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Foreword

The Journal of Public and International Affairs is a unique asset for the policy
community. As the former dean of a policy school, I can attest to the importance
of any endeavor that builds connections among the growing number of policy
schools worldwide and helps to foster a genuinely global public policy community.
JPIAs model of soliciting papers from advanced students at all schools that are
members of the Association of Professional Schools of International Affairs creates
personal ties among students and promotes an awareness of shared purpose across
schools. That approach is one that could and should be replicated by encouraging
joint course preparation and collective research projects among faculty members
at different APSIA institutions.

As a former government official, I can also affirm the value of papers and
reports that are explicitly designed for consumption by policymakers. Many of the
subjects addressed on the pages of /PIA are also analyzed in the pages of disciplin-
ary journals aimed at academic audiences, but academic pieces tend to present
their conclusions in a format that is very difficult for busy policy practitioners to
digest.

Finally, as a professor who is delighted to find herself back in the classroom, I
am reminded every day that many great insights and ideas come from the bottom
up—from smart, motivated, and connected students who often have already spent
time working in government and civic organizations. /PIA manages to capture
some of the very best student work and to disseminate it widely on the important
premise that graduate students are contributors to, as well as consumers of, policy
analysis.

I commend the authors, editors, and submitters to the /PIA enterprise. The
Woodrow Wilson School is very proud to be its host.

Anne-Marie Slaughter

Bert G. Kerstetter '66 University Professor of Public and International Affairs,
Princeton University

Director of Policy Planning, U.S. Department of State, 2009-2011

Dean, Woodrow Wilson School of Public and International Affairs,

Princeton University, 2002-2009



Letter from the Editors

As editors of the Journal of Public and International Affairs, we are often asked
how the research of graduate students in public affairs fits into the larger debate
on pressing public policy issues.

Our answer is actually quite simple. Many (perhaps most) of today’s policy
dilemmas will not be resolved this month, this year, or even within the next de-
cade. Solving these domestic and international issues will be the challenge of the
current and recent graduate students of elite policy schools.

Enter JPIA into the policy debate. The journal is an entirely student-run
publication that showcases research on a broad set of issues submitted by gradu-
ate students at member institutions of the Association of Professional Schools of
International Affairs.

Each year, student editors representing over a dozen schools review this re-
search and, through a blind selection process, choose the highest-quality pieces
for publication. A team of Princeton University student editors then compiles
the chosen pieces to create a final product that encompasses the very best research
that APSIA graduate students have to offer.

As the career accomplishments of previous /PIA authors demonstrate, many of
these individuals ultimately assume responsibility for crafting policy within their
respective areas of specialization. The selected authors of previous editions have
indeed produced research and ideas that have informed future policy solutions.

Now in its 23" year, J/PIA continues to shape the current policy debate and
offer a preview of what concerns tomorrow’s leaders. The eight articles featured
in this edition of the journal were selected from nearly one hundred submissions
and address a number of the long-term challenges that will become the life’s work
of today’s graduate students — from climate change to the growth of China’s influ-
ence in international affairs to research and development for vaccines. This is the
space that /PIA uniquely occupies in the policy community, and we believe that
this forms the core of the journal’s success.

We would be remiss if we did not thank all those who made this publication
possible. First and foremost, we are grateful to the Woodrow Wilson School of
Public and International Affairs at Princeton University as well as APSIA for gen-
erously supporting J/PIA. We would also like to thank Melissa Lyles, Director of
the Graduate Program Office at the Woodrow Wilson School, for her guidance
throughout the 2011-2012 academic year, and Leona Rosso-Dzugan, Graphic
Designer at Princeton University, for her work on the layout and design of the
journal. Our phenomenal staff worked tirelessly to produce a high-quality journal,
and we thank them for all of their efforts. Finally, we would like to extend special
thanks to Gregory Rosalsky and Sarah Schleck, who managed to keep us on track
throughout this year-long process. We, however, take full responsibility for any
shortcomings of the journal as well as for any errors contained within its pages.

Dan Fichtler and Andrew Shaver
JPIA Editors-in-Chief
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EMBRACING THE EURO CRISIS:
(GERMAN PoOwER PoLITICS

Utz |. Pape

The European sovereign debt crisis is surprisingly persistent in
defying any solution. Germany would be a natural candidate
to lead the implementation of measures to stop the crisis.
However, Germany has shown only limited effort in doing so,
although it benefits significantly from the Euro. Germany is
often accused of weak leadership and questionable economic
assumptions by the media. Instead, this paper will argue that
Germany has acted rationally and benefits from a delay of the
crisis. The analysis of the current situation, which is based
on a game-theoretic model, offers evidence that some coun-
tries maximize their benefits by delaying the crisis. The crisis
stimulates exports due to an undervalued Euro and significantly
decreases interest rates for safe sovereign bonds. The delay of
the crisis introduces a high risk that the monetary union will
break up, even ifall countries would individually prefer to keep
the monetary union. This risk is created by the structure of
the decision making process, which has an inherent tendency
towards the delaying of a solution. A different decision making
process based on majority rule would increase the likelihood
that a solution to the crisis would be developed more quickly.
Alternatively, concessions by countries suffering from a delay
of the crisis to countries like Germany can compensate for any

foregone benefits.

Utz J. Pape is a 2012 graduate of the Master in Public Administration program at
Columbia University s School of International and Public Affairs and London School
of Economics and Political Science, where he focused on international development
and international economic policies. He can be reached at johann@utz-pape.de.
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I. INTRODUCTION

Since the onset of the European sovereign debt crisis in 2009, the
Economic and Monetary Union (EMU) has been facing a significant
threat of falling apart. Greece suffers from an unsustainable burden
of debt, with immediate pressure for refinancing at a high level of
interest rates making a default likely. A default not only puts vulner-
able nations like Ireland, Portugal, Spain, and Italy at risk of infec-
tion, but could, in turn, trigger the collapse of the entire EMU. A
convincing bailout of Greece could have stopped the crisis as early as
the summer of 2011. Instead, half-hearted measures and insufficient
funds prolonged and intensified the crisis. This result is surprising,
given the risk of infection of other nations and the significant costs
of a breakup or collapse of the EMU. Given Germany’s vital interest
in, and benefits from, the Euro, it is especially perplexing to observe
its limited efforts to solve the crisis.

Backed with a political economy model, I argue that Germany’s
delays in developing and implementing a solution to the crisis are not
due to indecisiveness (Warner 2011), different economic assumptions
(Kovacheva 2012) or a weak German chancellor (Maguire 2011), but
instead a rational regional strategy. Despite the costs of the ongoing
crisis, Germany profits ina number of important ways. An undervalued
Euro stimulates exports, bolstering the German economy. Germany
can also access money at lower interest rates during the continuing
crisis since German bonds have been seen as a safe haven for invest-
ments. In fact, at the time of writing, German bonds were being sold
with negative interest. Additionally, the duration of the crisis increases
the likelihood of a larger haircut from private investors for Greece.
With French banks relatively more exposed than German banks to
Greece’s debt, such a debt trim would further improve Germany’s
relative weight within the European Union.

In this paper, the decision process for EMU countries is designed
in a model with three possible choices: agreeing to solve the crisis,
delaying any solution to the crisis, or acting to break up the monetary
union. I assume that the crisis can only be solved if all countries unani-
mously decide to solve it. In contrast, the decision of any one country,
regardless of the decisions of all others, can break up the monetary
union. Each country in the EMU has the sovereign power to leave
the monetary union. Because this will likely lead to a domino effect,
the whole union would collapse under this scenario (Deo, Donovan,

and Hatheway 2011). Finally, resolution is delayed if at least one country
is determined to delay the solution and there are no countries that choose
to break up the union. Instead of modeling all countries in the EMU
explicitly, I distinguish between “strong” countries like Germany and
the Scandinavian countries and “weak” countries like Greece, Ireland, or
Spain. While both types consider breaking up the union to be the worst
choice, strong countries prefer to delay the crisis and weak countries prefer
to solve the crisis directly.

In this simple setup, the crisis will be delayed in the Nash Equilibrium.
This delay motivates a repeated game structure in which the same deci-
sion — whether to solve the crisis, prolong it, or break up the monetary
union — is merely shifted to a later time period. With increasing costs
associated with deciding to delay solving the crisis until later, the model
can be collapsed into one round. This single-period model captures the
costs of the ultimate outcome after delaying the crisis in probabilistic
terms. The model highlights a crucial risk of delaying the crisis. Although
all countries prefer solving the crisis to breaking up the union, the delay
of the crisis increases the costs of solving the crisis later. This can cause
a breakup of the monetary union despite the fact that this is the worst
outcome for all countries. Alternatively, strong countries stop delaying the
crisis and advance a solution before a breakup is triggered.

The next section gives an overview of the Euro crisis, tracing both its
origins and possible solutions. This includes a summary of different sce-
narios for possible outcomes from the crisis, supplemented with a rough
cost estimation for a solution to the crisis and a breakup of the union.
The costs are key ingredients for the game-theoretic model, which is de-
veloped in the subsequent section. Finally, the implications of the model
are discussed and related to the current situation.

II. Tue Euro CRisis

In this section, I briefly review the origins of the crisis with an emphasis on
economic fundamentals, which helps to explain the emergence of the crisis.
I will focus particularly on Germany as an example of a strong country
and Greece as an example of a weak country. This analysis is followed by
a description of the self-reinforcing nature of the crisis, which makes a
timely solution increasingly important.

This motivates an overview of solutions and a cost-benefit analysis of
the choice to leave the monetary union. The derived costs are used to rank

the cost parameters included in the model presented in the next section.
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Before the Crisis

Low costs of credit

Upon entry into the Eurozone, peripheral countries like Greece, Portugal,
Spain, and Ireland took advantage of very low interest rates for borrowing
money (Higgins and Klitgaard 2011). In 1992, before the existence of the
EMU, Greek ten-year bonds yielded 25 percent compared to 7 percent
for German bonds. This relative spread of 1,800 basis points indicates
that external money was significantly more expensive for Greece than it
was for Germany at the time. The spread declined to less than 100 basis
points in 2000 and further dropped to 25 basis points in 2007. Apparently,
investors assumed the risk of investment in Germany was comparable to
that in Greece. One of the many reasons is that investors believed that
the European Central Bank would continue the anti-inflationary course
of the Deutsche Bundesbank, the German central bank. Reducing the
chance of depreciation and devaluation makes investment more attractive.
Also, risk of default was considered to be equal in all European countries
on the Euro. The three leading rating agencies graded all Euro countries
positively. With cheap access to investment, the peripheral Euro countries
like Ireland, Spain, Portugal, and Greece borrowed increasingly higher
sums (Higgins and Klitgaard 2011).

Investment vs. consumption

High debt is not necessarily an indicator of bad governance or economic
difficulties. It can be a useful instrument to supply the economy with
required capital. Investments due to debt should generate a surplus bigger
than the costs of the debt. The current account of a country reflects the
balance of trade. A surplus in the balance of trade corresponds to a pur-
chase of foreign assets. Equivalently, a surplus country must have higher
domestic savings than domestic investment spending. While Germany has
had a surplus in its current account since 2001, the peripheral countries
have been running increasing deficits. For example, Greece had a deficit
of 6 percent as a share of GDP in 2000, which increased to 15 percent in
2008. The deficit can be caused by smaller domestic savings or by higher
domestic investment spending. As pointed out before, higher domestic
investment spurs economic growth. Smaller domestic savings, however,
translates into higher consumption not compensated for by production.
‘While domestic savings increased for Germany from 20 percent as a share
of GDP in 2000 to 25 percent in 2008, it deteriorated for Greece from 17
percent in 2000 to 6 percent in 2008. In the same time period, private real
consumption spending only slightly increased for Germany by 7 percent
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but rocketed for Greece by over 40 percent. In summary, the monetary
union allowed peripheral countries to borrow money at low rates with no
fiscal union to encourage fiscal discipline from members (Higgins and
Klitgaard 2011). A fiscal union could have imposed credible threats in
the case of unsustainable deficits and ensured profitable investments of

borrowed money.

Export boom for Germany

At the same time, Germany increased its exports as the undervalued cur-
rency decreased prices for exported goods, increasing its competitiveness
in the world market. Because the value of the Euro is an average across all
the countries in the EMU, the Euro is undervalued from the perspective
of the strong German economy. German exports became relatively cheap
and demand for them increased significantly. Another significant factor
further contributed to increased German exports: the reunification of
Germany lowered real wages because of the increased labor force and the
substantially lower real wages in East Germany. This makes labor cheaper

and, hence, the economy more competitive.

Crisis Onset

Increased credit costs

With the onset of the crisis, borrowing money suddenly became much more
expensive for peripheral countries. For Greece, the spread to Germany for
ten-year government bonds increased from 25 basis points in 2007 to over
1,200 basis points in 2011. Similar increases can be observed for Portugal
and Ireland, up to 800 basis points (Higgins and Klitgaard 2011). Investors
realized that risks are higher in peripheral EMU countries and pulled out
liquidated assets. Governments refrained from new foreign investment
and sold existing assets to pay off debt, which hampered future growth.

Refinancing

Moreimportantly, asignificant fraction of external debtis short-term rather
than long-term, meaning that debt has to be refinanced continuously.
With quickly increasing interest rates, a country spends increasingly more
money on debt service rather than investment. In turn, lower investment
decreases growth and makes interest payments more difficult to complete.
Rapidly increasing interest rates become self-perpetuating. A higher risk
for default increases interest rates; if higher interest rates in turn increase

risk of default, interest rates increase even more.
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From illiquidity to insolvency

A Greek default would further spur creditrisk in other countries. Currently,
the market has not given up on the possibility of a bailout of Greece, which
would limit the losses for investors. A Greek default, however, would show
the insufficient political will to rescue countries within the EMU. Other
peripheral countries with high debt to GDP ratios will be confronted
with higher interest rates due to the higher risk for investors. This can
make solvent countries illiquid and force them to borrow money at high
interest rates. The increased costs can lead to lower productive investment
and, hence, reduced economic output. Without growth backing up debt,
a formerly solvent country can become insolvent. This is the contagion
effect that specifically threatens Portugal, Spain, and Italy.

Solutions

The first Euro area summit on the subject of the debt crisis in July 2011
decided to make inexpensive loans available to Greece, demanded strict
fiscal austerity, and proposed a voluntary 23 percent haircut for debt from
private investors. At the same time, the European Financial Stability Facility
(EFSF) provided capital for bank recapitalization. The following paragraphs
provide an overview of the different components of the current program.

Inexpensive loans

A straightforward solution to the crisis is the supply of inexpensive, long-
term loans to reduce the burden of interest payments and decrease the
need of refinancing. This approach, however, assumes that the country
can repay its debt in the long-term. An appropriate measure for the po-
tential of repayment is competitiveness, which can be inversely measured
in relative unit labor costs. Greece’s competitiveness decreased between
1999 and 2007 with increased relative unit labor costs in manufacturing
of 110 percent while Germany decreased unit labor costs to 90 percent.
As such, the uncertainty of whether Greece can repay its debt, stemming
from its losses in competitiveness, makes the provision of loans risky. Even
if countries would be politically willing to supply cheap loans, they run
into the danger of being downgraded by credit rating agencies. With a
lower credit rating, access to new investment will become more expensive
for the creditor. This will negatively affect the sensitive balance between
high investment and ability to service debt. Even for countries which have
a productive economy like Italy, the increased costs of refinancing debt
can increase the risk of an unsustainable debt burden where refinancing

costs exceed growth.
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Fiscal austerity

To repay the debt and decrease external borrowing, the peripheral coun-
tries reduced fiscal expenditures dramatically. Reduced fiscal spending can
negatively affect consumption as well as investment, both contributing to
slower growth. The decline in domestic demand reduces imports, improving
the current account (Abiad et al. 2011). For a floating currency, reduced
imports depreciate the currency. Depreciation increases exports by mak-
ing export goods cheaper in the world market. This monetary stimulus
is limited in countries belonging to a monetary union since the nominal
exchange rate is less sensitive to imports of one member country. However,
the current account still improves in comparable size for a country under
fiscal austerity, but by a different mechanism. The adjustment takes place
by a contraction of economic activity. The real exchange rate depreciates
because of lower real domestic wages and decreased real prices. If multiple
countries consolidate fiscal policy, the current account only improves rela-
tive to the consolidation of the other countries. This is intuitive because
the current accounts of all countries need to be balanced. In general, the
effect of fiscal adjustment is slow due to the stickiness of prices and is
limited in scope to sustain growth. In addition, such measures need to be
closely monitored and credibly imposed, which can be achieved by a fiscal
union of the member states.

Haircut

The most prominent solution is a haircut of debt with contributions from
private investors. In a haircut, creditors forego part of the credit and often
extend the duration of the remaining credit with lower interest rates. For
Greece, this would reduce its debt burden and allow it to use its capital
to make investments instead of exclusively debt repayments, putting the
country back on a path of growth. However, creditors suffer from a partial
loss of their investments because of the haircut. Banks with high exposure
to Greece’s debt will run into the danger of illiquidity and, in the worst
case, insolvency. Without knowledge of the exposure of creditors, banks
can become reluctant to borrow money. Ensuring sufficient capitalization
of banks, however, can prevent a freeze of the credit market. Another risk is
the reaction of investors upon realizing that sovereignty bonds are indeed
riskier than expected. A downgrading of other peripheral countries of the
EMU can lead to a pullout of investments and increased interest rates for
government bonds. As discussed above, this can initiate the vicious circle
ofhigherinterestratesresulting in illiquidity and insolvency: the contagion
effect. The supply of inexpensive loans can help to prevent this situation.
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Breakup

So far, the three components of a solution have been examined. What
follows next are arguments to support the view that for both weak and
strong countries, solving the crisis is a better option than breaking up the
union without considering the option to delay the crisis. The estimates of
the costs are used to rank country preferences for action during the crisis
(estimates are taken from Deo, Donovan, and Hatheway 2011). Although
there is disagreement about the costs among politicians and economists
(Yousuf 2011), the model introduced in the next section only relies on
the referenced cost estimation. Since the model only uses a ranking of the
costs, the model is invariant for changes in the cost estimates as long as
the ranks are preserved.

A breakup of the EMU could happen in different scenarios. Germany
could leave the EMU on its own or with other countries. Greece could
secede and potentially be followed by other countries. Also, two monetary
unions could be created. For the sake of simplicity, we do not distinguish
between these scenarios but discuss generally the costs and benefits of
leaving a monetary union for strong and weak countries.

Weak Countries

For a weak country in the EMU, there are three main advantages of
leaving the monetary union (Donovan et al. 2010). First, the country
regains controls over monetary policy and can set interest rates. Second,
monetization is placed under the direct control of the country. Third, the
currency would devalue because of the trade deficit. This would increase
exports through lower prices of export goods. These gains are countered
by three main costs. Country default becomes more likely because debt is
denominated in a foreign currency. With the expected devaluation of the
domestic currency, the burden of the debtincreases becauseitis denominated
in the currency of the former union. The higher burden of debt makes a
default more likely because of the self-reinforcing mechanism discussed
above. Printing money only contributes to further devaluation without
decreasing debt. Second, the banking system is likely to collapse because
depositors will move money out of the country to prevent being subject
to depreciation or default. Third, redenomination of national savings into
a quickly depreciating currency will extirpate all national savings. People
who worked for years or decades to accumulate savings are unlikely to
accept the elimination of these savings. With a sense that the crisis is not
caused by them but by banks and other institutions, civil unrest is likely
to generate significant costs. Costs for a weak country are estimated to be
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around 10,000 Euros per person in the first year with annual follow-up
costs of about 3,500 Euros per person. This translates into 40 — 50 percent
of GDP in the first year and subsequently annual costs of about 15 percent.

Strong Countries

For stronger countries like Germany, the cost-benefit analysis is different.
For them, the Euro is undervalued and a further improvement of interest
rates is hardly possible. Therefore, a strong country would not benefit
from setting the domestic interest rate nor would the currency depreci-
ate and improve exports. Rather, the new domestic currency is likely to
appreciate, decreasing the value of foreign assets denominated in Euros,
especially for net creditors like Germany. Also, trade with former EMU
countries would be negatively impacted because of appreciated domestic
currency and depreciated foreign currencies. Estimations for costs for a
strong country are about 7,000 Euro per person in the first year and 4,000
Euro per person in each subsequent year. This equates to around 20 —
25 percent of GDP in the first year and about 10 — 15 percent for each
following year for weak countries in the European Union. In contrast, a
complete bailout of Greece, Ireland, and Portugal would cost about 1,000
Euro per person. The moderate costs of a bailout are not surprising because
the debt of each peripheral country is large relative to its own GDP but
small relative to the total GDP of strong countries or the complete union.
With a German GDP of 2.5 trillion Euros in 2010, for example, Greece’s
debt of 180 percent debt to GDP with a GDP of about 220 billion Euros
in 2010 is relatively small. Given these cost estimates, Germany and other
strong countries have a vital interest in holding the EMU together.

Conclusion
Greece, as well as other weak countries, would clearly win from a rescue of
the Euro. For stronger countries, bailout costs are moderate relative to their
GDP while costs for leaving the EMU are significantly higher. The model
proposes an explanation as to why the crisis is still not solved but rather
delayed. Postponing a solution to the crisis has varying costs for different
countries. For weak countries, costs are high because of increasing interest
rates and increasing interest rate volatility. Strong countries like Germany,
however, gain from a delay of the crisis. The undervalued Euro due to the
crisis helps its exports. In addition, a strong country could obtain capital
inexpensively due to low, or even negative, interest rates enhanced by the
crisis. The haircut affects private investors and not governments.

Using the example of Germany as a strong country and Greece as a
weak country, the gains can be described more specifically. German banks
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have already written down most of Greece’s debt while French banks have
asignificantly greater exposure to Greece’s debt and still carry the assets on
the balance sheet. The suggested haircut was increased from 23 percent in
July to 50 percent in October. With the lower exposure of German banks
to Greece’s debt than French banks, Germany gains relative to France from
a higher private haircut. Also, Germany is the biggest contributor to the
EFESF, though the fund is not a transfer of money but used for investment
in accumulating foreign assets. As long as Greece does not default, these
foreign assets will be realized in the future.

III. MoDEL

In the last section, it was argued that all countries are better off if the crisis
is solved rather than if the monetary union is broken up. However, it was
also shown that, for some countries like Germany, the crisis itself advances
their relative power. Therefore, these countries will try to delay a solution
of the crisis. Next, a model is developed to explain the dynamics of the
decision making process in the crisis where at least one country has an
interest in delaying the solution. First, it is assumed that the benefits from
the delay of the crisis are exogenous. In a subsequent step, the benefits
from the delay are modeled endogenously and predictions of the model

are explored.

Exogenous Delay

Based on a stylized game-theoretic model, the decision-making process
for a strong country, exemplified by Germany, which gains from a longer
duration of the crisis, is formalized. Each country in the monetary union
is represented by a player in a simultaneous game. Each player can either
decide to stop the crisis, delay the solution to the crisis, or break up the
monetary union. A unanimous vote is needed to solve the crisis, while one
vote is sufficient to break up the monetary union. Therefore, the crisis is
delayed only if there are no votes for a breakup and at least one vote for
delaying the crisis.

The three outcomes of the vote — solving the crisis, delaying the solu-
tion to the crisis, and breaking up the union — result in benefits s, 4, and 4
for the member states. Note that benefits are used as variables rather than
costs. For a strong country, it is argued that the immediate benefits from a
delay 4 are higher than from solving the crisis 5, which in turn outweighs
the benefits of a breakup 4. Thus, we obtain the inequality & > s > & >
0. For all other countries, it is better to solve the crisis rather than delay
the solution to the crisis. Denoting the benefits of other countries with a
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prime, we obtain the inequality s’ > & > & > 0. Without loss of generality,
all other countries are summarized to one player since they have the same
relative benefit scheme. The resulting simultaneous two-player game is
shown in Table 1. A generalization of the game for multiple strong and
weak countries is straightforward. Due to the special structure of the pay-
off matrix, the results hold for any number of strong and weak countries.

Based on the pay-off matrix, dominant strategies can be identified. For
a strong country, it is always best to delay the crisis independent of the
strategy chosen by the other countries. In contrast, the other countries
always try to solve the crisis. Also, there are two Nash equilibria (Nash
1950). The first equilibrium occurs if the strong country delays the crisis,
while the other countries try to solve the crisis. The second equilibrium
also has the outcome of delaying the crisis, but both the strong country
and the other countries delay the crisis. We can conclude that the model
predicts a delay of the crisis, derived from the dominant strategies as well
as from Nash equilibria.

Table 1: Pay-off Matrix

Germany/ Stop** Delay Breakup
Others
Stop Stopped: (s, §°) Delayed: (d, d’) | Breakup: (b, b’)

Delay**

Delayed: (d, d’)*

Delayed: (d, d’)*

Breakup: (b, b’)

Breakup

Breakup: (b, b’)

Breakup: (b, b’)

Breakup: (b, b’)

The pay-off matrix contains in each cell the outcome and the benefits for Germany
Jollowed by the benefits for Others for d > s > b and s > d’ > b. Dominant strate-
gies are marked by ** and Nash equilibria are indicated with *.

Endogenous Delay

Next, the previously exogenous parameter of the benefits of a delay # is
modeled as an endogenous variable. In addition, focus is placed on the
perspective of the strong country. The strong dynamics of the crisis create
an unpredictable momentum in the evolution of benefits. Consequentially,
it is assumed that the change of benefits from delaying the crisis are not
precisely known but captured in a probabilistic term.

Endogenous Benefits

The benefits of delaying the crisis can be decomposed into two parts: known
short-term gains A from the ongoing crisis and benefits from solving the
crisis in the future d¢s or breaking up the union 84. The benefits s from
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solving the crisis and the breakup benefits 4 are discounted by a known
parameter 0 < 8 < 1 because they are not realized directly. In addition, the
benefits from the solution of the crisis are further decreased because of the
smaller benefits for solving the crisis later. The decrease is denoted by an
unknown factor 0 < @ < 1 with expected value ¢*. The empirical motiva-
tion for smaller benefits is the increasing debt-to-GDP ratio, which makes
it more expensive to solve the crisis the longer it endures. Other countries
do not obtain short-term gains from delaying the crisis (A’ = 0). Since the
decreased benefits of a delay are divided among all countries, the benefits
¢ for the other countries decrease accordingly, resulting in 8¢’s’. Note that
the same discount rate 8 is assumed, but the model allows for a different
unknown factor 0 < ¢’ < 1 with expected value ¢’* for more generality.
In the special case of ¢ = ¢’, the conclusions do not change qualitatively.

