional oversight. One analysis, after
weighing both the merits and disadvantages of placing the MCA within USAID,
concluded that if the Administration wants the MCA to operate differently than
USAID, it should create a new agency to manage it.*

Congressional proposals to modify the organization structure.
Proposals considered by the Senate shifted positions on the organizational issue as
bills moved through the legislative process in 2003. S. 1160, as reported by the
Foreign Relations Committee in May 2003, did not authorize the creation of the
MCC, asproposed by the President. Instead, thelegislation designated the Secretary
of Stateasthe coordinator of MCA assi stance and directed the Secretary to designate
a coordinator within the State Department for managing the program. The
coordinator, who would be confirmed by the Senate, would have authority to devel op
the list of performance indicators, select eligible countries, and to coordinate MCA
programs with other donors.

The Committee adopted this approach by approving an amendment offered by
Senators Hagel and Biden (approved 11-8). The sponsors noted that in 1998
Congress had consolidated two independent agencies— USIA and ACDA — inthe
State Department in order to give the Secretary more director authority over all tools
of U.S. foreign policy. To create a separate entity to manage what could becomethe
cornerstone of American foreign assistance, they argued, would run counter to these
recent efforts to better integrate and coordinate foreign policy decision-making.

% See, for example, the arguments of InterAction, raised inits May 2002 policy paper, The
Millennium Challenge Account: A New Vision for Development.

% Business Recommendations for Administering the Millennium Challenge Account.
Business Council for International Understanding. Available at
[http://www.bciu.org/M CA .pdf].

% See Carol Lancaster, Where to Put the Millennium Challenge Account?, Center for
Global Development, October 15,