The benefits from the delay depend on the outcome of the decision
after the delay: either the crisis is solved or the union breaks up. As before,
the crisis is solved after the delay if the strong countries and the other
countries decide to solve the crisis. The condition for the strong country
deciding to break up the union becomes @s < & and for the other countries
itis @’s’ < &. Accordingly, the crisis is solved if nobody is better off by
breaking up. With ¢ and ¢’ being random variables, we can denote the
likelihood for the corresponding events with » = P[¢ < &/5] and 7 = P[@’<
&’Is]. With p denoting the likelihood of a breakup, we obtain that the
likelihood for solving the crisis after the delay is given by 1 — p = (1 — 7)
(1 — 7). For strong countries, the expected benefits of delaying the crisis
in the first place are therefore:

d=A+38[pb+(1-p)e*s]
and for weak countries correspondingly:
d’=38[pb’+ (1 -p)e’*s’]

Solving the Crisis

Fixing the ranking of the initial preferences for weak countries as before
withs’ > d > & > 0, we can analyze when the strong country prefers to solve
the crisis. If a strong country only delays the crisis with the real intention
to solve it afterwards, then it must be the case that @*s > 4. In this case,
the condition for a strong country to solve the crisis is different from the
exogenous model and can be calculated as:
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d<s
A+ 38[pb + (1 —p)e*s]<s
p(b—@*s) <&'(s—A) - ¢*s

p>@'(s—A)—9*)(b-¢*s) (1)

Note that the denominator & — @*s of the right side of inequality (1)
is negative by definition, resulting in a switch of the inequality sign in
the previous line. Thus, the model predicts that the strong country will
solve the crisis if the likelihood p of a breakup after a delay is greater than
the term on the right side of (1). Because the denominator & — @*s of the
right side of inequality (1) is negative, the right side of inequality (1) will
be negative and, thus, the inequality is necessarily fulfilled if:

(s — A)/3) > o*s

A< s(1 - 3¢*)

Accordingly, if the benefits from the ongoing crisis A are too small to
outweigh the decreased benefits from postponing the solution of the crisis
(s — 8¢*s), the risk of a breakup is too high and the strong country would
not delay but vote to solve the crisis directly.

Delaying the Crisis

Next, we derive a condition that the strong country will never solve the
crisis but continuously delay it given that & < @*s. Using p < 1, the strong
country would always decide against solving the crisis if the right hand
side of inequality (1) exceeds unity:

1 <(@&'(s —A) — o*s)/(b — ¢*s)
Considering that & — @*s is negative, the condition can be rewritten by:
((s —=A)/d) — *s < b — o*s
A>s—38b

Hence, a very large gain from the ongoing crisis A will make it beneficial
to continue the crisis.

Breaking up the Union

Note that with decreasing benefits @*s, the defining assumption for this
result, & < @*s, will be violated. As soon as the expected decrease factor ¢*
is smaller than the ratio of the benefits from a breakup and a solution /s, a
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strong country would break up the union after a delay. As with inequality
(1), the strong country would solve the crisis directly if the benefits from
a solution exceed the benefits from a delay:

d<s
P<(@'(s—A) = ¢*s)/(b— ¢*s)
Note that the derived inequality is equal to inequality (1) except for the
flipped inequality sign because the denominator is positive by definition

of a subsequent breakup. This inequality is necessarily violated if the right
side is negative because the likelihood of a breakup p cannot be negative:

0> (5'(s — A) — @*s)/(b — @*s)
(1-8¢p%)s <A

Thus, the strong country would delay the crisis and subsequently break
up the union if the discounted benefits from a solution are smaller than
the short-term gains from a delay of the crisis. A higher expected value
for the factor @*, which decreases the benefits from solving the crisis after
a delay, increases the discount effect. Accordingly, even for small short-
term gains A, a high decrease in the benefits from solving the crisis after
a delay can result in a breakup of the union after a delay. This happens if
the delay of the crisis decreases benefits significantly. With high short-term
benefits, it becomes most attractive for a strong country to delay the crisis
and subsequently break up the union.

Returning to the results with the strong country delaying the crisis, it
was assumed that the other member states of the monetary union do not
gain from a delay of the crisis. Hence, they would try to influence the
strong country to solve the crisis directly. Based on the developed model,
a threat of breakup pushes the strong country towards solving the crisis
rather than delaying it. However, as long as breakup costs for the other
countries are higher than their costs of delaying the crisis, any attempts at
coercion by small countries would be seen as a non-credible threat. Even
if the strong country would delay the crisis, the other countries would still
be better off accepting the delay than breaking up the monetary union.
Therefore, it is paramount for a solution of the crisis that the gains for
the strong country from the ongoing crisis are diminished.

IV. DiscussioN

The review of the crisis of the Euro showed that all countries in the EMU
have an interest in the survival of the Euro. To understand the delay in
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solving the crisis, the model served to analyze trade-offs for solving or
delaying the crisis or breaking up the union. The main motivation is that,
at the least, Germany as a strong country gains from a longer duration
of the crisis. The model only used the difference in gains from a longer
crisis and can be employed to derive several conclusions. First, the setup
of costs leads to an equilibrium which indeed delays the crisis. This is in
great accordance with the situation in the second half of 2011. Second,
delaying the crisis increases the risk of a breakup due to the higher costs
for solving the monetary union problem at a later point. This is the main
driver for a strong country to give up the delaying strategy and solve the
crisis. Third, the model identifies a risk that by increasing costs for solving
the crisis after a delay, the future bailout costs can outweigh breakup costs
and, hence, lead to a breakup of the monetary union. As we have seen in the
discussion of the costs of a bailout and a breakup of the monetary union, it
is very unlikely that at any point the breakup will be a better option than
a bailout. Finally, the model implies that the remaining countries cannot
threaten Germany with a breakup because the threat would not be credible.

The model shows that the short-term gains from the delay for strong
countries have to be eliminated to allow a timely solution of the crisis.
However, it is difficult to neutralize the short-term gains, as the continu-
ing delay of the crisis proves. International markets create the benefits of
a delay for a strong country by buying its export goods and supplying it
with investment. Accordingly, it is not feasible to directly eliminate or
reduce the benefits from delaying a solution. Also, diplomatic efforts to
address strong countries’ disproportionate benefits from delaying the crisis
are unlikely to yield much candid discussion. In the case of Germany,
German politicians conveniently use their citizens’ rejection of a bailout
to justify delaying the crisis.

Weak countries can, however, apply pressure to strong countries by
linking the decision to solve the crisis to other independent policy deci-
sions (Riker 1986). This would allow strong countries to benefit from
other policies under which weak countries bear lower costs than that of
delaying the crisis. For example, weak countries could agree on higher
product standards where strong countries have a comparative advantage.
This would reduce competitiveness of weak countries for these products
while increasing market power of strong countries. As long as the costs
for weak countries are lower than the costs of a delay of the crisis, weak
countries would benefit if strong countries agree to solve the crisis with-
out delay in return of higher product standards. At the same time, strong
countries would agree to this bargain if they benefit at least as much from
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the higher product standards as they would from a delay of the crisis.

This analysis helps to identify three policies that could preventa breakup
of the monetary union. First, the requirement of unanimity among coun-
tries to solve the crisis is a lethal component. It allows any strong country
to profit from the crisis through the use of delay tactics, even though the
overall costs for all countries in the union are likely to outweigh the benefits
of delaying for the strong country. Institutional changes in the current crisis
are infeasible, but would be key to preventing similar sovereign debt crises
within the European Union in the future. Second, one could demand a
financial contribution increasing with the delay of the crisis from strong
countries, punishing delay tactics. However, this is a risky strategy because
of its adverse effects. As this decreases the relative benefits of a solution for
the strong country, high benefits from the delay will let the strong country
accept the ultimate breakup after delaying the crisis. As this outcome can
be foreseen, the union would be broken up directly. Therefore, attempting
to force strong countries to compensate weak countries for delaying the
crisis is not advisable. Third, weak countries cannot credibly threaten to
break up the union because their breakup costs are larger than the costs of
solving the crisis even with a delay. Thus, weak countries need to search
for alternative threats to breaking up the union.

In the next paragraph, the situation within Germany is analyzed and
related to the predicted outcome of the model. Finally, an objection to
the evidence of the model based on the behavior of financial markets is
discussed.

Germany

Recent public polling suggests that a majority of German citizens have lost
their faith in the Euro. An abundant feeling is that the Euro is a burden
rather than a win for Germany (Guérot and Leonard 2011; Guérot and
Hénard 2011). This triggers the question: “why do politicians not put more
effort into explaining the gains for Germany from the monetary union?”
Based on the model, it can be seen that the German government has an
interest in delaying the crisis. The model did not elude how the German
government can convince its partners in the monetary union that the crisis
cannot yet be solved. Its strong position and limited flexibility for com-
promise delay the achievement of a solution. Given the political difficulty
of explaining the delay out of Germany’s self-interest, the government
declares itself to be constrained by the domestic situation (Putnam 1988).
Aslong as German voters object to a bailout, the German government can
adduce this for being less flexible and slowing down negotiations. This
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might explain the poor transmission of the benefits of the monetary union
for Germany by German politicians and related media.

Financial Markets

Interestingly, at first glimpse, the markets do not seem to confirm the
results of the model. If the model were correct, a breakup of the mon-
etary union would be extremely unlikely. Therefore, high interest rates
for other peripheral countries like Italy and Spain appear inconsistent
with the model. This objection to the model can be countered in several
ways. First, the market does not always react rationally. Especially in the
last few years, the volatility observed was too high to be attributed to the
rational actions of investors. Hence, even a rationally acting investor has
to incorporate irrationally acting investors into his or her prediction of
market behavior. Believing that many investorsirrationally fear the breakup
of the monetary union would suffice for a rational investor to demand
higher spreads to insure against risk. Higher risk premia can initiate the
cycle from illiquidity to insolvency and, in conjunction with the private
haircut of Greece, the investments are indeed at higher risk. Second, the
model suggests that strong countries like Germany might take some risk
gaining from the crisis. With uncertainty about the exact benefits and costs
of other countries as well as irrational behavior of the other countries, a
breakup of the monetary union cannot be ruled out. Different attitudes
towards risk can further influence the decision making process for countries.
From this perspective, there is indeed a danger of an inadvertent breakup
of the union, although this is very unlikely.

In summary, the model is in good alignment with empirical evidence.
It suggests two attacking points toward a fast solution of the crisis. First,
the structure of the decision making process yields a delay as a very likely
outcome. We can illustrate this point in an even more conservative ver-
sion of the decision making process where each country can only vote for
or against a solution of the crisis. As in the model, the crisis is delayed if
neither all countries vote for solving or against solving the crisis. With an
assumed country likelihood of 0 < ¢ < 1 to vote for solving the crisis and 7
countries, the crisis is delayed with probability 1 — ¢”— (1 — ¢)*. Indepen-
dent of g, the likelihood converges towards unity as the second and third
terms converge towards zero for increasing 7. Allowing countries to vote
directly for a delay further accelerates convergence. Thus, the structure of
the decision making process has an inherent tendency towards a delay of
a solution. Accordingly, altering this structure — towards a majority vote,
for example — could prevent similar delays for future crises. With the
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Treaty of Lisbon, the European Union expanded decision making based
on qualified majority rules. The current crisis emphasizes the importance
of this step.

Second, decreasing the positive gains for strong countries from the
ongoing crisis can prevent a delay of the crisis. The model emphasizes
the important distinction between increasing future costs of solving the
crisis and decreasing ongoing benefits. While the former bears the danger
of an immediate breakup of the EMU, the second can efficiently push
strong countries towards solving the crisis. Given the superior negotiating
position of a strong country, it will be difficult to adjust ongoing benefits
from delaying the crisis within the context of the crisis. Nevertheless, some
countries like Italy apply pressure to Germany to compensate for their
gains from the crisis. Another option is linking other policy decisions to
the current crisis. Weak countries can offer concessions in other areas if
a strong country forgoes the benefits from the delay by solving the crisis
directly.
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TowARDS A COMPREHENSIVE
CURRICULUM
FOR PREGNANCY PREVENTION:
COoMBINING CHILD SUPPORT
EDUCATION AND
SExuAaL EDUCATION PROGRAMS

Laura Noonan

Nonmarital births have sharply increased over time, and teenage
births remain a significant problem in the United States, both
of which are correlated with negative social outcomes. Review-
ing evidence on efficacy, or the ability to follow through on the
intention to avoid pregnancy, this paper concludes that equal
attention should also be paid to strengthening the intention
of young adults to avoid pregnancy before they can handle
the emotional, legal, and financial consequences. The paper
argues that current sexual education programs, which aim to
increase participants’ knowledge of how to delay sexual activity
and effectively use contraception, should be paired with child
supporteducation, which emphasizes the economic, emotional,
and legal realities of parenting. The Office of Adolescent Health
should pilotand evaluate a comprehensive pregnancy prevention
curriculum, featuring both sexual education and child support

education components, in the form of a mandatory high school
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program incorporated into existing health classes. The author
believes that such a program, which emphasizes both the ‘why’
and the ‘how’ of pregnancy prevention, will provide participat-
ing young adults with the tools necessary to make informed
family planning decisions for years to come, reducing teenage
pregnancy rates in the short term, as well as having a greater
impact than sexual education alone on nonmarital pregnancy

rates in the longer term.

I. SUMMARY: RECOMMENDATION FOR COMPREHENSIVE TEENAGE
PrREGNANCY PREVENTION CURRICULUM

Though many sexual education programs are effective at limiting risky
sexual behavior and increasing contraceptive use among teenagers, the
high number of teenage births, as well as the high and increasing number
of births to unmarried parents, demonstrates that current solutions are
not enough. Although efficacy, or the ability to follow through with the
intention of avoiding pregnancy, is often a focus of pregnancy preven-
tion efforts, there is reason to believe that indifferent attitudes regarding
teenage and unwed parenthood should also be an important concern.
In other words, current programs tend to focus on “how” one can avoid
pregnancy, not “why” one should consider delaying pregnancy. But many
of the pregnancies which are assumed to be entirely unplanned may not
be. Many teenagers and young adults place a high social value on having
children and tend to underestimate the opportunity costs associated with
having them before they are fully prepared.

Child support education, which emphasizes the economic, emotional,
and legal realities of parenting, when coupled with effective sexual edu-
cation programs, may be able to fill this gap. Promising child support
education programs such as Parenting and Paternity Awareness, No Kidding:
Straight Talk from Teen Parents, and Dads Make a Difference show positive
results in influencing adolescent attitudes towards parenting. This paper
recommends that the Office of Adolescent Health (OAH) run a pilot
of a comprehensive pregnancy prevention curriculum, featuring both
sexual education and child support education components, in the form
of a mandatory high school program incorporated into existing health
classes. Further, this pilot should be evaluated using random assignment
to demonstrate the effectiveness of the comprehensive program.

Such a combined program has the potential to not only further reduce
teenage pregnancy rates in the short term by teaching students how to
avoid pregnancy, but also to affect the nonmarital birth rate in the long
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term, as students learn lifelong skills they can draw on when deciding
when and why to start a family.

In addition to directly impacting the communities participating in the
pilot, evaluations of the program can help assess where further changes are
needed to keep the teenage birth rate on the decline and reduce the overall
incidence of unplanned pregnancies throughout the life cycle. While the
long-term impact on nonmarital childbearing will be the most important
metric for evaluating the effectiveness of the recommended comprehen-
sive program, by looking at both intentions to avoid pregnancy as well
as efficacy levels in following up these intentions with positive behaviors,
researchers can learn more about the reasons behind trends in the future.

II. BACKGROUND: BotH TEENAGE AND NONMARITAL BIRTHS
ARE CORRELATED WITH NEGATIVE SOocIAL OUTCOMES AND REMAIN A
SIGNIFICANT PROBLEM

In 2008, teenage pregnancies still accounted for 377,100 births (Hamil-
ton et al. 2010). See Figure 1. Though the teenage birthrate has declined
substantially over the last two decades, dropping from 117 births per one
thousand women aged 15-19 in 1990 to 72 births in 2006, there is still
significant work to be done (Guttmacher 2010).

Figure 1: Distribution of Total Unwed Births by Age of Mother

1990 2008

<15 years 10,700 <1% 5,700 <1%
15-19 years 350,000 30% 377,100 22%
20-24 years 403,900 35% 641,200 37%
25-29 years 230,000 20% 397,700 23%
30-34 years 118,200 10% 193,600 11%
35-39 years 44,100 4% 89,000 5%
40+ years 8,500 <1% 23,700 <1%
Total 1,165,400 1,728,000

Table Notes:
1. Numbers rounded to the nearest hundred.
2. Table compiled by Debra Pontisso, Federal Office of Child Support Enforcement.

Sources: Hamilton BE et al. Births: Preliminary Data for 2008, National Vital
Statistics Reports, Volume 58, Number 16, April 6, 2010; Ventura SJ and Bachrach
CA. Nonmarital childbearing in the United States, 1940-99. National Vital Statis-
tics Reports, Volume 48, Number 16, October 18, 2000.
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Births to teenage mothersare linked to poorer outcomes for both mother
and child. Teen mothers are less likely to complete high school (Maynard
1996). Of women who have their first child before age 18, only 40 per-
cent ever graduate high school, and less than 2 percent complete college
by age 30, compared to 75 percent and 9 percent, respectively, of women
who delay childbearing until age 20 or 21 (National Campaign 2009).
Teen mothers are also more likely to end up on welfare: approximately
one-quarter of teen mothers will go on welfare within three years of the
child’s birth (National Campaign 2010).

In addition, the children of teenage mothers have lower birth weights,
associated with poorer health (Wolfe and Perozek 1997), and they are
more likely to experience cognitive development and behavior problems
(Terry-Human et al. 2005). They are also at greater risk of abuse and
neglect (George and Lee 1997), and are more likely to perform poorly in
school and less likely to pursue higher education (Maynard 1996; Kirby
2007). Sons of teenage mothers are also more likely to become incarcerated
(Kirby 2007; Maynard 1996), while daughters are more likely to become
adolescent parents themselves (Kirby 2007; Maynard 1996).

While teenage pregnancy is slowly declining, the proportion of births
to unmarried women has increased dramatically in recent decades, rising
from 11 percent in 1970 to an estimated 41 percent in 2009 (Wildsmith
2011). Even while a large proportion of unmarried parents are living to-
gether, involved in serious romantic relationships, or both at the time of
their child’s birth, births outside of marriage are closely linked with child-
hood poverty, negative child health outcomes, and poorer educational and
socioeconomic outcomes for parents (McLanahan 2010; Amato 2010).

Despite often high hopes of future marriage, continued cohabitation,
or father involvement, the children of unmarried parents experience high
levels of domestic instability throughout their childhoods. For example,
according to the Fragile Families and Child Wellbeing Study, which has
been following approximately 5,000 children born in large U.S. cities
between 1998 and 2000, only 35 percent of unmarried parents are living
together five years after the birth of their child, and less than 20 percent
are married. In addition, father involvement declines over time. By the
child’s fifth birthday, only 50 percent of non-resident fathers have seen
their child in the past month (McLanahan 2010).

There are also significant disparities in the rates of teenage and out-
of-marriage births by race and ethnicity. 52 percent of Hispanic and 50
percent of African American teenage women will become pregnant before
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their 20" birthday, in contrast to only 19 percent of their non-Hispanic,
white peers (National Campaign 2010). African American women make
up the largest share of births to unmarried mothers, with 72 percent of
total births in 2008 occurring outside of marriage (Hamilton et al. 2010).
Figure 2 presents a breakdown of births to unwed parents by race and
ethnicity.

The negative outcomes associated with teenage and nonmarital births

illustrate the urgency to improve the effectiveness of current interventions.

Figure 2: Distribution of Total Unwed Births by Race and Ethnicity

of Mother
1990 2008

Unwed % of total Unwed | % of total

births births births births
Non-Hispanic White 443,000 17% 651,000 29%
Black 455,300 67% 482,300 72%
American Indian or 20,900 54% 32,600 66%
Alaska Native
Asian or Pacific Islander 18,700 13% 42,900 17%
Hispanic 218,500 37% 545,900 53%

Tables Notes:

1. Numbers rounded to the nearest hundred.
2. Table compiled by Debra Pontisso, Federal Office of Child Support Enforcement.

Sources: Hamilton BE et al. Births: Preliminary Data for 2008, National Vital
Statistics Reports, Volume 58, Number 16, April 6, 2010; Ventura S] and Bachrach
CA. Nonmarital childbearing in the United States, 1940-99. National Vital Statis-
tics Reports, Volume 48, Number 16, October 18, 2000.

III. OVERVIEW: CURrReNT TEENAGE SEXUAL EDUCATION
PrOGRAMS

Thereare hundreds of programs sponsored by both governmentand private
entities to help teenagers delay sexual activity, increase effective contraceptive
use, and prevent pregnancy. Some of these programs focus on non-sexual factors,
from childhood development programs to welfare reform for adults. How-
ever, this paper focuses on those programs that aim to change the sexual
risk and protection behaviors of teenagers. For this reason, these programs
will be referred to as “sexual education programs,” since the main goal
is to alter sexual behavior. Sexual education programs focus on changing
psychosocial risk and protective factors such as teens knowledge, beliefs,
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and attitudes about sex, perceived norms, their confidence in their ability
to abstain from sex or to use condoms or contraception, as well as their
intentions regarding sexual behavior and the use of contraception. These
include curriculum-based education programs, offered as part of regular school
classes or as part of after-school programs on school grounds or in com-
munity centers; service learning programs, where participants engage in
direct service work; youth development programs, often combining health
care, academic assistance, sex education, and extracurricular activities;
parenting programs, which seek to improve parent-child communication
on sex and related topics; and community-wide programs, such as public
service announcements, educational activities for the community, and
community-wide health fairs (National Campaign 2010).

Current curriculum-based programming can be further divided into
abstinence programs, which encourage and expect young people to avoid
sex, and combined programs, which generally still promote abstinence as
the safest choice but also encourage the use of condoms and other con-
traception methods. In a review of programs by the National Campaign
to Prevent Teen and Unplanned Pregnancy (National Campaign), over
40 percent of combined programs delay the initiation of sex, reduce the
number of sexual partners, and increase condom or contraceptive use, and
more than 60 percent reduce instances of unprotected sex. Importantly,
there is no evidence that using a combined message emphasizing both
abstinence and safer sex sends mixed messages; none of the comprehensive
programs hastened the initiation of sex or increased the frequency of sex
among participants (Kirby 2007). Promoting the delay of sexual activity
as well as the use of contraception for when it does occur should be viewed
as complementary rather than oppositional goals.

A comprehensive survey by the National Campaign regarding the combined
results of dozens of program evaluations identified a number of common
characteristics of successful teenage pregnancy prevention curricula. First,
programs must have a clear message that delaying sex and using contraception
consistently and carefully is the responsible thing to do, as opposed to simply
laying out the pros and cons of different sexual choices (National Campaign
2010). The programs must also have a significant duration, rather than just
a few weeks. In fact, programs in which reduced teen pregnancy rates per-
sisted over time, such as the CAS-Carrera program, were very intensive and
worked with participants over many years (Kirby 2007). These programs
should address peer pressure, teach communication skills, and reflect the
age, sexual experience, and culture of the participants. In addition, actively
engaging participants to allow for personalization of the information is vital
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to success. Lastly, leaders must be selected carefully, believe in the program,
and receive adequate training (National Campaign 2010). Figure 3 provides
a summary of some of these effective programs and their results, evaluated
using experimental designs in which participants were randomly assigned
to treatment and control groups over a variety of settings.

IV. REMAINING ISSUE: MaNY TeeENs UNDERESTIMATE THE
CosTts OF PARENTHOOD

Asdiscussed above, the most successful sexual education programs provide
students with vital knowledge around sexual decision making. However,
when it comes to sexual behavior and contraceptive use, there are still
apparent gaps between knowledge, intent, and behavior. 88 percent of
unmarried women aged 18 to 29, as well as 86 percent of their male peers,
say it is important to avoid pregnancy right now. But even among these
young adults wishing to avoid pregnancy, 19 percent use no contraception
at all, 24 percent use contraception inconsistently, and 34 percent say it
is at least slightly likely they will have unprotected sex in the near future
(Kaye et al. 2009).

Kathryn Edin et al. take a closer look at efficacy, or the ability or in-
clination to engage in behaviors that advance one’s goals (in this case, to
avoid pregnancy). They divide pregnancies into several categories: planned,
between planned and unplanned, and four types of unplanned pregnancies
(inconsistent contraception, not using contraception, technical contracep-
tive failure, and those who have a reason to believe they or their partner
is infertile) (Edin et al. 2007).

They find that for all categories except for unplanned pregnancies with
no contraception, the stronger one’s intention to avoid pregnancy, the more
one’s behavior follows suit. They also show thatabortion is somewhat more
common among those who used contraception than among those who
did not (51 percent versus 43 percent), suggesting a stronger desire not to
become pregnant. Additionally, they find an inverse relationship between
the reported seriousness and length of relationships with condom use,
possibly indicating that couples becomes less concerned about pregnancy
as the relationship develops (Edin et al. 2007).

Edin et al. conclude that two parallel phenomena account for pregnan-
cies which are not fully planned: a lack of efficacy with regard to effec-
tive contraception, as well as a “high social value of children and lack of
perceived opportunity costs associated with having them young.” Sexual
education programs often concentrate on the first of these processes and

may not give enough attention to the second, making the base assumption
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that teenagers intend to avoid pregnancy. In fact, they show that efficacy
may not be as low as we think, while the intention to avoid pregnancy may
be lower than expected: in other words, many of the pregnancies assumed
to be entirely unplanned may not be.

The seemingly low efficacy exhibited by young adults in the National
Campaign survey can also be at least partially explained by ambiguous
intentions. The study finds that 45 percent of 18 to 19 year-old women and
30 percent of 18 to 19 year-old men agree that, “if things were different
in my life, I would love to have a baby now.” Even among the teenagers
who report that it is important for them to avoid pregnancy right now,
34 percent of men and 16 percent of women say they would be pleased
if they found out today that they or their partner were pregnant (Kaye
et al. 2009). These statistics seem to indicate that teenagers and young
adults may underestimate the potential consequences of having a child
too young or outside of a stable relationship. This supports the need for
a comprehensive program which can assist teenagers in thinking through
under what circumstances they would wish to start a family in the future.

Cognitive Theory as it Pertains to Family Formation Intentions
Psychological theory provides an explanation of the complexities that arise
when people evaluate the inter-temporal costs and benefits of a decision.
Teenagers and young adults participating in sexual education programs
may suffer from cognitive biases which lower their efficacy. For instance,
they may have difficulty assigning an accurate discount rate to the delayed
future benefits associated with avoiding teenage parenthood. This may be
because they have biased expectations of the risks of their actions and/or
overvalue the future benefits and undervalue the future costs of parenthood
through hyperbolic discounting. Misperceptions about the future can occur
in two ways: (1) underestimating the risk of incurring a loss in the future,
and (2) undervaluing the magnitude of those future losses. Sexually active
teenagers may commit both of these errors. First, they optimistically (or
naively) believe that they can have unsafe sex without conceiving a child.
Second, they fail to comprehend what they will lose by becoming a teen
parent. In both cases, the assessment of future costs and benefits skews
the inter-temporal decision-making process, making it less likely that the
teenager chooses to abstain from or practice safe sex.
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V. How 1O SHIFT PERCEPTIONS OF PARENTHOOD:
CuiLp Surrort EDUCATION PROGRAMS

Along with the OAH, the Office of Child Support Enforcement (OSCE)
has a vested interest in reducing the number of births to teenage and
unwed parents who may not be fully prepared for the responsibilities of
parenthood. Child support caseloads increased steadily along with non-
marital birth rates. For example, in six states in 2007 (Connecticut, lowa,
Michigan, New Hampshire, Virginia, and Texas), over half of the child
support caseloads were unwed parents (Pontisso 2010).

In addition to its main tasks to locate parents, establish paternity,
and institute and enforce child support orders, the OSCE has begun to
provide additional family support programming. While OSCE’s enforce-
ment strategies currently work well for about 75 percent of the parents in
their caseload, these additional supports are designed to further increase
the rate of payment of child support obligations (Turetsky 2010). This
strategy includes programming aimed at preventing the need for child
support enforcement by reducing the nonmarital birth rate, as well as five
other areas: engaging fathers in the parenting process from the birth of
their first child, promoting family economic stability, helping men and
women form and maintain healthy families, ensuring that families have
good health care coverage, and preventing and reducing family violence.

Several promising programs were developed by, or in collaboration
with, state child support enforcement offices to support these efforts.
These programs raise awareness of the financial, legal, and emotional
responsibilities of parenthood with the aim to reduce demand for OSCE
services. Three successful models will be discussed: the Parenting and
Paternity Awareness (PA.RA.) and No Kidding programs developed by the
Texas Office of the Attorney General, Child Support Division (OAG);
and Dads Make A Difference, designed in collaboration with the Ramsey
County (MN) Attorney’s Office, Child Support and Collections.

It is important to note that these initial results do not definitively
show behavior change or a reduction in teenage pregnancy rates among
participants — only changes in knowledge and attitudes. In addition, since
all three studies use pre- and post-test assessments to gauge improvements
(an admittedly imperfect device for assessing genuine attitude changes or
testing the likelihood that newly acquired knowledge will be applied in
the future), their policy implications may be limited.

However, changes in participant attitudes are important to track, just
as changes in knowledge on how to avoid pregnancy are tracked for sexual
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education programs. This distinction can help to advance target interven-
tions in the future by allowing researchers to better identify the causes of
teenage and nonmarital births in a given community, whether they are due
to apathy toward avoiding parenthood, low knowledge of how to avoid
pregnancy or the responsibilities of parenting, or a combination of these.
The results from these innovative programs do demonstrate evidence of
a shift in attitudes about responsible parenting.

Parenting and Paternity Awareness (RA.PA.)

Parenting and Paternity Awareness (RPA.PA.) is a school-based curriculum
that aims to teach students about the rights and responsibilities of parent-
hood and paternity establishment, the consequences of becoming a parent,
and the elements of a healthy relationship. The program was developed
in the 1980s by the Texas Attorney General’s Child Support Division and
now consists of 14 stand-alone units to be taught over the course of an
academic semester. During the 2008-2009 and 2009-2010 school years
alone, more than a half-million Texas students participated in the program
(USA Today 2010).

A comprehensive evaluation of the PA.PA. program, led by Lyndon
B. Johnson School of Public Affairs Professor Cynthia Osborne, surveyed
9,539 students from a representative sample of 50 Texas high schools. The
results suggest that this type of child support prevention programming
can fill some of the gaps left by traditional sexual education programs.

Based on pre- and post-intervention surveys, the number of students
reporting plans to have a child at an earlier age than the age they plan to
get married declined by 21 percent. The number of students who could
correctly identify the average cost per month to raise a child in Texas in-
creased by 62 percent; the number who knew the percent of net income
that a noncustodial parent generally pays in child support increased by
46 percent; and the number who knew the legal methods to establish
paternity increased by 23 percent. In addition, after PA.PA., more than
twice as many students knew that an unmarried biological father does not
have the same legal rights and obligations as the mother; students were
more likely to report that they would establish legal paternity if they have
a child outside of marriage; and students were more likely to agree that
“it is important for a child to have two actively involved parents, even if
the parents do not live together” (Osborne 2010). Figure 4 provides a
summary of selected pre- and post-test student responses.
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Figure 4: Selected Changes in Students’ Knowledge from P.A.PA.
Pre- to Post-Assessment N=5,730.
Source: Osborne, Cynthia (2010). Evaluation of the Parenting and Paternity

2. *Indicates post-test and pre-test scores differ significantly at the p<.05 level.

Pre-Test  Post-Test % Awareness Curriculum: Final Report 2008 — 2010. LBJ School of Public Affairs,
Question (answer) Correct Correct Change University of Texas at Austin.
If parents separate or divorce, their 83.5% 89.3% 6.9%*
children will benefit if they: (Work There were also important racial and ethnic differences in the perceived
together as a team to keep the child consequences of becoming, or getting a partner, pregnant. The average score
out of argum.ents) on PA.PA. pre-tests was 74 percent for white students, compared to 69
A n.oncustodlal g are:;t KE’ stops 80.3% 89.7% 11.7% percent for black students and 67 percent for Hispanic students (Osborne
S:zlﬁfvzo}?ir:/f; ﬁr{es tcaxlrefsulilpfort 2010). In their study, Sonenstein et al. noted some additional nuances:
or lottery winnings taken away or white males are less likely to anticipate having to provide financial support
withheld. (True) for a child, while black males generally have less negative reactions to the
Which of the following is a warning 73.2% 79.7% 8.9%* possibility of a pregnancy in the near future (Sonenstein et al. 2004).
sign of a potentially abusive or violent That white students, as well as students in more advantaged schools,
relationship? (Jealous because he/she scored significantly higher on the PA.PA’s pre-assessments may indicate
loves you so much) that minority students have the most to gain from such programming.
A noncustodial parent who stops 67.4% 84.4% 25.2% However, gains in knowledge were slightly but significantly higher for
E :Zlﬂfvceo}(:g/fg:lzrji:’}sl llli(i:;i port white boys as compared to black and Hispanic boys. The average score
suspended. (True) on the pre- and post-assessments increased by 12.2 percent for white
o ovie o ety (0 Gl 58.9% 72.5% 23.1%* male students, compared to increases of 9.9 percent and 11.8 percent for
legal paternity for a child born to Hispanic and black male students, respectively. For gitls, there were no
unmarried parents. Which of the significant differences in knowledge gains by race or ethnicity (Osborne
following is NOT a pathway? (Give 2010). More research is needed to fully understand the reasons behind
the baby the father’s last name) these differences, but as discussed in more detail in the recommendation
IE most cases(,i‘wlhat percentage of 43.1% 62.9% 45.9% section, OAH and OCSE must work to ensure equal effectiveness of their
zvsurllgt;u;;? dlian Iz ;ﬁfgi;;g:;zine programs across racial and ethnic groups.
one child? (20%) L .
When a child is born to unmarried 25.9% 53.1% 105%* No Klddlng: Stralght Talk from Teen Parents
parents, the biological father In 2004, the Texas Office of the Attorney General also began a peer education
automatically has the same legal program, No Kidding: Straight Talk from Teen Parents, in which teenage parents
rights and responsibilities as the host interactive sessions with middle and high school students, encourag-
biological mother. (False) ing them to delay parenthood. The program’s goal is to increase participants
The average additional cost per 16.9% 27.3% 61.5%* knowledge of paternity and child support, positive perceptions of establishing
;ncoﬁli I: (fS}rliTZcZ(ri:l;it: leefj;ri of paternity, and understanding of the time and maturity necessary to be a successful
housing, me dical’caref) C[o)thing), - parent. By the 2007 school year, No Kidding served 7,596 students and nearly 200
the state of Texas is: (Over $700 per community members throughout six Texas school districts and other community
month) organizations (LaTurner 2007).

Table Notes:

1. Selected scores listed from highest to lowest correct response on pre test.

Students showed significantknowledge gains aboutestablishing paternity
and child support, as well as regarding how the OCSE can assist people
on these issues. Student attitudes about the responsibilities and realities
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of parenting also shifted significantly; more acknowledged the difficulties
they would face as a parent financially and in pursuing education goals
(LaTurner 2007). See Figure 5.

Figure 5: No Kidding: Changes in Students’ Attitudes Related to
Parenting and Paternity Pre- to Post-Program, 2006-2007

% Pre- % Post- Percent
Program | Program Change
It is easier for parents in their 20s, 30s, 82.9% 87.3% 4.4%

and 40s to care for their children than it
is for teen parents

It is very important to be married before | 60.8% 77.5% 16.7%***
having children.

Having a baby can negatively affect a 49.6% 63.3% 13.7%***
couple’s relationship.

Parenting involves a great deal of com- 86.2% 92.3% 6.1%**
mitment and time.

If I was not married and had a child, I 65.1% 84.3% 19.29%***
would do everything possible to establish

paternity for my child.

If the parents are not married, a child 68.7% 80.1% 11.4%***

can still ahvea very close and meaning-
ful relationship with both of his or her

parents

I could/can afford to raise a baby as a 64.3% 71.2% 6.9%*
teenager.

I could/can easily raise a child and con- 59.8% 68.2% 8.4%**
tinue my education.}

Being a teen parent would/does make 59.2% 66.4% 7.2%*

me more important with my friends.

tFor the last three statements only, the percentage shown marks the number of students
who DISAGREE with the statements. For all others, the percentage shown represents the
students who AGREE with the statements.

Table Notes:

1. *Indicates post test and pre test scores differ significantly at the p<.1 level,
** p<.05 level, *** p<.01 level, N=660.

Source: LaTurner, R. Jason (2007). NoKidding: Straight Talk from Teen Parents:
End of Year Report 2006-2007. Shore Research, Inc.

Dads Make a Difference (DMAD)
The Dads Make a Difference (DMAD) program began in Minnesota in
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1993 as a collaborative effort between the Ramsey County Attorney’s
Office of Child Support and Collections and three other agencies. The
program is designed to teach young people about the importance of a
father’s presence in a child’s life, and the legal, financial, and emotional
responsibilities of parenting. Since 1994, DMAD has trained 2,773 teen
peer educators from 162 schools and agencies, and these educators have
taught an estimated 62,000 middle-school-aged youth in schools, agen-
cies, faith-based organizations, and juvenile detention settings statewide.

Pre- and post-tests from teen trainings indicated that after the program,
the percentage of teenagers who reported that they would be emotionally
and financially ready to a support a child at age 27 or above significantly
increased from 20 percent to 37 percent, and the number of teenagers who indi-
cated age 23 or younger decreased from 25 percent to just 11 percent. The middle
school students participating in the program also experienced measurable results,
with significantly better scores in areas like identifying risks, as well as knowledge
of child support and legal fatherhood on the post-program assessment compared
to pre-program (Dads Make a Difference 2001a). See Figure 6. In sum, these
initiatives were associated with shifts in participant attitudes, away from
teenage and nonmarital pregnancy, and with increases in knowledge about
the consequences and responsibilities of parenting.

Figure 6: Dads Make a Difference: Change in Middle School Student
Knowledge in All Areas, Pre- to Post-Assessment

Pre-test | Post-test [ % Change

Identifying Risk 44% 62% 18%*
Knowledge of child support 67% 79% 12%*
Knowledge of legal fatherhood 49% 60% 11%*
Attitudes about too eatly parenting, 62% 71% 9%*
paternity and dads

Projected age student will be ready to 90% 95% 5%*
have a child > 18

Identifying benefits of legal fatherhod 37% 40% 3%
Defining “Dad” 74% 75% 1%
Tables Notes:

1. Numbers rounded to the nearest percent.
2. *Indicates post test and pre test scores differ significantly at the p<.05 level.

N=434.
Sources: Dads Make a Difféerence (2001a). Dads Make a Difference: Evaluation of

Middle School Students. Professional Data Analysts, Inc.
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Child Support Incentives by Gender

Research by Plotnick et al. demonstrates that stricter child support en-
forcement may reduce unwed childbearing, presumably by raising the
costs of fatherhood (2007). In fact, economic theory tells us that stronger
child support enforcement increases the costs of nonmarital childbearing
for males but reduces the costs for females, since the economic and legal
burden for parenthood is shifted towards males.

However, the evaluations of the reviewed child support education pro-
grams indicate that boys and girls are similarly impacted by the interven-
tions. One possible explanation is that child support enforcement does not
lower the costs of nonmarital births for women receiving TANF benefits
since the child support collected would go to the state as reimbursement.
Given the high rates of cash assistance among teenage mothers, this may
play an important role.

V1. RECOMMENDATION: ProvIDE A COMPREHENSIVE TEENAGE
PreGNANCY PREVENTION CURRICULUM WITH SEXUAL EDUCATION
AND CHILD SurrorT EDUCATION COMPONENTS

Both teenage sexual education and child support education are key
components of a comprehensive curriculum to empower young people
to make smart decisions with respect to starting a family. Child support
education focuses on the ‘why’ of pregnancy prevention, strengthening
intentions regarding the delay of parenthood. At the same time, sexual
education programming provides information on the ‘how’, increasing
student efficacy in pursuit of this goal.

While the stated goal of child support education programs is to alter the be-
havior of young adults once they become parents, there is also reason to believe
that such interventions can play a role in reducing teenage and out-of-marriage
pregnancy rates. For example, Sonenstein, Pleck, and Ku find that adolescent
males are more likely to modify their sexual behavior and contraceptive
use when they have greater knowledge about paternity establishment, since
it raises the perceived costs of childbearing, and it creates and reinforces
community expectations that nonmarital births should be discouraged
(1994). And while the proposed program would focus on teenagers, lessons
learned about the consequences and requirements of successful parenthood
would be useful into adulthood.

Timing Comprehensive Program Implementation
According to Rebecca Turnbow, PA.PA. Program Coordinator, teachers
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report that the child support enforcement curriculum is more effective
with students who have been exposed to sex education previously. For this
reason, a comprehensive program should begin with the basic principles of
sex education, and then incorporate elements from child supporteducation
as the semester or school year progresses. The comprehensive pregnancy
prevention program could also be introduced to students who have already
had some exposure to sex education.

Since the goal of a comprehensive program is pregnancy prevention,
ideally students would receive the program as they begin to face social
pressures and make choices regarding their sexual behavior. This starts well
before high school: 6 percent of high school students report the first time
they had sex was prior to age 13 (National Campaign 2010). However,
depending on school policies, parental permission to participate in the
program may be hard to obtain for younger grades, causing some students
to not participate. In addition, some of the curriculum’s topics, particularly
the more complex legal elements, may not be understood or absorbed by
younger students as readily. In fact, even high school teachers have given
feedback that some of the material is too complex, with nearly 25 percent
of teachers omitting at least some aspects of the curriculum they deemed
too complex for themselves and their students (Osborne 2010).

In high schools, on average, 46 percent of students have had sex, and 34
percent are currently sexually active.”> Some students have had a friend or
family member who became pregnant as a teenager (National Campaign
2009). This makes high schoolan importantjuncture for reaching students.
In addition to the pregnancy prevention effects, the child support educa-
tion curriculum is more likely to have an impact on parenting behavior
since students are more likely to recall lessons from high school, rather
than middle school, if and when they eventually become parents. While a
mandatory program can be hard to fit into already tight high school class
schedules, all things considered, high school may be the most appropriate
time for a comprehensive program.

While older teens may be outside the scope of traditional school-based
teen pregnancy prevention programs, workforce, community college, or
social service programs for older teens and young adults are also likely to
have significant impacts on early nonmarital childbearing. 66 percent of
births to teenage women are to 18 and 19 year-olds, suggesting that young
adults in this age range should continue to receive pregnancy prevention
and child supporteducation or reinforcement (National Campaign 2010).
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Recommended Reach of Comprehensive Program

To achieve the greatest reductions in teenage and nonmarital birth rates, a
mandatory program is recommended to be incorporated into health cur-
ricula. Before PA.PA. became mandatory in Texas, many schools added
the curriculum to Home Economics courses, which tended to be heavily
skewed towards young women (Turnbow 2010). By placing the curricu-
lum in health classes instead, both genders can be reached. PA.PA. is an
example of a program design that coincided with knowledge increases across
the genders: although female participants generally had higher baseline
pre-assessment scores, boys and girls demonstrated comparable increases
in knowledge from the curriculum (Osbourne 2010). A co-educational
curriculum may have additional benefits, as it allows for conversations to
develop around parenting issues and fosters understanding of the unique
challenges faced by each parent.

The gender of the instructor may also matter. Health education, often
paired with physical education, tends to have significantly more male teach-
ers than other subjects. For example, in 2010, 50 percent of high school
physical education and health teachers in Texas were male, compared to
only 22 percent across all subjects (TPEIR 2010). Teenage boys may be
more likely to accept messages from a male teacher, and this also sends the
message that preventing pregnancies is a joint task shared by both partners.

Racial and Ethnic Disparities

While more information is needed to fully understand the disparity in
knowledge gains by race and ethnicity, OSCE should ensure that the
ways in which a child support education curriculum is taught does not
contribute to these disparities. The most recent evaluation found that 70
percent of PA.PA. teachers modified the curriculum in some way to fit
their class schedules and existing health curriculum, but also because many
find the legal aspects of the curriculum too complex. As noted eatlier, 25
percent of teachers omitted some aspects of the curriculum altogether due
to perceived complexity. This directly impacts students’ comprehension,
as student knowledge is lowest in the areas that are the least familiar to
teachers (i.e., establishing paternity).

It is necessary to adapt the curriculum to meet the varying needs of the
communities being served. In fact, Jan Hayne, Executive Director of Dads
Make a Difference, also stressed the importance of tweaking and modify-
ing the DMAD curriculum to fit different educational settings (Region
V Collaboration Call 2010). However, if components of the curriculum
are regularly left out, the intervention will not have its desired effects
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and could be disproportionately affecting racial and ethnic minorities.
Additional training and guidance at a local level should be provided to
teachers and trainers to ensure that all students benefit from the program,
and to work towards reducing the racial and ethnic disparities in teenage
and out-of-marriage birth rates over time.

Comprehensive Program Evaluation

Evaluations of such a comprehensive program should strive to be primar-
ily outcome-based, versus knowledge acquisition-based, measuring the
change in pregnancy rates over time in communities implementing the
program. In reality, however, it can often be difficult to measure direct
outcomes, and nearly impossible to show direct causality from the program
to reduced pregnancy rates for a community. Lacking community-level
outcome data, programs should collect information on changes in stu-
dent behaviors based on a random assignment evaluation. In addition,
the program should measure student attitudes towards parenthood and
knowledge on methods to avoid pregnancy (such as contraceptive use).
However, evaluations should be careful not to focus on any one individual
attitudinal variable, but instead look across variables to better understand
the intentions of students.

These metrics will not only help program managers evaluate the ef-
fectiveness of programs where outcome data is unavailable, it will also
help decision makers pinpoint where further improvements can be made.
Apathy toward avoiding parenthood at a young age may point to a greater
need for effective intentions-based programming, while low knowledge of
how to avoid pregnancy may indicate room for improvement in the sexual
education curriculum. These two factors together should result in a reduc-
tion in risky sexual behaviors and a real decrease in teen pregnancy rates.
However, if efficacy scores remain low— indicating a large gap between
intentions to avoid pregnancy and behaviors to follow up on this goal de-
spite awareness of prevention techniques—further examination should be
pursued to pinpoint the breakdown in this process of behavioral change.

VII. CONCLUSION

Teenage and nonmarital births are correlated with negative social outcomes
and remainasignificant problem in the United States. Many sexual education
programs have been developed to change participants’ behavior regarding
sexual risk and protection by increasing their knowledge of how to both
delay sexual activity and effectively use contraception when it does occur.

Additional progress can be made in preventing teenage pregnancies, as
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well as nonmarital births later on, by focusing on the responsibilities as-
sociated with parenthood. This theory is supported by evidence suggesting
that many unmarried young adults are uninformed about the emotional,
financial, and legal consequences of parenthood, leading to ambivalence
surrounding becoming a young parent.

The Office of Adolescent Health should run a pilot comprehensive
teenage pregnancy prevention curriculum, featuring both sexual educa-
tion and child support education components, in the form of a manda-
tory high school program incorporated into existing health classes. Such
a combined program has the potential to not only further reduce teenage
pregnancy rates, but also to affect the nonmarital birth rate more generally,
as students learn lifelong decision-making skills regarding when and why
to start a family. In addition, evaluations of the program based on random
assignment can help to assess where further changes are needed to keep the
teenage birth rate on the decline, by looking both at intentions to avoid
pregnancy, as well as students’ efficacy levels in following up these inten-
tions with positive behaviors. Such a program, teaching students both the
‘why’ and the ‘how’ of pregnancy prevention, will provide participating
young adults with the tools necessary to make informed family planning

decisions for years to come.

NoOTES

""The reader should note that there is also a large body of literature which challenges
the idea that teen childbearing has a causal effect on child outcomes, instead
arguing that poor outcomes for teenage mothers are a result of poverty — not
of having a child at a young age.

2 The authors attempt to exclude “user error” from this category, though those
who said that they forgot to take the pill or buy condoms were sometimes put
in the “inconsistent contraception” category.

3 Establishing paternity is the process of determining the legal father of a child,
which, unlike for married parents, is not an automatic process.

4 Of these randomly selected students, 1,787 completed only a pretest, 1,712
completed only a post assessment, and 310 students did not have complete data
on cither assessment. Student attrition from the evaluation process was based
largely on teachers leaving the study or not teaching the PA.PA. curriculum
in the semester, rather than individual student attrition.

> One important limitation of the data is that they are limited to youth in high
school and do not include students who have dropped out or were absent
from school on the day of the survey, so the overall rates for high school-aged

teenagers may actually be higher than estimated.
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DEVOLUTIONARY POLITICS IN
SOMALIA:
PROSPECTS FOR PEACEKEEPING,
PEACEBUILDING, AND
DEVELOPMENT

Matthew Hoisington

No centralized government has existed in Somalia since the fall
of the Siad Barre regime in 1991. Many policy makers see the
country as hopeless and ungovernable, but, since 1991, anumber
of devolved mechanisms and institutions, including cross-clan
collaborations, regional groupings, ideological federations,
and business alliances have emerged to close the governance
gap. These informal, local types of governance present unique
opportunities for peacekeeping, peacebuilding, and develop-
ment, as well as the eradication of pernicious spoilers such as
the armed Islamic group al Shabaab and the making of a new
Somali political constitution. To capture these possibilities, the
international community should embrace the politics of devolu-
tion and tailor its policies to fit the complex, fragmented, and

interdependent reality of Somali society.

Channeling Thomas Hobbes vision of the state of nature, the prevail-
ing view depicts life in Somalia as nasty, brutish, and short. The facts are
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overwhelming. For the fifth year in a row, the country has topped Foreign
Policy magazine’s “Failed States Index” (Foreign Policy Online 2012). No
effective national government has existed since the fall of Muhammed
Siad Barre’s regime in 1991. Persistent conflict has displaced more than
1.5 million people and resulted in an additional 800,000 refugees (Internal
Displacement Monitoring Centre 2011). Life expectancy is among the
lowest in the world. Famine and drought wreak havoc throughout the
countryside. The toll on Somalis from hunger and violence in the last
twenty years is staggering: between 450,000 and 1.5 million have died
(Norrisand Bruton 2011). The economy is in tatters with an average GDP
of only $600 per capita (CIA World Factbook 2011). Proliferation and
nonexistent law enforcement have precipitated the rise of dangerous armed
groups such as al Shabaab, Hizbul-Islam, and al Qaeda. In the absence
of a functioning economy, pirates operate unfettered, tormenting both
the population and international waters in search of sustenance. It is T.S.
Eliot’s Waste Land meets Mad Max’s Thunderdome.

In the midst of the chaos, suffering, and violence, international engage-
ment has focused almost exclusively on reviving the central government
(ICG 2011). Despite international sponsors’ combined expenditure of
more than $55 billion dollars (Norris and Bruton 2011), thirteen separate
incarnations of a central government have ended in failure. The latest,
the Transitional Federal Government (TFG), which was created through
protracted international mediation brokered by the Intergovernmental
Authority for Development (IGAD)—a consortium of East African states
committed to regional cooperation—and the United Nations (UN) in Nai-
robi from 2002 to 2004, currently teeters on the edge of another downfall.
These repeated attempts have foundered due to poor design and corrupt
execution, leaving the population deeply distrustful of national govern-
ment. The time has come for more enlightened perspectives. In order to
provide security, stability, and development in Somalia, the international
community must move beyond its stale centralization policiesand embrace
alternative approaches. In short, it must accept the politics of devolution
and facilitate a transfer of powers from central governing institutions to
local and informal actors.

Current efforts aimed at the provision of governance in Somalia reflect
antiquated notions of how to engineer stable political and economic com-
munities. By coupling compulsory political organization with centralized
government, the international community perpetuates its failed policies
of the past and underappreciates modern perspectives on governance and
institution building. These modern perspectives include fresh ideas on
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devolution, which refers to the distribution (or redistribution) of authority
from centralized to local governments. The possibilities for such systems
are limitless, bounded only by each community’s vision for its collective
future. While difficult to implement effectively, especially given the perils
of Somalia’s fragmented political landscape, devolution offers a closer
match to the real distribution of political power within the country. It also
shifts the discussion toward the building-up of viable political processes
at the local level, which have a much greater impact on the daily life of
Somalis, and away from the delusions of centralized governance that have
dominated policy-making to date.

Somalia serves as a case study for both the failures of centralized govern-
ment and the possibilities of alternative forms. Since 1991, a number of
mechanisms and institutions, including cross-clan collaborations, regional
groupings, ideological federations, and business alliances have emerged to
close the governance gap left by the absence of a centralized government.
Precipitated by necessity yet closely linked to the underlying sociological
characteristics of the region, these various local and informal actors have
combined to create a complicated yet resilient mosaic of overlapping
governmental authority. Somalia today is not ungoverned, as is commonly
purported. Rather it is alternatively governed in unique and constructive
ways.

Somalia’s informal systems of governance have generally been accorded
little to no role in external efforts to revive the Somali political landscape
(Menkhaus 2007). The UN Political Office for Somalia (UNOPS), for
instance, has continuously pursued a policy emphasizing the importance of
national government. In his recent reports on Somalia to the UN Security
Council, the Secretary-General has reiterated the importance of “assisting
the TFG in consolidating its authority” (UN Security Council 2011). In
his own words, the strategy of the international community since 2008
has been to support the TFG in completing the tasks needed to end the
transition, notably finalization of a constitution; to assist the TFG to
broaden the base of the peace process through outreach and reconciliation;
and to support the development of basic state governance and institutions,
especially in the security sector (UN Security Council 2012a). By acting
as a de facto military for the TFG, the African Union (AU) Mission in
Somalia (AMISOM) also perpetuates the idea that governance structures in
Somalia must adhere to the tenets of centralization. The recent increase of
AMISOM troops authorized by the UN Security Council only propagates
the myth of TFG power (UN Security Council 2012b).

These kinds of policies run counter to the realities of Somali society.
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The TFG would control no territory at all were it not for extensive and
continuous counterinsurgency action carried out by AMISOM forces
against al Shabaab, an armed Islamic fundamentalist group with links to
al Qaeda. By artificially propping up the TFG, both the AU and the UN
exaggerate form at the expense of substance. The long-term implication
of such misaligned strategies is the continuation of the present cycle—an-
other failure of centralized governance and more suffering for the Somali
people. While challenges to devolution exist, including finding ways to
counter perniciouslocal governance authorities such as al Shabaab, Hizbul-
Islam—another Islamic fundamentalist group that has fought the TFG
in the past—and other “spoilers” (Stedman 1997), it is by identifying,
leveraging, enfranchising or disenfranchising, and “responsibilizing”!
constructive forms of local governance that the international community
will best assist in stabilizing and developing Somalia.

I. DEvoLuTiON AND THE PoLiTicAL CULTURE OF
SOMALIA

Devolution is characterized by the transfer of powers from the central
government to local and even informal political units. While the process
generally fits within a “top-down” conception of governance, the principles
that it enshrines, including subsidiarity and local responsibility, mightalso
function within a “bottom-up” system. For example, under the top-down
variant of devolution, the central government would retain overall legal
control (e.g. equal protection under the laws, voting eligibility, allocating
authority to raise revenue, ensuring general law and order, and regulating
fraud and corruption) and the authority to alter local government pow-
ers, but local entities would have substantial authority to hire, fire, tax,
contract, expend, invest, plan, set priorities, and deliver the services they
choose (Wunsch 1998). In a bottom-up form of devolution, local and
informal actors might hold all legal authority and forgo centralized leader-
ship altogether. The latter is more likely to succeed in Somalia because of
the “uncentralized” political mindset of most Somalis (LSE 1995).

It should be noted that devolution does not equate with decentraliza-
tion, although the two concepts are related. According to its foundational
document, the Transitional Federal Charter (TFC), the TFG is a “decen-
tralised system of administration based on federalism” (Somali Transitional
Charter 2004), but in function it favors centralized institutions and the
consolidation of power in the hands of the elite. Decentralization enables
this kind of “recentralization” (Wunsch 2001) because, unlike devolu-
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tion, it envisions local entities acting largely as local agents of the central
government rather than as quasi-independent actors. Such a system only
operates to the extent that centralized institutions are willing to relinquish
power. Decentralization enables power-hungry central actors to retain
and retract authority because it envisions them as the orchestrators of the
process. In contrast, a devolutionary process places central and local actors
in a multi-level governance partnership with one another, thus limiting
the power disparity between them.

The key to understanding the prospects for devolution in Somalia
lies in appreciating the factors that motivate the Somali conception of
political organization, namely kinship and its specific kind of social con-
tract (Gundel 2006; Mohamed 2007; Lewis 1961). The Somali kinship
structure is premised on agnatic (patrilineal) lineage, or clans. There are
approximately 100 clans for the five million people in Somalia, though
the size and power of each clan varies considerably. All clans belong to a
clan family, which consists of related clans and represents the highest level
of political solidarity within the Somali nation or ethnic group. There are
six major clan families that fall into two groups, the agro-pastoral (Digi/
and Rahanweyn) and the nomadic (Hawiye, Dir, Isaq and Darood). While
clanship represents the first principle of Somali politics, such allegiance
is “imaginary” absent the rules of order (Mohamed 2007). The foremost
ordering mechanism, and the most important level of social organization
for each individual, is the mag-paying® (or blood payment) group, which
is premised on lineal sub-sets within each clan. Members of a mag-paying
group pay and receive damages in concert for death or injuries sustained
or inflicted by a member of the group. All Somali men belong to a mag-
paying group, and their social and political relations are defined by con-
tracts (customary laws or xeer) that are entered into within and between
mag-paying groups (Gundel 2006).?

The juridical-political operational structures of the clans are also in-
dispensable to an understanding of Somali attitudes toward governance.
Disputes that arise between members of the same mag-paying group are
taken before a shir, an open council administered by xeer beegti (or wise
judges) who are selected for their legal expertise. The shir represents the
most important institution of governance in the Somali pastoral society,
and, in addition to serving as the venue for mediating disputes, it is also
the place where groups take decisions on war and peace, debate political
issues, and alter existing contracts (Lewis 1961; van Notten 2005; Gundel
2006). Next to the shir, the Gurrti serves as the governing body of the
clan, consisting of elders (or odayaal) from the various social units that
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make up a given community. Its responsibilities include nominating heads
of the mag-paying groups, called aqiil,* who lead the mag-paying groups
and function as decision-makers, judges, and conflict-mediators for their
fellow clan members (Gundel 2006). Operating above the aqiil at the level
of the clan-family are the clan-heads, known as Suldaan in Somaliland,
and referred to as Issim in Puntland and Duub in south central Somalia’
(Gundel 2006). They are also selected by the Guurti through a decision
called Guurti Ka Hadh (a decision no one can deny). As the “corporate
political head” of the clan, the Suldaan exercise considerable authority
(Gundel 2006). They are the most important conflict mediators in in-
ter- and intra-clan relations, and their status makes them biri-mageydo
(untouchable) during periods of armed conflict (Lewis 1961).

In this very fluid social order there are no completely stable political
units, and substantial overlap and redundancy exists. Nevertheless, the
Somali people adhere to the rules created by this social structure and since
the collapse of the Somali state, the clan system as a whole has been indis-
pensable in creating a modicum of peace, security, and order among the
population. For example, during the 1990s traditional structures formed
the basis for the emergence of Somaliland and Puntland, two autonomous
sub-regions in Somalia, as self-sufficient political units (Gundel 2006). In
the south and central areas of Somalia clan leaders have also attempted to
establish new administrations premised on traditional structures. Unlike
their northern counterparts, however, their efforts have been frustrated
by a precarious security situation, typified by warlordism and the rise of
al Shabaab, as well as the disruptive effects of the large-scale international
intervention projects aimed at reestablishing the centralized state in Moga-
dishu (Gundel 20006).

Clans present two paradoxes to governance thatare particularly relevant
to peacekeeping and peacebuilding. First, the majority of armed conflicts
in Somalia have been fought along clan lines, yet their engagement also
offers the best chance for peace and reconciliation. Suldaan, aqiil, and
xeer beegti serve as multi-level conflict mediators; xeer provides a basis for
negotiated settlements; and mag-paying groups deter killing by increasing
its costs. Al Shabaab’s insurgency against the TFG and the group’s interac-
tion with the clans clearly illustrates this paradox. Al Shabaab is composed
mostly of members of the Hawiye clan family, but, in the south and central
portions of the country, opportunistic clan elders from other families who
are bent on expanding their own powers have also cooperated with al
Shabaab. This has enabled the group to expand its footprint and influence
in Somalia with a relatively small fighting force of only several thousand
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fighters. However, because it is self-serving, such supportis also precarious.
It will last only as long as al Shabaab remains influential. The number of
hardcore ideological believers within al Shabaab’s ranks is estimated to be
only 300 to 800 individuals out of a group of several thousand (Hanson
2011). By generating political empowerment through the implementation
of a devolved system of governance, rather than asking clans to ally with
the TFG and then relying on the centralized government to enfranchise
them, the international community may be able to incentivize the non-
ideologically aligned, non-Hawiye members of al Shabaab to take part
in the legitimate construction of a Somali polity, thus undercutting the
armed group’s operational basis of support.

Second, despite internal organization, clans are highly resistant to
exogenous control and centralized governance. In this “nation of poets”
(Samatar 1996), the Somali preference for individualism and unilateral
action is reflected in the following proverb:

I and Somalia against the world. I and my clan against Somalia.
I and my family against the clan. I and my brother against the

family. I against my brother.

This kind of sentiment helps to explain why efforts at centralized gov-
ernance have failed repeatedly in Somalia. Individual freedom is closely
guarded and itis not something that Somalis forfeit lightly. The imposition
of governance from outside of Somalia has been anathema to the Somali
conception of individual, localized empowerment. Moreover, because TFG
officials gained their positions through international negotiations, rather
than local elections, Somalis have never had a chance to participate in the
government’s formation. This disconnect was exacerbated by the TFG’s
inability to convene on Somali territory until 2006. Its failure to garner
political legitimacy among the local population has placed the TFG at real
risk of collapsing without ever emerging out of the transitional phase.

As a result of these shortcomings, as well as the continued battle against
al Shabaab and Hizbul-Islam in the south and central portions of Somalia,
the TFG most resembles the government of a city-state with the capital,
Mogadishu, as its only area of effective control. Instead of serving as the
nucleus for what may one day become an effective central government, the
TFG should be seen as one potential player among many in the constel-
lation of Somali governance. Equal and persistent attention must also be
paid to the local and informal entities, such as clans, mag-paying groups,
aqiil and Suldaan that organize daily life for Somalis. By reimagining what
is possible in terms of structures outside of the centralized state, the vari-
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ous mechanisms and institutions of governance can be stitched together
in novel ways that are both more appropriate and more effective for the
Somali population.

II. DEVOLUTIONARY THEORIES OF GOVERNANCE FOR
SOMALIA

Devolutionary theories of governance for Somalia are not new, but they
remain underappreciated and under-implemented. Writing in 1995, a
group of scholars from the London School of Economics and Political
Science (LSE), led by I.M. Lewis and James Mayall, offered four models of
“decentralised constitutional government” that would be most appropriate
for Somalis: a confederation; a federation; a decentralised unitary state with
strong guarantees of local or regional autonomy; and a consociational, non-
territorially-based form of decentralization premised on power sharing. A
confederation is a union of independent sovereign units which nonetheless
agree to join together for certain purposes to create common institutions
to manage their common affairs. Over time, it may evolve into either a
federation or a decentralized unitary state. A federation is an association of
states thatagree to form a union under a federal governmentwhile retaining
full control over their own internal affairs. The decentralized unitary state,
meanwhile, envisions a sovereign central government that for reasons of
administrative convenience and political legitimacy transfers many of its
powers to regional and local authorities. Finally, a consociational model
involves non-territorial power sharing among all important communities
within a state (e.g. clans, mag-paying groups, etc.). They generally have
four key features: executive power sharing; proportional representation in
all public institutions; community self-government; and veto powers for
minorities (LSE 1995).

The LSE report concluded with a “menu of options” outlining the
advantages and disadvantages of each approach. It also considered a final
form of governance with the highest degree of decentralization, which the
authors called functional cooperation. This form could exist “without the
creation of formal state machinery at all” because it relies upon coopera-
tive arrangements that could work without reference to political authority
(LSE 1995). Xeer represents one example of functional cooperation that
already exists in Somali society. Additional functional arrangements could
be constructed between clans or mag-paying groups on the basis of shared
interests. For instance, nomadic pastoralists might create land and water

use agencies, while coastal groups could agree on oversight for fisheries
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and enlist Saldaan to serve as administrative heads. The challenge is cap-
turing the cooperation mechanisms that are already present in Somalia
while keeping the sovereign state out of the process. According to the LSE
report’s conceptions, Somali sovereignty could lie with all adult Somali
citizens, in the constituent territorial units of a Somali state or states, or
with the clans (LSE 1995). Importantly, each of these possibilities would
transfer sovereignty away from centralized governance institutions and
toward more localized control.

The most innovative aspects of the LSE “menu” are the consociational
and functional cooperation models. Both deemphasize the role and even
the necessity of the central government in ways that fit the clan dynamics
and political realities of Somalia. Despite the merits of these more creative
proposals, the international preference toward centralized government led
the negotiators who created the TFG to settle on something straddling
the line between a federation and a decentralised unitary state with strong
guarantees of local or regional autonomy, namely a “decentralised system
of administration based on federalism” (Somali Transitional Charter
2004). The result has been a government with little or no popular support.
Moreover, while the TFC directed the TFG to “ensure that the process
of federating Somalia shall take place within a period of two and a half
years” (Somali Transitional Charter 2004), the government has thus far
demonstrated neither the will nor the capacity to devolve power. Corrup-
tion and short-sighted Somali leadership have played a role in the TEG’s
failures, as has uninspired external diplomacy (Menkhaus 2007). However,
its centralized form is also intrinsically flawed given Somalia’s underlying
social structures (ICG 2011).

Taking the failures of centralization into account, Ken Menkhaus has
proposed a “mediated state” for Somalia, in which “the government relies
on partnership—or at least coexistence—with a diverse range of local in-
termediaries and rival sources of authority to provide the core functions of
public security, justice, and conflict management in much of the country”
(Menkhaus 2007). While admittedly “messy, contradictory, illiberal,” and
subject to constant renegotiation, in Menkhaus’s view the mediated state
offers “the best of [the] bad options” for Somalia (Menkhaus 2007). Ac-
cording to his approach:

[Tlhe “top-down” project of building a central government
and the organic emergence of informal polities are not viewed
as antithetical (though they are invariably political rivals, co-
existing in uneasy partnership), but are instead harmonized or

nested together in a negotiated division of labor. The nascent
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central state limits itself to a few essential competencies not
already provided by local, private sector, or voluntary sector
actors (Menkhaus 2007).

By focusing on developing a “minimalist state and harmonizing state
authority with local systems rather than displacing them,” Menkhaus
believes that Somalia could be “at the forefront of a seismic shift in the
nature and scope of the sovereign state in Africa” (Menkhaus 2007). His
idea accentuates the positive aspects that could be wrought by matching
governance arrangements with Somalia’s unique sociology, as well as the
change it might have on the Somali mindset and political attitudes. In-
stead of forcing centralization on recalcitrant Somalis who by and large
exhibita preference for informal and traditional arrangements, the national
government would act merely in response to governance deficits at the
local level. Arranged this way, the relationship between the central and
local forms of government would be less adversarial and threatening. The
“negotiated division of labor” might serve the interests of both sides and
the locus of sovereignty could shift to where it belongs, away from the
central government and toward individual Somalis.

The subject of a redefined statehood for African countries is taken up
by Letitia Lawson and Donald Rothchild, who have written that Africans
“have begun to move away from colonially designed juridical statehood to
fashion empirical formulas that respond to the messiness of their current
realities” (Lawson and Rothchild 2005). However, it remains to be seen
“whether these new, flexible structures prove [to be] an effective response
to a political environment in which state weakness poses severe challenges”
(Lawson and Rothchild 2005). Overcoming the status quo and implement-
ing radically different notions of statehood and sovereignty will undoubt-
edly represent a difficult process in places where entrenched powerbrokers
have little incentive to embrace wholesale changes. Nonetheless, the force
of these ideas lies in their flexibility and compatibility with each society’s
underlying characteristics.

Finally, Alex de Waal has put forth a creative policy proposal for political
organization in Somalia that emphasizes the driving force of the resource
base of the Somali political economy to the formation of governance struc-
tures (de Waal 2007). This resource base includes “the riverine agricultural
land, pastureland, remittances from overseas workers, and the resources that
can be captured and dispensed by a sovereign state, including foreign aid
and currency (‘sovereign rents’)” (de Waal 2007). For de Waal, the clans
are epiphenomenal; they are secondary to the primary economic drivers

of social organization. In order to design a structure for governance “it is
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necessary to attend [first] to the economics of conflict and state viability”
(de Waal 2007). This includes radically reconfiguring the relations between
the state and the productive and commercial sectors (de Waal 2007).

Accordingly, de Waal suggests three theoretical solutions to the problem
of statelessness in Somalia: consensusamongall groups; political dominance
of a commercial class with its economic base in the productive sector and
no expectation of foreign patronage; and a Leviathan—a political leader
that commands sufficient military force to be able to impose a solution
(de Waal 2007). The TFG represents an attempt at a Leviathan, with
contributions from the UN and the AU designed to provide the logisti-
cal and military support necessary to enforce the governments will on
the population. To date this strategy has failed. The TFG remains a weak
institution and the Somali state is no closer to reconstruction than it was
twenty years ago. In effect, the international community has its sequence
backwards. By supporting the establishment of a central government prior
to stabilizing Somalia’s economic dysfunctions, the UN, AU and others
pursue a policy that instigates further discord between the TFG and the
actors who presently control the factors of economic production—the
clans, the mercantile class, and the regional governments they have created.
A better approach would be to address the deficiencies and imbalances
in the current economic system as a prelude to building the political ar-
rangements necessary to delineate roles for each actor. In short, “Somalia
needs a chamber of commerce before it needs a cabinet” (de Waal 2012).

The policy implication of de Waal’sanalysis is that in order to be effective,
peacekeeping, peacebuilding, and development strategies in Somalia must
maintain a focus on the actual drivers of Somalia’s political economy. For
de Waal, these are primarily economic, not political. His “economy first”
approach may understate the importance of kinship to Somalia’s clans, but
because it is grounded in factual analysis, his point is salient. In order to
build a better future, it is necessary to identify the underlying factors of
Somali society and allocate power where it is actually concentrated, which
in this case is with the clans and other local level actors.

De Waal’s proposal also highlights the ways in which the unique eco-
nomic situation in Somalia undercuts the centralized state building project
and provides opportunities for devolved governance. In the absence of a
central government, the private sector has emerged as a health care and
education provider, as well as an operator of seaports, airports, electrical
grids, and water pipelines (Menkhaus 2007). This “privatization of ev-
erything” (Menkaus 2007) has also presented a rare chance for inter-clan
cooperation. The vitality and cross-clan collaboration in the private sector
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starkly contrasts with Somalia’s inability to engage in formal state building
(Menkhaus 2007).

Further, through substantial remittances from the Somali diaspora,
a number of interesting and potentially scalable economic phenomena
have emerged at the local level. Finance mobilized through the remittance
sector, known as the bawala system in Somalia, has become the basis for
investment in other sectors including telecommunications, media, trans-
portation, construction, and related activities (de Waal 2007). This has
led to impressive growth. In the absence of state regulations for financial
institutions, hawala “relies on reputation and trust,” and the clan system
serves as its guarantor (de Waal 2007). The flow of remittances has not
been controlled by any one major political or clan affiliation; however, the
process has established “thriving urban enclave economies and brought
political power to the major businessmen operating in these sectors” (de
Waal 2007).

Political empowerment through economic development at the local
level has arisen most explicitly in Somaliland and Puntland, where largely
autonomous governance structures have formed to provide “physical
security and an enabling environment for the return of relative prosper-
ity” (de Waal 2007). The predominant economic activity in Somaliland
activity is livestock trading, and the coordination of this sector has been
instrumental to the formation of the regional government. In fact, ac-
cording to de Waal, the Republic of Somaliland may be described as “a
profit-sharing agreement among the dominant livestock traders with a
constitution appended” (de Waal 2007). Both Somaliland and Puntland
maintain intricate governance arrangements, fostering trade, security,
and economic development far surpassing that achieved by the TFG in
Mogadishu. Similar situations also exist to a lesser extent in Galmudug
and Ximan and Xeeb, although these latter areas have only recently begun
to develop the capacity to engage in self-governance.

III. PROSPECTS FOR PEACEKEEPING, PEACEBUILDING,
AND DEVELOPMENT

Thevarious theories regarding the reconstruction of Somalia present myriad
prospects for peacekeeping, peacebuilding, and development. By shifting
the focus from the TFG to local or informal actors, devolution provides a
method through which the international community can support meaning-
ful change for Somali citizens. Because it serves an integral coordinating
function in the country, a change in UNPOS policy in particular would

have pervasive effects.
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Presently, UNPOS’s responsibilities include the implementation of the
Djibouti peace process (between the TFG and Alliance for the Re-Liberation
of Somalia or the “ARS,” a former Islamic opposition group that has agreed
to participate in the peace process); assisting the re-establishment, training,
and retention of the Somali security forces (military, police, and judiciary);
providing good offices and political support for the efforts to establish
lasting peace and stability; coordinating counter-piracy initiatives in the
region; working with the TFG to improve its capacity to address human
rights issues, justice, and reconciliation, and; coordinating the work of the
UN in Somalia (Center on International Cooperation 2011; UN Security
Council 2009). The mission is based in Nairobi but also maintains offices
in Mogadishu, Somaliland, and Puntland.

Based on its current mandate and activities, it is clear that UNPOS
operates with the prevailing picture of Somali political organization in
mind:

Figure 1: The Prevailing Picture of Somali Political Organization
(The “Concentric Model”)
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This graphic depicts a preeminent role for the TFG with all other actors
operating under its auspices. While regional groups, such as Somaliland
and Puntland, are recognized and engaged by UNPOS, they are seen as
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within Somalia and the goal is always to bring them under the authority of
the TFG. Moreover, the picture perpetuates the fiction of the TFG as the
de jure and de facto government of Somalia, even though it lacks legitimacy
among the Somali people and exercises minimal effective control. Finally,
clans and individuals are relegated to a subordinate role. The goal is also to
bring them wunder the authority of the TFG, instead of figuring out ways to
place them alongside or in a relationship with the TFG, which would more
closely reflect the situation on the ground as well as the consciousness of
the population.

The concentric model of the Western ideal of governance results in a
specific interpretation of the UNPOS mandate. For instance, the training
of Somali security forces translates into the training of Somali security forces
Jfor use by the TFG. Similarly, the provision of good offices and political
support for the efforts to establish lasting peace and stability becomes he
provision of good offices on bebalf of the TFG to establish lasting peace and
stability within Somalia. A more accurate depiction of Somali society may
look something like the following:

Figure 2: The Devolved Picture of Somali Political Organization
(The “Devolutionary Model”)

Note: Large circles represent spheres of life and smaller circles and lines represent the
actors in those spheres and their connections to other actors

The devolutionary model does not depict any particular relationship;
rather it highlights the different ways in which political actors in Somali
society interact with one another. The larger background spheres may
represent particular sectors of Somali life, such as security, or specific
industries in which Somali political actors engage in a certain amount
of cooperation or build special relationships. The smaller spheres may
represent individual or group actors, and the lines between them signify
political, legal, kinship, clan, or economic connections. Referring back to
Menkhaus’ conception of the mediated state or the LSE report’s consocia-
tional model, any actor may occupy any of the spheres as they are drawn
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above. The nature of the political relationship between actors becomes a
function of their underlying characteristics, including their geographical
location, their functional specialty, their connections with other actors, and
their ability to project power. As these relationships multiply, they create
a complex web of interdependencies and fragmented loyalties. Instead of
being geared towards increasing the power of one actor over others, this
model is focused on how best to build and strengthen ties between various
political actors in a way that adheres to the underlying sociology of the
region.

Applying de Waal’s ideas, it is possible to imagine the drivers of organi-
zation and connectivity being economic instead of political. As the capital
derived from remittances is used to finance other industries, connections
are made between the different clans or powerful individuals controlling
those industries. Similarly, as economic activity builds in “urban enclaves,”
those enclaves exercise more political power and forge connections with
other economic and political actors. The resulting political organization
reflects these underlying conditions, but politics is not the sole, or even
the primary, driver. Corruption is a concern, but clans, as the guarantors
of the system, would engage in self-policing. The resulting complex web of
interdependencies would also naturally disincentivize any unfair practices
or unequal treatment between actors.

Using the devolutionary model instead of the concentric model to
interpret the UNPOS mandate yields a much different set of responsibili-
ties and possibilities for the mission. For instance, security forces would
no longer need to belong to the TFG. Instead they can be devolved to
regional governments and properly vetted informal actors operating in
areas of instability and insecurity. This would provide an opportunity
for more effective and widespread operational expertise because security
forces would be forced to interact with the local actors who are the actual
drivers of peacekeeping, peacebuilding, and development in the country.
It also offers a larger pool from which to pull eligible and able-bodied
fighters. Moreover, on specific issues, such as the training and develop-
ment of the judiciary, UNPOS would be empowered to recognize xeer
and to conceptualize creative ways to organize the different xeer systems
into relationships with one another. This type of policy would reflect the
unique sociological attributes of Somali society, including the importance
of the mag-paying groups and the Suldaan to the settlement of disputes.
Finally, with regard to good offices, instead of being limited to facilitating
the TFG’s negotiations with other actors, UNPOS would be mandated
to entertain any and all relevant political actors operating in Somalia, in-
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cluding al Shabaab, and to facilitate negotiations or settle issues of mutual
concern between them.

The usefulness of the devolutionary model is also evident with respect
to the new “roadmap” for ending the transition in Somalia, which the
TFG, TFR, EU, UN, AU, IGAD, government of Galmudug, government
of Puntland, League of Arab States, Organization of the Islamic Confer-
ence, and the Islamic group Ahlu Sunna Wal Jama'a (ASW]) signed on
September 6, 2011 in Mogadishu. The roadmap sets ambitious goals
along four pillars: security; constitution (drafting); reconciliation; and
good governance. Moreover, it is informed by four principles: Somali
(TFG) ownership; inclusivity and participation; provision of resources;
and monitoring and compliance.

A review of the responsibilities included in the roadmap reveals the
shortcomings of the concentric approach. For example, the TFG is granted
a great deal of autonomy under the constitution pillar, which superficially
reflects the preference for “Somali ownership” while also perpetuating the
international preference for centralized governance. In drafting the con-
stitution, the TFG is directed to consult with all stakeholders. However,
the modalities for this cooperation are left to the discretion of the TFG,
which in practice has led to the exclusion of most citizens from political
decision-making. Because the TFG sees itself as operating within a con-
centric model, which the language of the roadmap supports, the TEG’s
method of consultation will likely reflect its own self-image as the central
government of Somalia. Instead of supporting “Somali ownership” over
the transitional process, the manner in which the constitutional process is
conceived actually undercuts and disenfranchises the various local actors
who are not voluntary consulted by the TFG. In effect, the principle of
Somali ownership is replaced by a principle of “TFG ownership.”

The Garowe Principles, agreed upon by representatives from the TFG,
TFP, ASW]J, Puntland, Galmudug, and UNPOS at the first Somali Na-
tional Consultative Constitutional Conference on December 24, 2011
make some improvements to the roadmap framework, but unresolved
issues remain. In particular, it is unclear to what extent the new process
of constitution-making departs from the failed initiatives of the past. The
timeline for the process is also extremely condensed, which may lead to
hasty compromises and sloppy draftsmanship. The Principles envision a
three-step process to the formation of a constitutional parliamentary sys-
tem. First, a committee of experts will draft the constitution. That draft
will then be handed over to a National Constituent Assembly for review
and ratification. Finally, after provisionally adopting the draft constitu-
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tion (presumably), the assembly will dissolve, giving way to a new federal
parliament. The entire process is supposed to be completed by August 21,
2012. While the sequential build-up of the system makes logical sense,
it is overly formulaic, and the composition of the particular bodies is
not representative of the Somali population. For instance, the National
Constituent Assembly is not an elected body. Rather, delegates will be
nominated by “all roadmap signatories and civil society” on the basis of the
4.5 formula (The Garowe Principles 2011). The formula requires the four
largest clan families (Rabanweyn, Hawiye, Dir and Darood) to receive equal
representation, while all other clans split the remaining “one-half.” This
formally disproportionate arrangement has angered and disenfranchised
many communities and delegitimized the TFG in the eyes of much of the
Somali population. Even worse, because the “prevailing security situation
will not permit direct elections,” the initial composition of the federal
parliament will also be formed according to the same 4.5 formula (The
Garowe Principles 2011). The Principles do envision discarding the 4.5
formula after the expiration of the parliament’s first term (The Garowe
Principles 2011), but by that point the damage will already have been
done. Once again, an unrepresentative and detached body will attempt
to enforce its vision of governance on a recalcitrant and disenfranchised
Somali population.

By switching to a devolutionary model, it is possible to imagine a
different conception of Somali ownership over the constitution-drafting
process envisioned by the roadmap and the Garowe Principles. It would
be more inclusive, more representative, less hurried, and less formulaic
than the present proposal. For instance, instead of funneling responsibil-
ity through the TFG and then relying on the TFG to bring other actors
into the process, the whole process could be reframed so as to allow each
actor to undertake the responsibility to consult with one another with a
view to organizing the political arrangements (i.e. “constitution”) for a
Somali state. The resulting bilateral and multilateral arrangements may
be “messy, contradictory, illiberal,” and subject to constant renegotiation
(Menkhaus 2007), but they also would be more closely aligned to the
realities of Somali society. The difficult task of incentivizing the various
actors to participate in the process should not be overlooked; however, by
shifting the focus from the TFG to thinking about how to organize the
system as a whole, the devolutionary model frames the unique political
dynamics in Somalia as they exist and not how the international com-
munity wishes them to be. Further, it creates a framework within which
an inclusive conversation about how to incentivize actors to participate
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in the process of organization and constitution-making can take place.

The devolutionary model also makes it much easier to conceptualize

ways to disenfranchise spoilers, including al Shabaab. The group emerged
as an insurgency movement against the TFG and its Ethiopian support-
ers in 2006. At that time it utilized terrorist tactics to attack AMISOM
troops and government institutions in Mogadishu. Over time, however, it
has evolved into a form of shadow government. For example, the group’s
members have begun handing out food and supplies to poor Somalis. They
have also instituted mobile sharia courts to give suspected criminals quick
trials and attempted to mediate local disputes (Hanson 2011). Through
these methods, the group has sought to take control of towns in southern
and central Somalia by political, rather than violent, means.
Applying Stephen Stedman’s pioneering framework on spoiler strategies, al
Shabaab should be categorized asa “total” spoiler (Stedman 1997) because it
holdsimmutable preferences, espouses radical ideologies, and sees the world
in all-or-nothing terms. The group seeks to destroy the TFG and impose
their strict version of Islam on all Somalis. Accordingly, they may only be
dealt with coercively. However, the group’s diversification to non-violent
methods complicates this analysis. The concentric model creates a set of
conditions by which victory over al Shabaab can only be accomplished
by either killing its members or expelling them from Somali territory. As
experience has shown, the TFG lacks the capacity to fulfill such a mission.
The result has been AMISOM forces thrust into the unenviable position
of fighting a protracted counterinsurgency on the TFG’s behalf.

By using the devolutionary model, it is possible to re-conceptualize
the threat posed by al Shabaab as well as the tools that may be available
to address it. Instead of an internal threat that must be purged, under the
devolutionary model al Shabaab would represent one actor among many
in a fragmented political landscape. While no less pernicious, it would
be more isolated (and more susceptible to increased isolation). Coercive
means may still represent the best way to address al Shabaab, but these
means could be employed in different ways. For instance, it might not
be necessary to kill or expel al Shabaab in order to “destroy” it. Rather, it
might be possible to address the threat by “disconnecting” or “severing”
al Shabaab from the local support network that allows it to thrive. As
the experience of other armed groups operating in Somalia, including al
Qaeda, (Menkhaus and Shapiro 2010) has shown, support from the local
population and connections with other like-minded actors represents the

single most important prerequisite to success.
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IV. CHALLENGES TO THE IMPLEMENTATION OF
DEevoLuTtioN

The full-fledged implementation of a devolutionary system presents sig-
nificant practical challenges, especially in the south and central portions of
the country where the security situation is the most precarious. However,
by addressing these hurdles at the lowest level of abstraction—the local
level—the devolved system confronts the problems at their genesis and
creates the necessary conditions for the development of sustainable peace
and stability in the country.

One way to drive devolution is to make incremental progress. For
some time, the international community has experimented with the so-
called “building-block” approach to peacebuilding. While this technique
has been known to Somalia stakeholders since the end of colonialism in
1960, practitioners thus far have not gone far enough in its implementa-
tion (Bods and Rotwitt 2010). Instead of taking the methodology to its
logical conclusion and empowering actors on the truly local level, they
have made the mistake of focusing on regional entities. Operating at
such a level of abstraction worked in Somaliland and Puntland, but it has
failed miserably in south and central Somalia, where the ethnic divisions
are greater and the on-again, off-again interventions of the international
community have disrupted local dynamics. In order to effectively build
incremental progress in these difficult areas, the international community
must reinvigorate the building-block approach through a renewed com-
mitment to local engagement. This means talking with the Suldaan, aqiil,
and Guurti on an individual or small-group level, empowering local actors
to participate in the provision of their own security, and dispersing aid
directly to local leaders.

Engaging onalocallevel through the reinvigorated building block process
will not be easy. Efforts will undoubtedly encounter resistance from the
warlords and armed groups operating in the south and central parts of the
country. The security situation in these areas represents a major problem
for the implementation of the devolutionary approach. Gaining access to
al Shabaab strongholds will require careful diplomacy and firm resolve.
In certain limited circumstances it might also demand the use of force. As
the only major military actor in the region, AMISOM is in a position to
provide the security to facilitate engagement (UN Security Council 2007;
UN Security Council 2012b). Under the mission’s original mandate, it
was directed “[t]o support dialogue and reconciliation in Somalia by as-
sisting with the free movement, safe passage and protection of all those
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involved with the [political process]” (UN Security Council 2007). The
list of “those involved,” however, included on/y politicians involved with
centralized institutions. In order to truly undercut al Shabaab’s base of
support, AMISOM’s perspective needs to become more inclusive of actors
at the local level.

Another security issue that complicates devolution is piracy. Critics of
the devolutionary proposal might presume that the lack of a centralized
government and the absence of a national military will make Somalia pow-
erless to respond to pirates. This critique mistakes the root of the piracy
issue, which lies in the failure of the Somali economic system, not in the
absence of security forces. Further, while it is true that a devolved approach
does not emphasize military capacity, it does not preclude certain functions
taking place at a national or international level, such as coastal defense.
Finally, because the devolutionary model addresses the Somali political
system at the local level, it enfranchises individuals who might otherwise
have engaged in piracy. Citizens are generally more likely to participate
in the local political process where local government is perceived to be
independent and responsive to their needs (Cheema 2007).

The presence of the al Shabaab mobile courts and the practice of Islamic
law raises the important question of whether sharia and xeer can coexist,
or, if not, whether one system will swallow the other. Based on Somalia’s
history, it will be very difficult for sharia to displace xeer. As a general rule,
where the two conflict, Somalis prefer xeer to sharia (van Notten 2005).
Another guiding principle of the Somali legal consciousness is that the law
exists separately from politics and religion. A piece of Somali folk wisdom
expresses the difference as Diinta waa la baddali karaa, xeerka la ma baddali
karo (“one can change one’s religion; one cannot change the law”) (van
Notten 2005). This principle is deeply entrenched. It therefore appears
extremely unlikely that sharia will ever replace xeer as the dominant form
of legal practice.

Additional practical difficulties to the exercise of the devolutionary
model include apportioning legal status, creating ownership over the
process, managing diverse interactions between the different elements,
ensuring responsibility and accountability, and facilitating the rules of
access for the various informal actors (Hydén 2007). These challenges are
only exacerbated in unstable, post-conflict environments, where individuals
may be desperate and suffering from acute, basic needs. These practical
hurdles should not be overlooked in Somalia. Rather, they should be con-
fronted directly. The best way to address the management, responsibility
and accountability dilemmas, for instance, is to engage local leaders on an
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individualized basis. By emphasizing the traditional governance structures,
the international community might also gain access to local communities
and give their engagement credibility.

To the doubters of the practical implementation of devolution, the
success of Somaliland and Puntland should be held up as concrete illustra-
tions of the merits of the approach. While the south and central parts of
Somalia pose their own unique challenges to peacekeeping, peacebuilding,
and development, there are useful lessons to be drawn from the north of
the country. For instance, one of the major reasons that Somaliland and
Puntland emerged as self-sufficient and largely peaceful political units was
local leaders’ promotion of traditional structures and mechanisms. While
regional politicians have gained prominence over the past decade, the
key to Somaliland and Puntland’s ongoing success has been an erstwhile
commitment to these underlying elements.

Finally, critics of the devolutionary system might worry that a renewed
focus on local engagement will further fragment an already disunited
Somali population. This reflects a misunderstanding of Somali history
and politics. In fact, it is the drive toward centralization that is creating
conflict between the clans, inciting power grabs, and causing local lead-
ers to disregard xeer and other traditional structures (von Notten 2005).
Rather than a solution, clan leaders view the formation of a centralized
government as a threat to their traditional way oflife. Their involvement in
the process of government formation and their insistence on certain levels
of participation are actions taken out of self-defense and self-preservation
rather than a belief in the merits of the enterprise. The international
community’s inexorable drive for centralized government fosters rivalries
and competition between clan leaders who fear the loss of power to other
groups. In a country where every man is his own king, the very idea of a
detached, Western-style democratic system ruling over the population is
anathema. It divides rather than unites.

V. CONCLUSION: SUPPORTING DEVOLUTION THROUGH
INTERNATIONAL PoLICY

One way to help operationalize devolution is to picture Somali political
organization as a complex web of fragmented and interdependent loyalties
and then tailor policy-making to fit that vision. Seeing the world in this
way presents prospects for peacekeeping and peacebuilding that may other-
wise go unrealized. The possibilities for security, constitution-making, and
spoiler eradication, in particular, may be bolstered by re-conceptualizing
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Somalia through the lens of devolution.
Ata minimum, the international community should take the following
substantive steps immediately:

Postpone the constitutionalprocess. The mechanisms envisioned by the road-
map and the Garowe Principles entrench the illegitimate power disparities
of the past while disenfranchising importantlocal political leaders. A period
of relative calm does exist in Somalia but this should not be wasted on a
rushed and maladroit political compromise. Rather, it should be seized as
an opportunity to connect with local and informal actors so that they may
participate in the making of a new Somali political economy. Therefore,
the constitutional process should be postponed until direct elections and
a national referendum on the draft constitution can be held.

Rejuvenate the traditional governance system. Because the traditional
structures represent a delicate ecosystem, this rejuvenation would have
limitations. However, certain non-disruptive actions present attractive
possibilities. For instance, the provision of infrastructure and technology
and the training of low-level administrative personnel to support the shir
and Guurti might increase the efficiency and effectiveness of the traditional
governance system. In addition, these actions might empower more indi-

viduals to participate in governance decisions (Bertucci and Senese 2007).

Redirect UNOPS’ focus. At present the leadership of UNOPS and the UN
is far too focused on the constitutional drafting process and the security
situation in the south and central parts of Somalia. These important ac-
tors must widen their perspective and engage directly with the local and
informal actors that make the Somali political system work. In their reports
to the UN Security Council, both the Secretary-General and his Special
Representative mustemphasize the importance of the traditional governance
structures to the future of Somalia. A more enlightened vision of security
is also necessary. While the instability in the south and central parts of
the country presents real problems, the peacekeeping and peacebuilding
approach must have multiple facets. Cutting-off al Shabaab’s local support
network by engaging with opportunistic clan elders, for instance, will be
much more effective than strictly militarily action.

Adjust the AMISOM mandate. The international community must place a
renewed emphasis on AMISOM’s protection responsibilities. In particular,
it must extend those responsibilities to include local, informal actors. By
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engaging with such leaders, the military force will undercut al Shabaab’s
local support network in a much more effective way. Distancing AMISOM
from the TFG will also legitimize the mission among the population.

Institutionalize the remittance sector. Because economic activity financed
through the remittance sector is such an important driver of the Somali
economy, international engagement should focus on making the system
as efficient and productive as possible. This might include appointing an
international liaison to the different clan groups that administer the remit-
tance sector, as well as the provision of matching funds from international
donors for important public service projects. Over time the international
community could encourage local clan elders to pitch their investment
ideas in more public, institutionalized settings, keeping in mind that the
rules of order and final decision-making authority will be apportioned
according to xeer and other customary rules. By institutionalizing and
publicizing remittances, the international community will enable the sub-
sequentdevelopment of spin-off, self-funded, domestic economic projects.

It should be noted that despite the positive aspects of devolution, impor-
tant challenges remain. First, in order to avoid unintended consequences,
it is crucial to temper expectations for the success of a devolved political
order in Somalia. While devolution certainly has the potential to be more
effective than centralization, it still comes with significant challenges and
risks. Raising expectations unrealistically could result in the proliferation
of unviable regional governments and “briefcase” regimes that have no
real connection to the population (ICG 2011). Such power grabs would
undercut the legitimacy of the devolved order. Second, it is important to
anticipate resistance from the TFG and other actors who are antithetical
to devolution. Despite its shortcomings, the TFG wields enough power to
weaken and destabilize an intrinsically fragile devolutionary system. They
too must be sold on the system’s benefits. Third, local governance actors
must be held accountable if the system is to function. The traditional
mechanisms provide the requisite framework but they should be supported
and fortified where necessary. For instance, by institutionalizing the shir
and publicizing decisions, the international community can encourage
compliance and dissuade potential violators. Finally, devolution does not
represent the end but rather a new beginning. Sustained work and skillful
application is necessary in order to strike a delicate balance between the
various political actors. Uncertainty is inherent in the system and it must be
embraced and managed in order to realize Somalia’s devolutionary prospects.
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PosTscrirT

Since thisarticle was submitted to press, the Transitional Federal Institutions
(TFIs) have given way to a new Somali Federal Parliament (NFP) and a
Provisional Somali Constitution. These new institutions, which formally
took effect on August 20, 2012 in accordance with the “roadmap” process,
break new ground in the modern Somali political landscape. For instance,
under its Chapter 5, entitled, “Devolution of the Powers of Government in
the Federal Republic of Somalia,” the Provisional Constitution recognizes
both federal and sub-federal levels of governmentand, importantly, requires
that power should be given to the level of government where it is most
likely to be exercised effectively (Somali Provisional Constitution, Article
50(b)). It also stipulates that each level of government shall respect and
protect the limits of its powers (Somali Provisional Constitution, Article
51(2)). The possibilities for such a system far exceed those provided by
the TFIs. While the system envisioned by the Provisional Constitution
will be difficult to implement effectively, especially given the perils of So-
malia’s fragmented political landscape, it offers a closer match to the real
distribution of political power within the country than anything that has
come before it. It effectively shifts the discussion toward the building-up
of viable political processes at the local level, which was the general posi-
tion taken by this article.

Notably, in the creation of these new institutions, Somalia’s local and
informal systems of governance played an unprecedented role. With regard
to the NFP, a group of 135 clan elders, referred to in the process as the
“Traditional Leaders”, nominated the new parliamentary members to a
Technical Selection Committee (T'SC), consisting of twenty-seven Somalis,
two non-voting UNPOS representatives, and seven international observers.
TheTSCvetted the candidatesand approved qualified individuals for inclu-
sion in the new parliament. Despite significant difficulties, the Traditional
Leaders and the TSC were able to cooperate in the NFP’s formation. In
the absence of direct elections, the fact that the Traditional Leaders acted
as the catalysts of the process represents a positive development. In review-
ing the Provisional Constitution, Somalia’s new political leaders would do
well to find a continued role for these alternative governance actors. The
Provisional Constitution will be subject to a public referendum in late
2012, and general elections of parliamentary members will occur shortly
afterward.

In the latter stages of the transitional period, UN and AMISOM rep-
resentatives seemingly adopted a more devolved approach to carrying out
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their activities. In his most recent report to the Security Council, the UN
Secretary-General remarked that “representatives of UNPOS engaged the
[clan] elders in frank discussions on their roles in and expectations of the
new political framework”. Similarly, following the increase in its forces,
AMISOM engaged in a mapping of stakeholders in the newly-controlled
areas of south-central Somalia. The force commanders analyzed the power
dynamics in these areas, identified the political and security leaders pres-
ent, and attempted to discern their alignment and capacities. These new
activities accord with the recommendations contained in the conclusions
of this article. It is hoped that in the prelude to general elections and public
referendum on the Provisional Constitution, the UN and AMISOM will
continue to take the tenets of devolution into account. Despite significant
improvements in policy and implementation, substantial work remains.

Marthew Hoisington

NoOTES

The process of “responsibilization” represents a novel idea for extending provi-
sions of public international law that have historically applied between states
to non-state actors, including the local and informal institutions operating in
Somalia. By treating local and informal actors as subjects of international law
(i.e. “subjectifying” them), such a regime closes a potential loophole in inter-
national legal responsibility that might otherwise result from the absence of a
centralized government. Even if no central government exists in Somalia, by
applying techniques of responsibilization, including monitoring, sanctions, and
intervention, the international community could still hold local and informal
actors accountable for any or all of their internationally wrongful acts. The
resulting framework would be analogous to the current rules applicable to state
responsibility.

Mag-paying groups are also referred to as dzya-paying groups.

Itshould be noted that the participation of women in the formation and practice
of xeer is negligible because they do not enjoy equal political rights (Le Sage
2005).

In south and central Somalia, these individuals are called nabadoon. The aqiil
system in Somaliland is not purely a traditional system. In fact, it was an inno-
vation introduced by the British during the colonial administration, and it has
since evolved as a hybrid between modern and traditional forms of governance
(Gundel 20006).

For the sake of simplicity and because the terms are used to describe the same
level of traditional leader in each region, Suldaan will be used to refer to all

three.
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OrtiMAL UskE oF DONOR
FUNDING TO INCENTIVIZE
VACCINE RESEARCH &
DEVELOPMENT FOR NEGLECTED
DIsEASES: AN ANALYSIS OF

DIFFERENT R&D
INCENTIVE M ECHANISMS

Koh Jun, Ong

Neglected diseases present a tremendous burden for develop-
ing countries. Research and development (R&D) activities
to tackle these diseases have largely been absent due to “small
market problems,” which occur as a consequence of the severe
poverty of those typically affected. Large-scale vaccination is
highly cost-effective in preventing the incidence of diseases;
however, the vaccine R&D process is plagued with uncertain-
ties and scientific challenges that increase R&D costs. These
conditions indicate that external funding is inevitably needed
to motivate R&D activities targeted at vaccines for neglected
diseases. Although external funds are available, they are limited.
Consequently, there is an urgent need to identify the optimal
use of these limited resources. Historically, “push” incentives,

which provide initial funding to encourage R&D participation,

Koh Jun, Ong is a 2011 graduate of the MSc. in International Health Policy (Health
Economics) program at the London School of Economics and Political Science, where
she focused on health economics.
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have been used to reduce upfront R&D costs to developers.
These include direct grants, Product Development Partnerships
(PDPs), and tax credits for R&D. More recently, pull incentives,
which reward developers for successful R&D projects, have been
advocated. As expected, all have their unique advantages and
drawbacks. Some have suggested a hybrid mechanism (com-
bined push and pull incentives) that harnesses the best of each
approach. This paper uses a model to test the cost-effectiveness
of different mechanisms. It finds that a hybrid mechanism is
more cost-effective than all-pull or all-push mechanisms. The
hybrid approach featured in this paper suggests a combination
of push funding (PDPs) to cover basic research up until Phase
IT clinical trials' before transitioning to pull funding (Advance
Market Commitments) thereafter. Policymakers should nev-
ertheless exercise caution in applying any particular incentive
mechanism. Further research is necessary to refine the model,
including the utilization of updated data and analysis of other

potential combinations for the hybrid model.

I. INTRODUCTION
Study Background

Neglected diseases are diseases that receive little research and develop-
ment (R&D) investment (Burri 2004). They affect vast segments of the
population in developing countries and are the leading cause of death in
low-income countries (World Health Organization 201 1c). Diarrheal dis-
eases, HIV/AIDS, malaria, tuberculosis, dengue fever, intestinal nematode
infections, and leishmaniasis all constitute the leading global burden of
selected neglected diseases, based on World Health Organization (WHO)
2004 estimates (BVGH 2011b; WHO 2011b).

Despite high R&D costs, drug companies will still invest in pharmaceu-
tical and vaccine R&D if the return on investment is predictable, above a
given threshold, and bears an acceptable level of risk (Pauly 2005; Webber
and Kremer 2001). In addition to the low purchasing power of those whom
neglected diseases affect most and the uncertainties related to access, the
commercial market for vaccines and other pharmaceuticals for neglected
diseases is also too small to attract R&D investments by pharmaceutical
companies (Buckup 2008; Sloan 2007). Thus, private R&D investments
into neglected diseases are much lower than the socially desirable levels and
remain alow priority for private pharmaceutical companies. Instead, efforts
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are concentrated on diseases affecting richer and more developed nations
(BVGH 2011b; Kremer and Glennerster 2004). Even when R&D efforts
are in place, e.g. for human immunodeficiency virus infection / acquired
immunodeficiency syndrome (HIV/AIDS), they are often focused on the
viral strain that affects developed — rather than developing — countries
(Kremer and Glennerster 2004).

The Potential of Vaccines

Some studies have shown that vaccination is highly cost-effective and
produces large health and economic benefits (Sloan 2007; Struck 1996).
Smallpox eradication is perhaps the best illustration of the promise of
vaccines (Flight 2011). Immunization against communicable diseases
including diphtheria, measles, and pertussis has dramatically reduced
mortality and morbidity (Kobayashi 2010; the Merck Manual for Health
Care Professionals 2010), both directly and indirectly (i.e. through herd
immunity). In contrast, antibiotics and other drugs used to treat exist-
ing infections can, if used incorrectly, result in drug resistance that can
compromise containment efforts. For example, strict adherence to the
tuberculosis drug regime (lasting six to eight months) is crucial to avoiding
drug resistance. Thus, the development of successful vaccines presents a

promising alternative to tackling neglected diseases.

Objectives

Given the market failure associated with neglected diseases, government
and philanthropic organizations play an important role in providing
external funding to foster innovation. Traditionally, R&D incentives in
this area have concentrated on push funding, or mechanisms that provide
upfront funds to support R&D. Recently, there has been growing inter-
est in pull incentives, in which funds are only delivered upon successful
completion of R&D.

The aim of this paper is to analyze push and pull incentives discussed
in the literature and identify the optimal approach for using donor fund-
ing for vaccine R&D. Section II discusses methodology, followed by an
analysis of different R&D incentives in Section III. A cost-effectiveness
model is presented in Section IV. Section V draws on findings of both the
analysis and the cost-effectiveness model to address policy implications.
Subsequently, caveats of the study are acknowledged and final conclusions

are presented.
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II. METHODOLOGY

Based on the analysis of R&D incentives for neglected diseases in Section
III, the cost effectiveness of three hypothetical incentive scenarios was
compared. The three scenarios were: all-push, all-pull, and hybrid (a mix
of push and pull) incentives. For simplicity, only options thatinvolve direct
cash transfers (as opposed to tax and other non-cash-based incentives) were
considered. The model approaches each option from the perspective of
donors, who are assumed to be maximizing health gains per unit of cost.

Estimates of costs, timelines, and transition probabilities specific to
R&D for vaccines obtained from the literature (detailed in Section IV)
were used to calculate the amount of push funding needed. To allow for
relative comparisons, reward sizes for pull mechanisms were based on total
estimated R&D costs capitalized at a real cost of capital of 8 percent to
account for opportunity costs forgone for the private sector (Berndt et
al. 2007). The hybrid scenario was based on non-capitalized R&D costs
from the preclinical period up until Phase II and on capitalized R&D
costs thereafter, as pull mechanisms take over after Phase II. All cost data
are presented in 2011 U.S. dollars, assuming a 3 percent rate of annual
inflation (Berndt et al. 2007). Net present values (NPVs) at year zero for
each scenario were calculated.

Effects are measured in Disability-Adjusted Life Years (DALYs)? averted.
However, an absolute number of DALYs averted for a hypothetical vaccine
was not found. Therefore, to calculate the health gains of a potential new
vaccine, a number of assumptions (detailed in Table 1) were made that
are believed to result in health gains. This is not particularly problematic,
though, because the model aims to compare the relative, not actual, cost-
effectiveness of different R&D incentives. For simplicity, a base case of
potential DALYs averted per immunization for malaria was calculated,
referenced on previous work by Berndt et al. (2007). This base case esti-
mate was multiplied by the estimated number of individuals vaccinated
annually (assuming three doses for each individual vaccinated) to deter-
mine total DALYs averted per year, applying a 3 percent discount rate.
This estimate was then given a weight, different for each R&D incentive
mechanism, based on a set of key criteria derived from an analysis of the
existing literature.

II1. ANALYsis OF R&D INCENTIVES

Definitions, advantages, and limitations of various push and pull R&D
incentives are presented here, with examples provided when available.
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Push Incentives

Push incentives are used to reduce upfront R&D costs to incentivize R&D

activities (Webber and Kremer 2001).

Direct grants

Definition: Direct grants include funds provided to developers
upon presenting potentially promising leads, without the in-
volvementofintermediate governance/central planners (Kremer

and Glennerster 2004).

Advantages: The provision of funds to encourage start-up or
continued progress of R&D will increase the volume of R&D
activities. This incentivizes smaller companies with less capital

to carry out further research.

Limitations: This incentive is subject to market failure in the
form of asymmetricinformation where developers, having more
information on the potential success/failure of their lead, might
exaggerate the potential of their finding, even when it is not
expected to progress to a marketable product. They may also
exaggerate the R&D costs in order to obtain more funding.
The problem is worsened by further failures to revise funding
decisions upon subsequent evidence, again due to information
asymmetry. Furthermore, it does not guarantee the demand
for the product upon successful product generation (WHO
CIPIH, 2005b).

Product Development Partnerships

Definition: Product Development Partnerships (PDPs) are
similar to direct grants. The key difference is that funds are
provided through intermediate governance (Towse etal. 2011).
PDPs are specific to neglected diseases and have the advantage
of ensuring or facilitating uptake through global access agree-
ments, where developers agree ex ante on price and supply
should a product emerge. Intellectual property (IP) rights,
however, either remain with the developer, as in the case of
the International AIDS Vaccine Initiative, or become a public
good, as with the Special Programme for Research & Training
inTropical Diseases (Mrazek and Mossialos 2003). In Medicines
for Malaria Venture, on the other hand, IP rights remain with

developers only outside of less-developed countries.

Advantages: Funding is provided stage-by-stage, allowing
donors to pull out of the program upon completion of a given
stage (Towse et al. 2011). There is a potential for cost savings,
particularly when PDPs directed by not-for-profit organizations
have the ability to negotiate for lower input costs through in-
kind contributions from the industry. PDPs also encourage
knowledge sharing and information transfer, enabling research
scientists to improve on the work of their colleagues (Kremerand
Glennerster 2004) and minimizing duplicate activity (Mrazek
and Mossialos 2003). For example, there is collaborative activ-
ity to encourage malaria vaccine R&D between the European
Malaria Vaccine Initiative, the U.S. Agency for International
Development Malaria Vaccine Development Program, and the

Malaria Vaccine Initiative.

Limitations: The drawbacks of PDPs include the risk of Type
I error, when leads with low prospects of making it to market
are not removed from the pipeline soon enough (Towse et
al. 2011). This has been attributed to the fact that PDDPs are
judged on quantity — not quality — of the leads. This scenario
is exacerbated by the PDPs” “spend it or lose it” arrangement.
Again, similar to direct grants, information asymmetry and
the tendency to exaggerate potential for success are present.
Finally, since donors are allowed to opt out after a certain stage,
this might result in the R&D process coming to a standstill
if a major donor decides to discontinue funding (Kremer and
Glennerster 2004).

Tax credits for R&'D on neglected diseases

Definition: Developers who investin R&D on neglected diseases
are eligible for reduced taxes (Towse and Kettler 2005; Kremer
and Glennerster 2004). For instance, the proposed “Vaccines
for the New Millennium Act of 2001 (United States)” allows
companies a 30 percent tax credit for pursuing R&D pertain-
ing to vaccines for HIV, tuberculosis, and malaria (Kremer and
Glennerster 2004).

Advantages: Participation in R&D activities is encouraged as

companies are entitled to pay less in taxes.

Limitations: The potential benefits of tax credits can really only
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be harnessed by companies with large tax burdens, making it
particularly problematic for smaller biotechnology companies
thathave potentially successful leads. There is also risk of creative
accounting by companies that stand to benefit. Moreover, IP
rights remain with the product developer, risking monopoly
pricing. Finally, similar to other push incentives, there is no

guarantee of final product uptake (Towse and Kettler 2005).

Patent pools

Definition: Companies contribute their patented leads into a
pool, which they can jointly utilize for further research (Towse
et al. 2011; Mossialos et al. 2009). Examples include the Pool
for Open Innovation against Neglected Tropical Diseases (“The
Pool”) and UNITAID’s Medicines Patent Pool (Mossialos et
al. 2009). The former is managed by BIO Ventures for Global
Health (BVGH) and currently holds more than two thousand
three hundred patents (BVGH 2011a).

Advantages: This mechanism overcomes problems of patent
thickets and stacking licenses, reduces risks of legal challenges,
and reduces royalty payments to obtain legal rights to the pat-
ent, subject to certain specifications and restrictions (Verbeure
et al. 2006). Furthermore, a lead abandoned by one company

can be pursued by another (Towse et al. 2011).

Limitations: From the company perspective, further R&D
costs still need to be borne. There are also concerns of anti-

competitive behavior due to the potential for cartel formation

(Verbeure et al. 2006).

Pull Incentives
Pull incentives guarantee a reward upon the production of a successful

vaccine that meets certain criteria.
Advance Market Commitments

Definition: Also called advanced purchase commitments,
Advance Market Commitments (AMCs) involve a prospec-
tive guarantee by donors to purchase a successful vaccine at a

fixed price for a fixed amount of doses (Berndt et al. 2007).
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After the pre-agreed doses have been supplied, the developer
is committed to sell the vaccine at marginal cost or to transfer
the license to another manufacturer (Towse et al. 2011, PRPP
2005, Mossialos et al. 2009). To ensure that the vaccine is used
by developing countries, the supply of vaccines can be tied with
an optional low co-payment by target countries (Towse and
Kettler 2005; Kremer and Glennerster 2004). The first and
only AMC to date has been targeted at pneumococcal disease
(Bill & Melinda Gates Foundation 2011), with a total com-
mitment of $1.5 billion announced in 2007 (Bill & Melinda
Gates Foundation 2009).

Advantages: Commitment to sell at marginal cost after the
pre-determined doses have been supplied ensures the long-term
sustainability of vaccine supplies (Towse and Kettler 2005). In
addition, AMC:s are attractive to donors because, by rewarding
only successful ventures, they transfer risk to product developers
(Kremerand Glennerster 2004). Thus, information asymmetry

ceases to be much of a problem (Maurer 2005).

Limitations: As firms compete for the same reward, there is
risk of increased secrecy and less knowledge sharing, potentially
leading to duplication of efforts (Light 2005; Mossialos et al.
2009). Moreover, developers bear not only technical risks but
also demand risks, as reward is based on both quality and will-
ingness to purchase the vaccine on the part of target countries
(Towse et al. 2011). Given that drugs take ten to fifteen years
to develop, another limitation is the difficulty in determining
a pre-determined “fixed” price in the face of future uncertainty
(Mossialos et al. 2009). Also, much rests on the reputation
and respectability of donors, who can (in practice but not in
theory) use their monopsony power to impose a lower price
for drugs once they are developed than was originally agreed

upon (Light 2005).

Priority Review Vouchers

Definition: In the United States, Priority Review Vouchers
(PRVs) are given to developers upon successful product devel-
opment addressing neglected diseases (Grabowski 2011). To
qualify, the neglected disease must itself be granted priority

review status. The vouchers then allow for faster review (six
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months) for a different drug of choice. For example, Novartis
was granted a PRV for its contribution to malaria in the formu-

lation of Coartem (artemether/lumefantrine) (BVGH 2011c¢).

Advantages: Since PRVs are transferable, both small and large
developers are incentivized to participate in the R&D process
(Grabowski 2011). Faster reviewwould allow earlier marketentry
and sales, provided that regulatory submission is complete and
the product is approved. Benefits include potential first-mover
advantages and social welfare gains as society has earlier access

to new and potentially useful products.

Limitations: First, granting of a PRV does not require product
delivery and uptake. Second, eatly entry into the market does
not translate into longer patent periods, as the patent period
is fixed, starting from the date of molecule patent registration.
Consequently, this mechanism does not enable companies to
cash in on a high-selling pharmaceutical product beyond their
patent period through patent extension. Lastly, the value of a
PRV can be diminished for products that already qualify for
priority review in their own right. Moreover, the Food and
Drug Administration (FDA) has steadily improved its drug

review time.

Transferable IP rights

Definition: Companies are awarded an IP extension for a prod-
uct of their choice should they successfully bring a neglected
diseases product into the market and ensure product delivery
to the target population. Examples of assistance in product
delivery include free manufacturing licenses (Towse and Kettler
2005; Mossialos et al. 2009).

Advantages: The transferability of Transferable IP Rights
(TIPRs) makes them particularly attractive to smaller companies
that can sell them to larger companies. The rent from IP exten-
sion is more predictable than from PRVs because companies

can choose drugs with known high sales for IP extensions.

Limitations: The value of TIPRs dependssstrictly on the award-
ing body being able to identify neglected diseases products of
high social value to offset deadweight loss from delayed generic

entry of another product. Issues of equity have also been raised,
as the burden of financing neglected diseases R&D is now
transferred to patients/third party payers who continue to pay
a premium price for drugs during the periods where patents

are extended.

Patent buyouts

Definition: Instead of committing to buy a certain quantity of
vaccine, donors can purchase IP rights (Mossialos etal. 2009). A
similar concept has been suggested by Granslandtetal. (2001),
by which a large international organization purchases patent
rights to deliver products to developing countries on an annual
basis (Towse and Kettler 2005).

Advantages: Improvements to the vaccine by other research-
ers can be carried out should the patent become a public good
(Mossialos et al. 2009).

Limitations: Developers are not responsible for product uptake
(Towse and Kettler 2005). Additionally, vaccine production can
be hard to replicate, which might resultin donor dependence on
the original developer for manufacture and supply, thus giving
them monopoly power and duplicating the reward. Furthermore,
it may not be politically feasible to pay a large amount upfront.
The long-term effectiveness and side effects of the vaccine are

also not readily apparent when IP rights are purchased.

Research tournaments

Definition: A prize is awarded to the developer that is first to

bring a product into the market (Towse and Kettler 2005).

Advantages: A prize to the forerunner product encourages

faster product development.

Limitations: Thisisawinner-takes-allapproach that disregards

subsequent superior products.

Tax credit from sales

Definition: Instead of granting tax credits only for R&D, which
does not ensure product delivery, tax credits based on sales can
provide the necessary incentives for product uptake and delivery
(Kremer 2000; Towse and Kettler 2005).
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Advantages: This mechanism ensures end-product uptake
and aligns R&D activities with neglected diseases that affect
developing countries (Kremer 2000). Also, while tax credits for
R&D offerincentives mostly to large pharmaceutical companies
with more tax liabilities, credits based on sales attract both small

and large developers.

Limitations: Given the small size of the market, tax credits
may not provide a large enough reward to invest in neglected
diseases (Mrazek and Mossialos 2003).

Hybrid Incentive Mechanisms

Definition: Hybrid incentives use a combination of push and
pull mechanisms (Towse and Sharma 2011; CIPIH 2005a;
Mossialos et al. 2009). An example of a hybrid incentive is
the Orphan Drug Act (ODA), which offers tax credits (push
incentive) for R&D and early clinical trial grants and seven-
year market exclusivity for a successful product (pull incentive)
(Grabowski 2005).

Advantages: Ahybrid mechanism harnesses the benefits of push
and pull incentives while segregating risk between donors and
developers (Towse and Sharma 2011). Given the higher risks
associated with basic research, it has been suggested that pull
mechanisms are better suited for late-stage R&D projects, due
mainly to feasibility, practicality, and predictability (of reward
size) concerns (Towse et al. 2011; Towse and Kettler 2005).
Evidence thus far has shown large pharmaceutical companies
responding to pull incentives by advancing their already com-
pleted vaccine projects to obtain the reward (Mossialos et al.
2009). Different combinations of push and pull incentives are
possible. The literature indicates that providing push funding
during the earlier phases of R&D will encourage participation
from small and large companiesalike to explore alarger portfolio
of potential leads (Mossialos et al. 2009). It is also believed that
developers are more likely to respond to pull incentives later
in the R&D process when more promising leads have been
identified. This might even encourage developers to invest in

costly Phase III clinical trials.
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Limitations: An optimal combination of push and pull incen-
tives still needs to be identified to harness the merits of each

incentive mechanism.

IV. CosT-EFFECTIVENESS MODEL
Vaccine R&D Process

The timeline of a typical vaccine R&D process is illustrated in Figure 1.
Three scenarios are considered for the model: PDP (all push), AMC (all
pull) and hybrid (PDP until Phase II trials, followed by AMC thereafter).
For simplicity, PDP and AMC were the only push and pull options con-
sidered, as both mechanisms involve direct cash transfers (as opposed to
tax and other non-cash-based incentives). PDPs pay R&D costs before the
start of each R&D phase. AMCs provide rewards upon successful product
delivery, and are assumed to provide payment at the end of each year of
product delivery. Transition from PDPs to AMCs after Phase II trials is
in accordance with the suggestion by Mossialos et al. that a pull incentive
closer to the end of the R&D process might encourage participation in
Phase III trials (Mossialos et al. 2009).

Estimates of years spent on R&D are rounded up for simplicity. At best,
these estimates represent a close approximation, given uncertainties in the
R&D process. Moreover, gaps and overlaps (DiMasi et al. 2003) within
the R&D process are not considered, again, for simplicity. Historically,
pharmaceutical products tend to achieve peak sales at year seven (Berndt
et al. 2007). Consequently, the model assumes that it takes seven years to
cover the target population.

The transition probabilities used in this model are based on historical
records specific to vaccines (Struck 1996), and are much higher than those
reported elsewhere, such as those pertaining to drugs (DiMasiet al. 2003)
or HIV vaccines (Wong et al. 2006).

Estimating Costs to Donors

The model uses estimates of R&D costs for drugs calculated by DiMasi
et al. (2003), with the exception of estimates of manufacturing scale-up
(Plotkin et al. 2008) and product registration (Wong et al. 2006). How-
ever, vaccine R&D costs are different from those of drugs; the former tend
to be more unpredictable (Plumm 2011; Light et al. 2009) and require
consideration of the ability of large-scale manufacturing to ensure prod-
uct stability and reproducibility (Plotkin et al. 2008; Moran et al. 2007).
Nevertheless, since the purpose of the model is to allow comparison of the
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Figure 1: Typical R&D Timeline and Transition Probabilities Estimates
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three incentive mechanisms in a relative sense, cost estimates of drugs but
not vaccines and the uncertainties in these estimates, although recognized,
will not pose a problem. Total R&D costs in 2011 dollars represent the
NPV for the all-push mechanism.

Under pull scenarios, the present value of the total size of the reward
is first calculated based on total R&D costs capitalized at 8 percent to
account for the private sector’s real cost of capital (Berndt et al. 2007).
This amount is then divided by $18, an estimate of the unit price for a
three-dose vaccine used by Berndt et al. (2007), to obtain a total of 65.5
million individuals to be vaccinated. Next, the 65.5 million individuals
are allocated to the seven years of product delivery, arbitrarily set in an
increasing manner to achieve a peak at year seven. This step enables an
estimate of annual vaccination and is critical when calculating DALYs
averted (further explained later in the paper). The sum of annual delivery
costs in 2011 dollars represents the NPV for the all-pull mechanism.

For the hybrid scenario, non-capitalized R&D costs are used to cover
the preclinical phase to Phase II trials. The size of the AMC is then the
capitalized R&D costs incurred after this phase. This amount is then
segregated across seven years. Unit price for a three-dose vaccine is now
decreased to $13. This price has been adjusted in order to ensure the same
number of individuals vaccinated as in the all-pull scenario. The lower
priceisacceptable, as developers have received push funding for early-phase
R&D. The NPV for the hybrid scenario is then calculated from the total
of early push R&D funding and annual delivery costs.

Estimating Effects

It is beyond the scope of this study to estimate the absolute number of
DALYs for any specific neglected disease (Berndt et al. 2007, 506), which
largely depends on the DALY burden of disease (which differs widely
across countries), vaccine efficacy, and externalities including potential
herd immunity (Kobayashi 2010; Berndt et al. 2007). However, since
this model only compares the three scenarios in a relative sense, the model
first estimates a baseline case measure of DALYs averted. For simplicity, a
specific disease (malaria) is considered. The baseline estimate is determined
based on research by WHO reports that, at a steady state, an estimated 14
million DALYs will be averted annually for every 54 million individuals
vaccinated. This means that for every individual vaccinated, 0.26 DALYs
will be averted. Thus, the annual DALYs averted for the model is calculated
based on the product of the number of individuals vaccinated annually
(determined earlier) and 0.26.
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The baseline value is then given different weights, based on the impact
of the three options on a defined set of key criteria. These criteria are
determined via their ability to impact DALYs averted. Justification for
each criterion is provided in Table 1. Each criterion is given equal weight
and the total weight for each is applied to estimate the number of DALY
averted under each scenario.

Table 1: Criteria Considered to Affect DALYs Averted

Criterion Justification

Increased participation will boost the number of
potential leads, translating to faster product dis-
covery and increasing the probability of bringing a
successful product to market (Berndt et al. 2007),
which enables faster product delivery and uptake,
. potentially resulting in more DALYs averted. Fac-
Competition . e ..

tors that mightaffect participation and competition
include whether or not subsequent entrants are
considered (e.g. for AMCs), credibility of donors,
and potential developers (whether small biotechno-
logical companies with higher innovative activities

or large pharmaceutical companies).

Knowledge sharing will decrease the time needed
for successful product discovery and potentially

Knowledge
sharing

increase the quality of the final product. However,
if there is competition, companies will tend to be
more secretive about their scientific discovery and
reduce knowledge sharing.

Improved efficiency in conducting R&D can
reduce costs. Thus, from a technical efficiency
Efficiency standpoint, more can be delivered with the same
budget. This in turn increases the number of leads,

which increases the probability of success.

Product delivery The final product mustbe delivered for any benefits

and uptake

to beharnessed. Thus, incentives must be structured
to reach consumers.

The criteria are rated 0, 1, or 2. Table 2 provides justification for each rat-
ing. The baseline case assumes perfect attainment of these scores, yielding
100 percent weight.
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Ratings

Table 2

Baseline
case

delivery (smaller time inconsistency issue); push
mechanisms encourage participation from smaller

push funding, the amount of actual competition is

The initial phase with push funding encourages
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Results

As shown in Table 3, the hybrid mechanism is the most cost-effective op-
tion with the lowest cost per DALY averted ($148.29/DALY). Although
the all-push mechanism is the cheapest, the number of DALY averted is
much lower than the other two options. Detailed calculations are available

in Appendices Al to A4.

Table 3: Results of the Illustrative Cost-Effectiveness Model

6.5 (81.25)

C, which pays upon product delivery. Thus,
developers will be more efficient in order to gain a

The R&D phase is funded by the push mechanism,
larger net revenue

so similarly there is less incentive to be efficient;

Similar to all pull for product delivery

1.5
an

ensure final product uptake
5 (62.5)

products are delivered, so de-
velopers have an incentive to

through to product delivery

on all aspects of out-of-
may lead to less cost sav- | pocket payments, from R&D | however, post-product registration is rewarded by

Companies have to save

2

Funding covers up until | AMC only rewards when
3 (37.5)

or lose it’ stand, which
thus, there is no further

ings; however, there are
grounds for increased ef-
Sficiency as PDPs enable
partners to capitalize
on their individual
mechanism to ensure
that product delivery is
considered

expertise

0
product registration;

PDPs take a Spend it

1

Efficiency
Product
delivery and
uptake
Total (%)

Table 2: Ratings Contd

Cost to donors Health effects Cost-

inRsr(lt? in 2011 dollars as D;A:L}S effectiveness
centive (millions) averte ($/DALY)
(millions)
All push 760.83 3.51 216.51
All pull 1,179.00 5.86 201.31
Push + pull

(hybrid) 1,129.04 7.61 148.29

V. DiscussioN AND PoLicy IMPLICATIONS

Recognizing the potential of a hybrid mechanism to balance the advantages
and limitations of push and pull incentives, the cost-effectiveness model
appears to support this option. Nevertheless, caution should be exercised
in interpreting the results. With a hybrid model, there is a risk of agency
capture, given that push funding is used to initially fund the R&D process
but in the long run, if there is only a single successful product left in the
pipeline, donors might lose control of final determination of the size of
the pull reward.

Nonetheless, for any incentive mechanism chosen, it is vital that the
reward size not be overly excessive so as to engage in overspending, but at
the same time not too low so as to discourage participation. This is not
an easy task, as R&D costs are generally unknown, given the associated
uncertainties and complexities of scientific discovery, as well as the ten-
dency for companies to refrain from reporting actual R&D costs (Maurer
2005). A bidding procedure to elicit a developer’s lowest tolerable price
might overcome this information asymmetry problem.

In addition, it is important to account for potential revenue to devel-
opers from other sources, such as richer consumers from the military and
holiday-makers’ market (Berndt et al. 2007). Since companies will obtain
revenue from these alternative sources, donors do not have to duplicate
their incentives. Ultimately, there are the neglected diseases, and there are
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the very neglected diseases, the latter of which constitute an even smaller
marketsize with no alternative developed countries marketand thus require
higher incentives for any R&D activities.

It is crucial to remember that, as scientific knowledge advances, the
timeline and costs of R&D become less predictable (Maurer 2005). Also,
some diseases, such as HIV, face greater scientific challenges, given the
existence of different strains of the virus. Consequently, the transition
probabilities for HIV vaccine R&D have been reported to be lower than
those of vaccines for other diseases (Wong et al. 2006). In short, the R&D
timeline, transition probabilities, and costs will vary depending on several
factors including disease and level of scientific knowledge. It is also uncer-
tain that the size of the reward considered in the model presented in this
paper will be sufficient to cover costly vaccine manufacturing processes
(GAVI 2011). These issues have to be considered by policy makers when
making decisions based on any future economic models.

The three options examined in this paper are relatively simple versions of
the all-push, all-pull, and hybrid mechanisms. When policies are made, there
will more likely be a mixture of incentive mechanisms, such as the ODA
mixture of tax credits for R&D and grants for early clinical trials (Grabowski
2005). There are also no clearly defined boundaries as to the point at which
a hybrid model transitions into a pull mechanism. The model presented
began with an AMC for a hybrid after Phase II studies, but future research
could examine other options regarding the timing for transition.

Finally, it is also vital that any combination of incentive mechanisms
used is updated regularly with frequent revisits of policies and funding
decisions made. For instance, donors must make sure that milestones set
in upfront push funding are met. Companies will also need to be rightfully
represented to enable them to voice their concerns over changes in the
R&D process and any associated costs. Most importantly, perhaps, is also
the role of the public who represent the ultimate recipients of innovative
vaccines. Changing epidemiology of neglected diseases might, for example,
increase the incidence of dengue fever, which potentially increases vaccine
demand and overall utility obtained if a vaccine is available. Should policy
makers be kept abreast in consumer demand for neglected diseases, this
would influence how resources are used.

V1. CAVEATS OF THE STUDY AND IMPLICATIONS FOR
FUTURE RESEARCH

Some R&D incentives analyzed (e.g. TIPRs and tax credits) are based on
theoretical arguments. Thus, evidence on their feasibility and drawbacks
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will not be obvious until tested in real world. Nonetheless, they have been
presented in the analysis to highlight other potential options for donors.

The model following the analysis is a simplified representation of the
R&D process for vaccines. Itaims to illustrate the relative cost-effectiveness
of different incentive mechanisms from a donor perspective. However, it
is based on the limited data available on costs, timelines, and probability
of failure. Data on costs are obtained from DiMasi et al. (2003), which
focuses on drugs. Some have suggested, though, that these figures have
been overestimated (Light et al. 2009).

Furthermore, assumptions on the weights given to the DALY averted
are based on analysis of the literature with no supporting empirical studies.
Therefore, the results must be interpreted bearing these caveats in mind.
Further studies using different key criteria with sensitivity analyses should
be performed.

As moreaccurate databecome available, the cost-effectiveness model built
in this study can be refined and tailored to specific neglected diseases and
target markets, and sensitivity analyses can be performed. Consequently,
further work is needed to develop more sophisticated models. In addition,
given the fact that potentially cheaper developers from emerging markets
are growing (GAVI 2011), more reliable estimates of neglected diseases
vaccine R&D costs need to be identified.

VII. CONCLUSION

Vaccines have the potential to eradicate neglected diseases in developing
countries. Despite the large number of individuals affected by these dis-
eases, severe poverty has resulted in small market problems and unattractive
R&D investment returns. Consequently, external funding is the major
source needed to incentivize R&D activities. Nonetheless, these funding
opportunities are limited and should be used in an optimal manner.
Thereare different mechanisms to incentivize participation in neglected
diseases vaccine R&D. However, each hasits own advantagesand limitations.
Push mechanisms have been used for some time, and empirical evidence
shows some success of mechanisms like PDPs. Pull mechanisms, on the
other hand, are a fairly new concept. It remains to be seen whether an all-
pull incentive will effectively incentivize early-stage R&D. The argument
thus far seems to support the use of a hybrid mechanism, with initial push
incentives followed by pull incentives later in the R&D process.
Applying the initial analysis of different R&D incentives to build an il-
lustrative cost-effectiveness model, this study finds thata hybrid mechanism
is indeed the most cost-effective. This mechanism lowers initial R&D costs
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for developers before incentivizing participation in the late-stage R&D
process and final vaccine delivery through payment for a fixed number of
individuals vaccinated.

In conclusion, a hybrid mechanism could well represent an optimal
policy option to be considered by decision makers in allocating limited
donor funding to incentivize R&D on vaccines for neglected diseases.
Nevertheless, future studies are needed to examine other potential combi-
nations for the hybrid model and to determine the actual size of funding,
in addition to potentially tailoring the cost-effectiveness model to specific
neglected diseases.

NoTEs
! Major phases of clinical trials (Clinical Trials.gov 2008) are:

a. Phase I clinical trials are intended to determine safety and efficacy of phar-
maceutical products in a small number of human subjects
b. PhaseII clinical trials study the efficacy of pharmaceutical products in groups
of patients with conditions for which the product is indicated
c. Phase Il clinical trials study the overall safety and efficacy of pharmaceutical
products in a larger number of patients to form a foundation for product
labeling and prescribing
2 DALYs are the measure used to determine the Global Burden of Disease and are
used in this model to determine the effectiveness of different R&D incentive
mechanisms at preventing neglected diseases (Murray and Acharya 1997).
DALYs combine a measure of mortality (YLLs) and morbidity (YLDs), where
YLLs = Years of Life Lost and YLDs = Years Lived with a Disability (Holling-
hurst et al. 2000).
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AN ANALYSIS OF ENERGY
CONSUMPTION
ON THE GALAPAGOS ISLANDS:
DRIVERS OF AND SOLUTIONS TO
REDUCING
RESIDENTS” ENERGY
CONSUMPTION

Alyssa Westerman

Humans have placed increased stress on the Galdpagos Islands’
pristine environment, which has created a host of problems that
are threatening the Galdpagos’ fragile ecosystem. Reducing fossil
fuel consumption is critical to increasing energy independence
and successfully mitigating humans’ environmental footprint.
This paper secks to explore the drivers of Galdpagos residents’
energy consumption and strategies for reducing this consump-
tion in the terrestrial transportation and electricity sectors. Based
on data collection and interviews with households, businesses,
and industry experts, it is evident that the primary drivers of
residents’ energy consumption on the GaldpagosIslands are sub-
sidies, inefficient electrical appliances, and lack of awareness. To

curtail current energy consumption, community leaders should

Alyssa Westerman is a 2012 graduate of the Master in Development Practice program
at the University of Denver’s Josef Korbel School of International Studies, where she
focused on environmental and energy policy. She can be reached at alyssa.westerman@
gmail.com.
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redesign subsidies to promote energy efficiency and conservation,
incentivize the use of energy-efficient electrical appliances and
apparatuses, and offer workshops to boost awareness and train
residents on how to best utilize renewable energy technologies.
I. INTRODUCTION
Overview

The Galdpagos Islands, located 600 miles west of mainland Ecuador in
the Pacific Ocean, were declared a United Nations Educational, Scientific
and Cultural Organization (UNESCO) World Heritage Site in 1978 for
the islands’ and surrounding marine reserve’s unique ecology (UNESCO
2012). In the past two decades the annual number of visitors to the
Galdpagos has increased 321 percent and the number of inhabitants has
increased 157 percent (INEC 1990; INEC 2010; Galdpagos National Park
2011).! The increased environmental stress placed on the local environ-
ment by humans has created a host of problems that are threatening the
Galdpagos’ fragile and relatively untouched ecosystem (Kerr et al. 2004,
11). The need to minimize this environmental stress while also providing
economic opportunity and adequate living conditions for residents of the
Galdpagos presents a great challenge that will determine the future of the
islands. Energy consumption lies at the center of this challenge.

The Galdpagos Islands are completely reliant on fossil fuel imports
from mainland Ecuador.? This dependence increases the risk of spills, the
prevalence of pollutants, and the unnecessary cost of energy subsides for
the government (Kerr et al. 2004; Jdcome Montenegro 2010). An illustra-
tive example of these dangers occurred in 2001 when the tanker Jessica,
carrying fuel on a regular supply run to the Galdpagos, crashed into the
reef 800 yards off of San Cristébal Island, costing approximately $2 mil-
lion to clean up (New York Times 2001; Travel Weekly 2001). Luckily the
currents at the time carried the oil slicks away from land, which mitigated
the spill’s effect on coastal vertebrates; different climatic conditions might
have resulted in more severe impacts on coastal wildlife (Charles Darwin
Foundation 2002). Although scientists found the true effects difficult to
measure because of a lack of adequate baseline data, oil spills present a
great threat to the Galdpagos’ environment, and since this tragedy there
have been numerous smaller spills from ships (Charles Darwin Foundation
2002). Electricity generation is also known to contribute to pollution in
areas such as Puerto Ayora, the Galdpagos’ most populous area (ERGAL
2008, 7).
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Continued reliance on fossil fuels has other negative consequences for
residents of the Galdpagos, as well. Energy dependence on fossil fuel imports
from mainland Ecuador creates energy insecurity, since the archipelago’s
energy supply is vulnerable to supply chain interruptions. The Galdpagos’
capacity to deal with such interruptions is very limited, as the islands’ en-
ergy supply lacks diversification (ERGAL 2008, 7). If there were a supply
chain interruption, which frequently happens with cooking gas supplies
destined for the Galdpagos, the islands would be without energy — a situ-
ation that would impose high economic and social costs (ERGAL 2008,
7). Furthermore, the lack of investment and maintenance of the existing
electricity system have contributed to expensive energy losses, since much
of the existing machinery is old and inefficient (ERGAL 2008, 8). Energy
losses equate to greater fossil fuel consumption.

The Galdpagos’ dependence on fossil fuels also represents a significant
cost to the Ecuadorian government, since energy is highly subsidized on
the archipelago. Energy in all of Ecuador is heavily subsidized, and on the
GaldpagosIslands energy is even more subsidized when taking into account
transport, which requires additional resources.’? The Ecuadorian govern-
ment spent an estimated $13,402,294 on gasoline and diesel subsidies for
the Galdpagos in 2005, and this does not include the additional subsidies
provided in the electricity sector (Jicome 2007, 69). Although this only
represents approximately 0.6 percent of Ecuador’s total energy subsidies,
this is significant since the resident population of the Galdpagos comprises
only 0.2 percent of the total population (INEC 2010; Hoy 2006; Jdcome
2007, 69).1

In April 2007, the Ecuadorian governmentannounced the program “Zero
Fossil Fuels in the Galdpagos,” which aims to eliminate the use of fossil
fuels in the electricity sector by 2015, and eventually in the transportation
sector (ERGAL 2008, 8). In October 2007, the first large-scale renewable
energy project on the Galdpagos, the San Cristébal Wind Project, began
operation (Eolicsa 2012b). Despite the intent of the Ecuadorian govern-
ment to make the islands a model for renewable energy, action has been
slow, plagued with political, technical, and financial setbacks, and energy
demand and fossil fuel imports to the Galdpagos continue to grow.

Any system-wide changes aimed at boosting energy efficiency or reduc-
ing reliance on fossil fuels must be met with reduced consumption and
energy conservation at the consumer level. Understanding the drivers of
residents’ domesticand commercial energy consumption on the Galdpagos
Islands in the electricity sector, which is the second highest consumer of
fossil fuels after tourist vessels, is a critical first step to boosting energy
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efficiency and minimizing overall reliance on fossil fuels.

This paper will explain the important role that subsidies, inefficient
electrical appliances, and energy awareness play in driving Galdpaguefios’
energy consumption.’ It shall enable community stakeholders to better
understand the drivers of local energy consumption and to make informed
decisions about future energy policy, which will be critical for eliminating
fossil fuels in the Galdpagos’ electricity sector by 2015.

Methodology

This study took place on the Galdpagos Islands and in Quito, Ecuador in
June and July of 2011. The methodology can be divided into three parts:
archival-based research, structured interviews with individual households
and businesses, and open-ended interviews with industry experts.

The archival-based research consisted of collecting billing, production,
and consumption data in addition to other unpublished documents,
and was completed in collaboration with Galdpagos Provincial Electric
Company, Inc. (ElecGaldpagos), Petroecuador Galdpagos, the Governing
Council of the Special Regime for Galdpagos (Consejo de Gobierno), and
Renewable Energy for the Galdpagos (ERGAL).

In the second partof the study, twenty-nine heads of household, spouses
of heads of household, owners of businesses, and primary decision-makers
of businesses answered six structured interview questions.®

Finally, thirteen industry experts, who extensively study or work in the
energy sector, were asked seven open-ended interview questions to gain a
qualitative understanding of barriers to renewable energy development,
the effect of petroleum on the islands, and the effect of subsidies.”

II. ENERGY CONSUMPTION ON THE GALAPAGOS

In 2010, the Galdpagos Islands imported 12,570,660 gallons of fossil
fuels (Petroecuador 2011).% As shown in Figure 1, maritime vehicles and
the electricity sector (comprised of ElecGaldpagos, the state-run electric-
ity company) represent 65 percent and 19 percent of total consumption,
respectively.® Tourist vessels consume 45 percent of fossil fuel imports
to the Galdpagos, but the tourism industry as a whole is responsible for
considerably more than 45 percent of consumption. For example, many
of the terrestrial and maritime vehicles that purchase fossil fuels from gas
stations are tourist vehicles (i.e. taxis) or smaller boats that operate inter-
island transportation, which make more frequent trips as the number of
tourists rises and demand increases (Figure 1). Furthermore, tourism is
the principal economic activity of the Galdpagos Islands, and the industry
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accounts for additional fossil fuel consumption in the electricity sector.

Figure 1: Fossil Fuel Consumption by Sector 2010
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Source: Petroecuador 2011; Graphics created by author.

Despite the fact that tourist vessels consume the greatest amount of
energy, energy reductions in this sector would not be easy to achieve. This
is because renewable energy technologies are not as readily available for
maritime vehicles as they are for terrestrial vehicles and electricity gen-
eration, and because the tourism industry represents approximately 63
percent of the Galdpagos economy; limiting the number of tourist vessels
is unlikely from an economic standpoint (Watkins and Cruz 2007, 12).
Furthermore, most of the accommodations, tourist excursion operators,
restaurants, and taxis are owned by residents, whereas most of the cruise
ships are foreign-owned. Therefore, if residents are more mindful of energy
consumption, this will undoubtedly reduce the tourism industry’s energy
consumption in the terrestrial transportation and electricity sectors. This
paper discusses the possibility of reducing fossil fuel consumption by
roughly 35 percent, which would be sufficient to reach the goal of “Zero
Fossil Fuels in the Galdpagos.”
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Diesel generators currently provide 100 percent of the electricity to the
insular grids on the islands of Santa Cruz, Isabela, and Floreana. On San
Cristébal approximately 63 percent of the electricity supplied to the elec-
trical grid is provided by diesel generators and the remaining 37 percent is
provided by three 800 kilowatt (kW) wind turbines, run by San Cristébal
Wind, Inc. (Eolicsa) (Eolicsa2012a; ElecGaldpagos 2010b). Although elec-
tricity in all of Ecuador is subsidized, with the state paying approximately
40 percent of residential electric bills, the cost of generating electricity on
the Galdpagos is greater because of the islands’ heavy reliance on isolated
thermoelectric plants (Jicome 2007, 66; MEER 2011)." The price per
kilowatt hour (kWh) of electricity to the consumer is set by the National
Electricity Board (CONELEC) and is uniform across the country, but
the cost of generating one kWh of electricity on the Galdpagos is higher,
requiring larger government subsides. Although the average real cost of
generating one kWh of electricity in 2010 for ElecGaldpagos was $0.64,
the highest price paid by any consumer was $0.11 per kWh, with subsidies
accounting for the variance (Jdcome Montenegro 2010; ElecGaldpagos
2011).

In 2010, the residential sector accounted for 44 percent of electricity
consumption, followed by the commercial sector, which accounted for 32
percent of electricity consumption (Figure 2). Furthermore, the per capita
electricity consumption of ElecGaldpagos residential clients increased
by 22 percent from 2000 to 2010 (ElecGaldpagos 2000; ElecGaldpagos
2010a)." The expected continued growth of electricity demand represents
a challenge for renewable energy development on the Galdpagos, given the
high investment costs and the fixed capacity of renewable energy projects.

Figure 2: Electricity Consumption by Consumer (kWh) 2010
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Source: ElecGaldpagos 2010a; Graphics created by author.
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II1. DrR1vErRs oOF CONSUMPTION

There are numerous drivers of electricity consumption on the Galdpagos
that lead to greater fuel imports from the continent, increased risk of
spills, larger quantities of carbon dioxide emissions, more money spent at
the houschold, commercial, and state levels, and an increased challenge
to meeting demand with renewable energy.

The following sections are based on structured interviews. Since the
purpose of interviewing households and businesses was to gauge general
behavior as it relates to energy consumption and to better understand
local knowledge of energy issues, questions were open-ended. Therefore,
participants may fall into more than one answer category for many of
the questions. For example, for Question 2, five participants mentioned
that they would reduce their consumption and/or invest in energy-saving
technologies or appliances. Although this study’s sample size is not large
enough to draw definitive conclusions on all residents’ energy-related
behavior and beliefs, the structured interview results suggest trends in
behavior and beliefs regarding energy consumption, subsidies, the envi-
ronment, and renewable energy.!?

Subsidies

Electricity sector

As previously mentioned, subsidies pervade the electricity sector on the
Galdpagos, making energy cheaper to the consumerand encouraging greater
levels of consumption. Although most industry experts and locals agree
that there is a need for subsidies, since without them electricity would be
unaffordable to the majority of the population, subsidies encourage energy
use. When interview participants were asked what they would do if they
had to pay approximately four times more for their electricity monthly
(roughly the true cost of electricity), 66 percent mentioned that they
would reduce their consumption, 31 percent mentioned that they would
invest in energy-saving technologies or appliances, 14 percent said that
they would pay and nothing would change, 10 percent said they would
have to increase prices, and 7 percent said that they would not be able to
pay (Figure 3). The responses to this question suggest that that residents’
electricity consumption is largely affected by price.
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Figure 3:

Structured Interview Question 2: The true cost of electricity on the
Galdpagos Islands is at least four times more than what you pay now.
If you had to pay four times more for electricity every month, what
would you do?"
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Source: Structured interviews with households and businesses.

The low cost of electricity on the islands does not encourage energy-saving
behavior and makes investing in energy-saving technologies and appliances
less appealing because of the longer payback period; nine participants
mentioned that they would invest in energy-saving technology and appli-
ances if they had to pay more for electricity.'* For example, subsidies make
the payback period for energy-efficient technologies, such as LED light
bulbs, longer. However, if subsidies were eliminated and a consumer had
to pay the same price that ElecGaldpagos pays to power a 100 watt light
bulb for a year, purchasing an energy-efficient LED light bulb would be
more appealing.”

During one interview, the owner of one of the largest hotels on San
Cristébal mentioned that he had been considering installing solar panels
on the hotel, but mentioned that it was too expensive. This example il-
lustrates how raising electricity prices by reducing subsidies would make
solar panels seem less expensive over the long run, thereby encouraging
residents to install solar panels. Encouraging the islands’ largest hotels to
install solar panels would reduce the commercial sector’s electricity use,
and move the islands substantially closer to the goal of “Zero Fossil Fuels
in the Galdpagos” by 2015.

Transportation

Question 1 illustrates that subsidies also affect the transportation sector.
A study published in the most recent Galdpagos Report highlights the
overpopulation of taxis on Santa Cruz Island, and the fact that many
residents will take a taxi even if their destination is only a few blocks away
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(Cléder and Grenier 2010, 34).' The overpopulation of taxis is due to a
lack of regulation on the entrance of vehicles and the lucrative nature of
the industry (Cléder and Grenier 2010, 35, 38). The overpopulation of
taxis on Santa Cruz also fits the profile of a population that is increasingly
accustomed to motorized vehicles despite the environmental degradation
from increasing use of vehicles. Taxis on Santa Cruz account for 55 per-
cent of the fuel used by terrestrial vehicles on Santa Cruz, and they emit
up to 12 tons of carbon dioxide daily (Cléder and Grenier 2010, 31, 34).

Figure 4:

Structured Interview Question 1: The true cost (the cost that includes
production and distribution costs) of a gallon of gasoline on the
Galdpagos Islands is three times greater than the price that you pay
now. If you had to pay three times more for a gallon of gasoline what
would you do?"’
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Source: Structured interviews with households and businesses.

Terrestrial vehicles represent 12 percent of fossil fuel consumption on
the Galdpagos, a figure that could be substantially reduced by reducing
subsidies, which would make operating a taxi less lucrative and would
increase prices for passengers (Petroecuador 2011). When respondents
were asked what they would do if they had to pay three times more for a
gallon of gasoline, 58 percent of these responses included reducing use or
walking or biking (Figure 4). Although reducing subsidies is an important
componentofencouraging walking or cycling over driving, other incentives
should also be pursued. For example, several industry experts mentioned
expandingbicycle lanes, introducing electric vehicles, and expanding public
transportation (for example, public buses that travel up to the highlands
on Santa Cruz, Isabela, and San Cristébal) as ways of reducing the use of
terrestrial transportation and fuel use by the sector.
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Understanding Subsidies

It is also clear that many residents do not understand the true effect of
subsidies; only 20 percent of those surveyed mentioned that subsidies
increase consumption or harm the environment (Figure 5). This suggests
that reducing subsidies is a difficult political decision to make, since a
majority of constituents fail to understand the harmful effects of subsidies
and see subsidies as a necessary benefit. Even if subsidies are necessary to
some extent, it is important for residents to understand their effects and
their costs to the government.

Figure 5:
Structured Interview Question 3: What do you think of petroleum

subsidies? How do they affect life on the Galdpagos Islands?'®
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Source: Structured interviews with households and businesses.

It is also interesting to note that, in spite of 44 percent of interview
participants mentioning that subsidies are good, should exist, or help in
some way, 55 percent of participants said that they would consider paying
more for fuel and electricity if they were generated by renewable sources.
Moreover, only 24 percent said that they would not consider paying more.
Ideally, relying more on renewable energy and less on fossil fuels would
make electricity generation cheaper over the long run, but this indicates
that residents might be willing to pay more for electricity if the money
spent were going toward renewable energy development. This also suggests
that perhaps residents would be supportive of investment in small-scale
renewable energy projects for household use, such as solar panels.

Although Ecuador seems to be heading in the right direction by reducing
subsidies to discourage energy consumption, reforms have been minimal.
The government recently passed a law that increases the rate for residential
clients that consume over 500 kWh monthly; however, this will only affect
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3 percent of the Ecuadorian population in the residential sector (MEER
2012b). Additionally, as of April 2011, CONELEC will be providing feed-
in tariffs to renewable energy project developers to incentivize renewable
energy development by offsetting part of the initial start-up cost (Gipe
2011).

Continuing to redesign subsidies in such a way that encourages energy
efficiency, promotes renewable energy development, and protects the most
economically disadvantaged households will help the Galdpagos reach its
goal of “Zero Fossil Fuels in the Galdpagos” in the electricity sector by
2015.

Inefficient Electrical Appliances

GaldpagoSolar, a non-profit organization that works with the government
of Ecuador and local high school and university students on the Gald-
pagos, measures the electricity consumption of electrical appliances and
apparatuses on the islands. The organization has been working with local
high school students to monitor the energy use of refrigerators, which
consume more energy than most appliances because they are constantly
running. This study finds that the average refrigerator on the Galdpagos
consumes 1,105.23 kWh annually, equaling approximately 90 gallons of
diesel (GaldpagoSolar 2011; ElecGaldpagos 2010b)." For comparison, the
most energy-efficient full size refrigerator and freezer combination for sale
in the United States in 2010 consumed 334 kWh annually (Barrios 2011).

If approximately all households own a refrigerator and ElecGaldpagos
has 6,495 residential clients, this equates to 584,550 gallons of diesel
used to power residential refrigerators per year, which represents roughly
6 percent of the 9,900,000 gallons of diesel shipped to the Galdpagos in
2010 (ElecGaldpagos 2010a; Petroecuador 2011).%

In an effort to reduce nation-wide energy consumption, the govern-
menthaslaunched the “Programa Renovadora” (Renewal Program), which
seeks to replace refrigerators that are older than ten years with 330,000
new energy-efficient refrigerators at a low cost to residential clients who
consume less than 200 kWh per month (MEER 2012a). The new refrig-
erators will consume 780 kWh annually, and 3,000 will be sent to the
Galdpagos (Meza 2011). On the Galdpagos, the new refrigerators will
represent a savings of 975,690 kWh and 79,518 gallons of diesel annually
(Meza 2011; GaldpagoSolar 2011; ElecGaldpagos 2010a).?! Although this
is an improvement, if the Galdpagos were to receive 3,000 of the most
energy-efficient refrigerators (annual consumption of 334 kWh), savings

would be equal to 2,313,690 kWh and 188,564 gallons of diesel (Meza
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2011; Barrios 2011; ElecGaldpagos 2010a).? Although the most energy-
efficient refrigerators are undoubtedly more expensive, the greater energy
savings translates into lower expenditures on electricity at the household
level, fewer subsidies at the national level, and greater environmental
benefits since less diesel would need to be transported to the Galdpagos
and fewer emissions would be released. Further, it remains to be seen how
the government will dispose of the used refrigerators.

Boosting energy efficiency is the cheapest way to save energy, and
encouraging residents to replace older, inefficient electrical appliances
and apparatuses is an effective way to conserve energy. The “Programa
Renovadora” should be expanded to encourage the replacement of other

appliances and apparatuses with high energy-saving potential, like light
bulbs.

Lack of Awareness and Access to Renewable Energy

If the Galdpagos is going to achieve its goal of eliminating the use of fos-
sil fuels in electricity generation by 2015, it is imperative that residents
understand the importance of boosting energy efficiency and the motive
behind setting such a goal in the first place. Improving residents’ aware-
ness of the importance of household energy conservation, understanding
of the effects of energy consumption on the environment, awareness of
alternate sources of energy, and access to renewable energy is also critical
to instigating energy-efficient behavior and reducing energy consumption
in the tourism sector, since many residents own establishments that serve
tourists.

Even though all structured interview participants agreed that protect-
ing the environment of the Galdpagos is important, few showed a clear,
comprehensive understanding of how energy consumption affects the
islands. Respondents’ answers to the Questions 4, 5, and 6 demonstrate
that the majority of residents think that petroleum products affect the
environment of the Galdpagos, that renewable energy is good, and that
there is a relationship between the consumption of energy and the environ-
ment. For Question 4, 32 percent of responses mentioned oil spills as the
principal way that petroleum products affect the environment, 21 percent
mentioned vehicles, and 21 percent mentioned trash or litter; none of the
responses mentioned electricity (Figure 6).
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Figure 6:

Structured Interview Question 4: How is the environment of the
Galdpagos Islands affected by petroleum products (fuel)??
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Source: Structured interviews with households and businesses.

For Question 5, 93 percent of responses mentioned that renewable
energy is good, 11 percent mentioned power outages from wind energy,
11 percent mentioned that renewable energy is expensive, and 18 percent
mentioned a need for suppliers or workshops about renewable energy, a desire
to apply it to a business, or that the respondent was unsure how to apply
it to his or her business (Figure 7). More specifically, the same two hotel
owners mentioned that they were unaware of companies or organizations
that were capable of installing and maintaining solar panels, and that such
companies were needed in order to promote the use of solar panels. These
results highlight a potential gap in services and suggest that if renewable
energy were more affordable and accessible, more people would consider
utilizing it for their business or even their home. Offering workshops
to train people to install solar panels and solar water heaters could also
encourage people to capitalize on renewable energy sources, which would

lead to greater energy independence, save money, and conserve diesel.
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Figure 7:
Structured Interview Question 5: What do you think of renewable
energy?*
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Source: Structured interviews with households and businesses.

For Question 6, 48 percent of responses mentioned that there was
a relationship between energy consumption and the environment, but
these responses did not include a valid description of this relationship;
24 percent mentioned a need to conserve or not waste energy; 20 percent
said that there was no relationship or a minimal relationship between the
consumption of energy and the environment; and 20 percent mentioned
that there was a relationship between the consumption of energy and the
environment and provided a valid description of this relationship (Figure
8). Answers to Question 6 are particularly insightful because this question
required a deeper analysis of the connection between fossil fuels and the
environment, and while most respondents knew that there was a relation-
ship, only 20 percent of responses provided a valid description of this
relationship. Furthermore, there was no mention of electricity consump-
tion. The answers to Question 6 illustrate the fact that many residents do
not fully understand the relationship between energy consumption and
the environment, particularly at the household level.
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Figure 8:

Structured Interview Question 6: Do you see a relationship between
the consumption of energy and the environment??
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The lack of awareness and accessibility to renewable energy resources at
a micro-level drives residents’ energy consumption by preventing energy-
saving behavior and adoption of renewable energy technology. Residents
that are unaware of the relationship between energy consumption and the
environment do not see a need to conserve energy at home or at work,
other than to save money. Boosting residents’ awareness of energy con-
servation and its impact on the environment and improving accessibility
to and affordability of renewable energy resources would require financial
resources; however, such efforts are critical to reducing the Galdpagos’
dependence on imported fossil fuels and all of the problems related to
this dependence.

The project La Onda Verde, implemented by GaldpagoSolar, trains
students to implement energy monitoring projects in addition to inform-
ing them about energy consumption, the relationship between energy
consumption, diesel usage, and the environment, and energy conserva-
tion. Furthermore, La Onda Verde and GaldpagoSolar inform residents
of the Galdpagos about energy consumption, ways to conserve energy,
the translation of kWh to diesel, and the cost of electricity as they enter
people’s homes to monitor the energy consumption of electrical appliances
and apparatuses. Expanding projects such as these to reach more residents,
while also incentivizing the use of energy-efficient electrical appliances and
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apparatuses and reducing subsidies, would encourage energy conservation.
This, in turn, would reduce national and household expenditures, the
likelihood of oil spills, and greenhouse gas emissions.

IV. ConcLusioNs AND RECOMMENDATIONS

The Galdpagos Islands’ dependence on fossil fuel imports from mainland
Ecuador contributes to energy inefficiency and insecurity, increases the
risk of oil spills, leads to inefficient governmental expenditures in the form
of subsidies, and contributes to climate change and pollution from the
emission of greenhouse gases. Although the tourism sector is the biggest
consumer of fossil fuels, residents themselves must first become conscien-
tious of their own energy consumption before significant changes related
to energy consumption will be made within the tourism sector. This is
especially true since many of the hotels, taxis, and other establishments
that attract tourists are owned by residents. Because the electricity sector
is the second largest consumer of energy, understanding the drivers of
residents’ electricity consumption is particularly important to reducing
the Galdpagos” overall energy consumption and to achieving the goal of
“Zero Fossil Fuels in the Galdpagos” in the electricity sector by 2015.
The survey data of this study provide some interesting insights into
residents’ knowledge of energy issues and beliefs regarding renewable energy,
subsidies, and the relationship between energy and the environment. The
results indicate that the primary drivers of residents’ energy consumption
are subsidies, inefficient electrical appliances, and a lack of awareness of
and accessibility to renewable energy. Based on these findings, the follow-

ing policies are recommended:

* Redesign subsidies:
To curtail these drivers of energy consumption on the Galdpagos,
policy makers should seriously consider redesigning subsidies to
encourage energy efficiency, conservation, and renewable energy
development, while continuing to support the most economically
disadvantaged households. Electricity prices for the largest hotels and
other businesses that consume the most electricity should continue
to move upwards towards their unsubsidized prices to discourage
excessive use, encourage electricity conservation, and reduce the pay-
back period for investments in renewable energy or energy-efficient
technologies. Furthermore, the price of gasoline should be increased
to discourage the use of terrestrial vehicles, such as taxis. Although
such efforts will undoubtedly be met with political resistance, the
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government could use the money saved by reducing subsidies to
offer technical and financial support to businesses wishing to utilize
renewable energy technologies. Fuel subsidies must also be reduced
to decrease the demand for taxis.

* Encourage the use of efficient electrical appliances and
apparatuses:
Policy makers should also consider extending the “Programa
Renovadora” to include other electric appliances and apparatuses,
such as light bulbs, and should ensure that the replacement appli-
ances are the most energy-efficient so as to have the greatest effect
on reducing fossil fuel consumption. Expanding projects such as
these to include businesses and reach more residents would boost
awareness of energy issues and encourage the use of energy-efficient
electrical appliances and apparatuses, thereby reducing expenditures
at all levels, reducing the likelihood of oil spills, and decreasing

greenhouse gas emissions.

* Increase accessibility to renewable energy technologies:
Since policy makers agree that utility-scale renewable energy projects
will never be able to provide 100 percent of the Galdpagos’ electric-
ity needs, residents should be encouraged to develop small-scale
renewable energy projects at their homes and businesses. Workshops
should be offered to train people how to install solar panels and solar
water heaters. This would provide another great forum for boosting
awareness of energy issues while also encouraging people to capitalize
on renewable energy sources, which would lead to greater energy

independence, save money, and conserve diesel.

* Expand transportation options:
The terrestrial transportation sector also offers promising solutions.
Narrowing roads and expanding bicycle lanes in the busiest areas,
such as in Puerto Ayora, may encourage people to ride bicycles
rather than take taxis and drive personal motorized vehicles. Bi-
cycle taxis could also decrease demand for traditional taxis and take
advantage of expanded bicycle lanes. Introducing electric vehicles
is also an option. For example, policy makers on San Cristébal are
considering introducing electric vehicles since they could be hooked
up to the electrical grid at night when the wind blows and no one
uses the electricity that the turbines generate. Yet another option is
expanding public transportation. For example, establishing public
bus systems that provide service up to the highlands on Santa Cruz,
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Isabela, and San Cristdbal and to other popular destinations would
reduce demand for taxis.

* Find solutions for reducing the consumption of existing
maritime vehicles:
Although this paper does not specifically address maritime vehicles’
fossil fuel consumption, it is worth noting that one policy maker
mentioned the possibility of installing renewable energy technolo-
gies on-board ships to provide electricity in cruise cabins and reduce
the fuel being used by on-board generators. This could be a viable
solution for making existing maritime vehicles more fuel-efficient.

Although the Galdpagos Islands are geographically, socially, and
culturally unique, successful implementation of the above-mentioned
policies on the Galdpagos could serve as a pilot project and lead to their
implementation in other communities that face energy insecurity and
environmental degradation. This study provides preliminary evidence on
the drivers of residents’ energy consumption in the terrestrial transporta-
tion and electricity sectors, but more research should be done to better
gauge residents’ interest in workshops and micro-level renewable energy
technologies. Focus group discussions would also provide a valuable tool
for taking into account residents’ ideas on how to decrease the islands’
energy consumption.

There is much that needs to be done to effectively reduce the Galdpagos
Islands’ energy dependence and resulting environmental degradation, but
understanding the drivers of local energy consumption is a critical first
step. If the Galdpagos can effectively combat the challenges presented in
this paper, the archipelago will pave the way for other communities to
follow suit, resulting in compounded benefits to the environment and the
global community.

NoOTES
'In 1990, the resident population of the Galdpagos Islands was 9,785 and there

were 41,192 annual visitors. In 2010 the resident population was 25,124 and
there were 173,297 annual visitors.

2 For the remainder of this paper, “fossil fuels” will refer to gasoline extra and diesel
2; the Galdpagos also import liquefied petroleum gas for cooking, but this falls
outside of the focus of this paper.

3 Transporting fossil fuels to the Galdpagos requires 164,779 gallons of fuel annu-
ally (Yanez 2011; Petroecuador 2008).
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4 Total fuel subsidies in 2006 were estimated to be $2,147 million USD, and
$13,402,294 USD/$2,147 million USD=.00624.In 2010 the total Ecuadorian
population was 14,483,499 and the population of the Galdpagos was 25,124;
25,124/14,483,499=.00173.

> Galdpaguefios refers to residents of the Galdpagos Islands.

¢ There were twenty-two participants on San Cristébal, five participants on Santa
Cruz, and three participants on Isabela.

7 Interviews with industry experts occurred on San Cristébal and Santa Cruz and
in Quito.

879 percent of total imports was diesel 2 and 21 percent was gasoline extra.

% 45 percent Tourist Vessels + 13 percent Maritime Vehicles + 7 percent Foreign
Vessels = 65 percent.

1% Jsolated thermoelectric plants are more expensive because each island must have
its own power plant, which prevents economies of scale, making electricity
generation more expensive.

'Tn 2000, there were 3,396 residential clients that consumed a total 0of 5,511,668
kWh. In 2010, there were 6,495 residential clients that consumed 12,842,165
kWh.

> Morein-depth, comprehensive interviews are needed to accurately gauge residents’
beliefs and behavior on San Cristé4dbal, Santa Cruz, Isabela, and Floreana Islands.

13 There were twenty-nine respondents to Question 2.

14 Payback period refers to the time it would take for the money saved from using
energy-saving technology to be equal to the cost of the initial investment in
the energy-saving technology.

15 If a 100 watt light bulb were on for 24 hours per day for one year, ElecGaldpagos
would pay an average of $560 USD: 100W=0.100 kWh*24 hours *365 days =
876kWh/year *$0.64 USD = $560 USD/year (Jicome Montenegro estimates
that the average cost of generating 1 kWh on the Galdpagos Islands is $0.64
USD [Jédcome Montenegro 2010]).

1¢The Galdpagos Report, a compilation of socio-economic and biological analyses
thatare critical to decision-making in the Galdpagos, is published every other year.

7 There were eleven respondents to Question 1.

'8 There were twenty-five respondents to Question 3.

19This is based on the average yield of 12.27 kWh/gallon of diesel on San Cristébal:
1,105.23 kWh/12.27 kWh/gallon = 90 gallons of diesel.

206,495 residential clients*90 gallons/year = 584,550 gallons of diesel used to power
residential refrigerators annually, and 584,550 gallons/9,900,000 = 5.91 percent.

211,105.23 kWh —780 kWh = 325.23 kWh savings*3,000 refrigerators = 975,690
kWh saved/12.27 gallons of diesel/kWh = 79,518 gallons of diesel saved.
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#21,105.23kWh—334kWh =771.23 kWh saving*2,000 refrigerators = 2,313,690
kWh saved/12.27 gallons of diesel/kWh = 188,564 gallons of diesel saved.

2 There were twenty-eight respondents to Question 4.

24 There were twenty-eight respondents to Question 5.

» There were twenty-five respondents to Question 6.
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ARE CHINESE NGOs
“GoING OuTt”?
THE RoLE oF CHINESE NGOs
AND GONGOs IN
SINO-AFRICAN RELATIONS

David Brenner

As Chinese investments on the African continent have grown,
many African non-governmental organizations (NGOs) have
expressed concern over the negative side effects of China’s
expansion on the continent on labor rights, local production,
the environment, and local governance. Evidence suggests that
Chinese government leadership realizes that it must effectively
engage African NGOs in order to continue to advance its busi-
ness goals in Africa. For this reason, the Chinese government
has organized a variety of official NGO fora to augment the
triennial ministerial-level Forum on China-Africa Cooperation
(FOCAC) between China and African states. While these fora
allow invited African NGOs to discuss issues related to the
Millennium Development Goals with Chinese government-
organized NGOs (GONGO:s), the Chinese government remains
reluctant to engage in substantively meaningful dialogue with
African NGOs about issues of concern related specifically to

Chinese investments in Africa. Instead, the government utilizes
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GONGOs asaliaison with African NGOs with the aim to man-
age and restrict NGO involvement in Sino-African relations.
Some GONGO:s have, however, managed to distance themselves
from the central government and have developed agendas of
their own. Be that as it may, such GONGOs remain primarily
concerned with promoting China’s image in African countries
rather than engaging with politically sensitive aspects of soaring
Chinese overseas investments in Africa. Independent Chinese
NGOs that promote environmental and social responsibility
for Chinese enterprises in Africa do exist, however. At present,
though, they remain a rare exception, as the bulk of China’s
NGO community lacks the resources, expertise, and networks
to engage on issues relevant to Africa, and are preoccupied with
China’s own social and environmental problems. Furthermore,
despite the Chinese government’s promise to promote NGO
involvement in Sino-African relations, it is far from supporting
a greater international engagement by supporting independent
Chinese NGOs, as it is doing with Chinese firms via its “going

out” strategy.

I. INTRODUCTION

In 1999, the Chinese government began supporting outward foreign direct
investment by subsidizing the overseas investments of Chinese state-owned
and private enterprises in strategic sectors such as resource extraction. This
approach has become known as China’s “going out” policy (Salidjanova
2011, 5). Subsequent growth in investment and trade between China
and various African countries has gradually made their relations more
complex. Although many African NGOs view growing Chinese activities
in their countries with suspicion, these NGOs have thus far not featured
prominently in Sino-African relations.

Yet, African NGOs have begun voicing greater concern over Sino-African
relations, pointing specifically to problematic side effects of Chinese invest-
ment and trade engagement in Africa including labor rights violations,
the crowding out of local production, environmental degradation, and
potential adverse effects of China’s non-interference policy on efforts to
promote good governance principles in the administration of African states
(Manji and Marks 2007). Some African scholars have even called upon
Chinese NGOs to cooperate with their African counterparts to hold the
Chinese governmentand Chinese companies accountable for their activities
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on the continent (Ong’ayo 2010, 243). Yet, given China’s authoritarian
political system, China’s immense domestic socio-economic problems,
and the overall immaturity of China’s NGO community, serious Chinese
NGO engagement in Sino-African relations would seem unlikely. Never-
theless, in the closing communiqué of the 2009 Forum on China-Africa
Cooperation (FOCAC), the Chinese government stated its intention to
promote NGO involvement in Sino-African relations (Forum on China-
Africa Cooperation 2009). Are these just empty words or is there reason
to suspect that Chinese NGOs will receive governmental support, as have
Chinese companies under the “going out” policy?

To answer this question, this paper analyzes three different Chinese
organizations that are regarded as non-governmental in China and are
involved in Sino-African relations. The cases were chosen for their or-
ganizational differences, which primarily owe to their varying degrees of
autonomy from Chinese leadership. Findings suggest that Chinese NGOs
engage only in topics with relevance for Sino-African relations when doing
so is beneficial for their own organizational development.

The paper is organized as follows: first, the general differences between
government-organized NGOs (GONGOs) and NGOs in China and their
roles in international affairs are described. An organizational theory frame-
work is then introduced and used to analyze three specific Chinese NGOs.
The firstof these isa young GONGO that was founded and remains closely
supervised by the International Department of the Central Committee of
the Communist Party of China (CPC); the second is a more independent
GONGO that, while funded primarily by Chinese enterprise donations,
nevertheless promotes the official Chinese government approach towards
Sino-African relations. Finally, the third is an independent NGO that
has successfully promoted the development of environmental and social
safeguards for Chinese overseas investment.

The paper finds that the Chinese government’s support for Chinese
NGOs engaged in Sino-African relations is considerably less than that
provided to Chinese firms under the policy of “going out.” Neverthe-
less, Chinese government leadership has begun to promote the role of
GONGO:s in international affairs in order to manage and control NGO
involvement in Sino-African relations and promote its image in Africa.
New funding opportunities from the Chinese government, the CPC, as
well as Chinese companies working in Africa have made greater engage-
ment in Sino-African relations attractive for some Chinese GONGOs.
In contrast, most independent Chinese NGOs are neither capable of nor
interested in working on topics related to Sino-African relations. Although
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thisis mainly attributable to China’s restrictive political system and Chinese
NGOs’ preoccupation with domestic problems, the analyzed NGO shows
that it is still sometimes the case for these organizations to engage on is-
sues with relevance to Sino-African relations. Beijing’s support remains a
prerequisite for doing so.

II. CainA’s NGO Community — NGOs AND
GONGOs

Since China embarked on its reform process, the number of Chinese
NGOs has risen steadily (Wang and Liu 2009, 12-13). Yet, China’s rulers
continue to restrict independent citizens from organizing. Given the high
bureaucratic hurdles for official NGO registration, many NGOs operate
formally as different legal entities or are not registered at all (Wang and
Liu 2009, 30). For this reason, the exact number of Chinese NGOs is
currently unknown. Estimates, however, suggest that several hundred
thousand Chinese NGOs have been established since the 1980s (Wang
and Liu 2009, 12-13).

Because apolitical NGOs face fewer constraints in China, most of the
country’s NGOs provide some form of social welfare service. Environ-
mental protection is another area of focus that has provided fertile soil
for NGOs to grow because it is not regarded as a political issue in China
(Wong 2005)." In order to remain viable, NGOs in China cannot pursue
strategies which contravene the interests and policies of the state. For this
reason, and in order to secure resources, implement projects, and influence
policy, these NGOs often seek alliances with the state (Hsu 2010).

In addition to NGOs, China has seen a massive increase in the num-
ber of GONGOs over the last three decades. Unlike NGOs, GONGOs
are established by a government institution and are only quasi non-gov-
ernmental. Described differently, GONGOs are agents that fulfill roles
within Chinese policy-making and policy implementation that cannot
be performed by the state itself (Economy 1997). The first generation of
GONGO s, China’s communist mass organizations founded in the 1950s,
were mostly intended to function as a “transmission belt” between the
state and society to encourage popular participation in political life, as
well as for educational purposes (China Development Brief 2007).2 After
China embarked on its opening-up reforms, it became common practice
for government institutions to set up GONGOs for financial purposes
such as channeling private money to public causes or tapping international

expertise and donor money.
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Yet, China’s austerity reforms of the late 1990s steadily cut financial
supportto GONGOs, forcing them to identify alternative funding sources.
In order to raise funds from the general public and international donors
and to contend with growing competition from the growing community
of independent Chinese NGOs, they developed new agendas and strate-
gies (Wu 2002, 53-54). With increasing financial independence, some of
them gained greater autonomy from their founding institutions, which is
reflected in their changing behavior. The success of “Project Hope”, a fund
with which the GONGO China Youth Development Foundation (CYDF)
raises money from the Chinese public for improving access to education
for children from poor families, for instance, granted the GONGO sig-
nificant operational independence from its patron, the Communist Youth
League of China. Moreover, the projectallowed the organization to publicly
criticize the Ministry of Education’s practice of privatizing education in
rural China (Lu 2007, 193-194). With growing technical expertise and
extensive professional networks to international NGOs and donors, some
GONGOs have established themselves as integral stakeholders influencing
policy and legislation (Wu 2002, 52-53).> Thus, while lacking full inde-
pendence, some GONGOs have nevertheless developed a greater degree
of autonomy from the Chinese government than others.

ITI. CHINESE NGOs AND GONGOs IN
INTERNATIONAL AFFAIRS

In addition to domestically focused communist mass organizations,
some of these first-generation GONGOs have been founded to promote
international exchange in times of diplomatic isolation. The Chinese
People’s Association for Friendship with Foreign Countries (CPAFFC),
for instance, has been a particularly valuable diplomatic tool for engaging
foreign governments and opposition groups with which official Chinese
channels had been closed or otherwise proved problematic (Anonymous
official, Central Committee of the CPC 2011). Yet, many internation-
ally active GONGOs were founded more recently, particularly since the
1980s, when emerging neoliberal values motivated the international
development community to praise NGOs as more efficient than the state
in promoting development. This led Western donors to divert official
development aid away from state programs and towards NGOs (Lewis
2010, 334). The Chinese government established GONGOs in order to
tap these international funds now unavailable to state institutions (Wu
2002, 49-51). Many Chinese GONGOs now participate in international
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conferences and have been granted NGO-consultant status by the United
Nations’ Economic and Social Council (Wu 2002, 49-51). Beijing has
also begun to facilitate GONGO engagement in international affairs
in order to access the growing private charitable donations of Chinese
citizens and firms to humanitarian and development projects worldwide.
For instance, the Chinese Red Cross and the China Charity Federation,
two of China’s largest GONGOs, raised tens of millions of dollars for
relief efforts that followed the 2004 Asian tsunami and the 2005 Pakistani
earthquake (Brautigam 2009, 122). Chinese GONGOs, such as China
Poverty Relief, have also started providing emergency relief and executing
health and education projects (MqVU 2010).* Influential Chinese policy
consultants have recently recommended promoting the outreach capaci-
ties of GONGO:s in order to better influence global public opinion and
project soft power (MqVU 2010).

How China is represented on the world stage remains a very sensitive
topic for the Chinese leadership. It is perhaps not surprising then that,
while gradually utilizing GONGO:s as a foreign policy tool, the Chinese
government is critical of Chinese NGOs that work on transnational and
global issues and curbs their operations (Anonymous official, Central
Committee of the CPC 2011).

In addition to government restrictions, most of China’s NGOs are too
underdeveloped to operate internationally. Unlike many Western NGOs
and Chinese GONGOs, most Chinese NGOs lack the resources, experi-
ence, networks, and knowledge of foreign policy-making and contemporary
international relations to engage effectively outside of China’s borders (Fu
2008, 244-245). A variety of domestic problems including environmental
degradation, poverty, and widening inequalities are pressing concerns for
the vast majority of Chinese. Chinese NGOs dependent upon public
support can typically focus on global issues only when they are locally
relevant as well, such as cross-border river protection or climate change
(Denker 2008, 7). Thus, the vast majority of China’s NGOs engage solely
on domestic issues. Due to the political sensitivity of foreign policy in
China, Chinese NGOs working on international issues must frame their
engagement in apolitical terms. The small number of Chinese NGOs that
have begun looking into global governance are, thus, all concerned fore-
most with environmental issues. The 2002 World Summit on Sustainable
Development in Johannesburg was the first such event that saw sizeable
Chinese NGOs participation (Wu 2009, 1). Since then, such NGOs
have established a small but common presence in global environmental

and climate summits; this group even hosted its own side event to the
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2010 United Nations climate negotiations in Tianjin (Anonymous staff,
Heinrich Boell Foundation 2010).

I'V. CHiNEsE NGOs aAND GONGOs 1N SiNo-
AFRICAN RELATIONS

The discussion of Chinese NGOs and GONGOs has shown that some
NGOs willingly trade autonomy from the state against alliance with the
state for greater influence in policy-making, and some GONGOs enjoy a
larger degree of independence from state institutions than others. There
are, however, vital differences between and amongst Chinese NGOs and
GONGOs concerning their outlook on and engagement in Sino-African
affairs. Organizational theory provides a framework for analyzing these
differences.

Conceptual Framework — An Organizational Perspective

Carolyn Hsu’s organization theory perspective on state-NGO relations
in China reveals that many NGOs are not necessarily seeking greater au-
tonomy from the state, as is often conceived by Western observers (Hsu
2010). Extrapolating from her conceptual framework, the main concern of
NGOsand GONGO:s is with organizational viability and not the building
of civil society or the delivery of services. Like most other organizations,
NGOs are driven primarily by their need to secure resources (Pfeffer and
Salancik 2003). Unsurprisingly, NGOs devote significantamounts of time
to fundraising activities. In order to successfully attract funds, they must
develop a distinctive institutional account, an argument with which they
present their comparative advantages over competing institutions in order to
attract funding (DiMaggio 1988). In creating this argument, organizations
vary in their approaches due to their already available funding sources and
their institutional environment (DiMaggio 1988). For example, NGOs
working in international development mostly try to attract funding from
donor agencies and states. Thus, they often risk catering to Western do-
nors’ conceptions of developmentas opposed to that of local communities
(Tvedt 2006).> Another central part of an NGO’s institutional account is
its self-portrayal. This derives from its founder’s ideological and cultural
frameworks that construct the narrative explaining the organization’s raison
d’étre (Friedland and Alford 1991). The organization’s identity, as well as
its modus operandi, is also shaped by its individual members’ institutional
experience, such as previous employment with other institutions. Such
experience leaves individuals with certain sets of expectations and skills that
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influence their respective NGO’s work strategy and professional capacity
(DiMaggio and Powell 1991).

This analytical concept can be used to explain the varying interest
and roles of Chinese GONGOs and NGOs in Sino-African relations.
Specifically, institutional accounts differ according to 1) the sources of
their operating budget; 2) the organization’s institutional environment;
3) its explanatory framework and self-portrayal; and 4) the institutional

experience of its staff.

Beijing’s Rationale for Involving GONGOs in Sino-African
Relations
With the shift away from ideas about state led-development, which fol-
lowed the ascendency of neoliberal economic ideology in the 1980s, major
donors started to view government-to-government aid as increasingly inef-
ficient. NGOs were regarded as the new panacea for development (Lewis
2010, 334-335). Western donors, international finance institutions, and
aid agencies perceived NGOs as flexible, innovative, and connected at the
grassroots level (Lewis 2010, 334-335) and praised them for their entrepre-
neurial ability to implement projects more efficiently and effectively than
traditional aid agencies (Stewart 1997, 13). Since the donor community
began funding NGOs directly, NGO influence has steadily grown. With
the concurrent rollback of state institutions by donor-prescribed macro-
economic structural adjustment, NGOs have gradually assumed many
functions of the state in countries throughout Africa, including welfare
service provision. NGOs have, therefore, not only become an important
lobbying group on the African continent, but are now also central stake-
holders in the governance of many African states (Manji 2007, vii-viii).
African NGOs are often critical of China’s presence on the African
continent, citing labor rights violations, suppression of local production,
environmental degradation, and potential adverse effects of China’s non-
interference policy on efforts to promote good governance (Manji and
Marks 2007). Not surprisingly, these NGOs have demanded participation
in government-dominated Sino-African relations to make their voices
heard (Marks 2011). It appears that the Chinese government leadership
realizes that it must eventually engage African NGOs as it further expands
its business activities in Africa. The government first promulgated this new
awarenessat the 2009 FOCAC, the fourth ministerial-level meeting between
China and African countries that has been held since 2000. According to
the summit’s closing communiqué, state governments encourage greater
cooperation between Chinese and African NGOs (Forum on China-Africa
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Cooperation 2009). Since then, the Chinese government leadership has
initiated several dialogue platforms that bear the official FOCAC logo and
center around poverty eradication between hand-picked African NGOs
and Chinese GONGO:s.

The Chinese government nevertheless remains reluctant to liaise directly
with African NGOs. According to a senior official of the CPC Central
Committee’s African Bureau, the government is uncertain of their indi-
vidual objectives and, thus, cannot act to promote cooperation until these
objectives can be ascertained (Anonymous official, Central Committee of
the CPC 2011). This is because China’s non-interference policy prohibits
government civilians from establishing official communication with any
NGO affiliated with opposition movements in Africa. As a result, only
those African NGOs in good standing with their respective state govern-
ments or that are apolitical are invited to FOCAC seminars. Another
prerequisite for NGOs to participate in these events is that they are welfare
oriented and do not engage in government lobbying efforts, whether they
are African or Chinese (Anonymous official, Central Committee of the
CPC 2011). Consistent with China’s domestic NGO management strat-
egy, the Chinese government supports the participation of welfare service
provision-oriented and apolitical nonprofit organizations to assist the state
in fulfilling its duties, while scrutinizing NGOs with mission statements
or modes of operation similar to those of political pressure groups. In its
attempt to manage African NGOy’ involvement in Sino-African relations,
Beijing draws heavily on some GONGO:s for their NGO-like appearance.

China NGO Network for International Exchange - GONGOs
as a Diplomatic Tool?

Because most GONGO staff members are affiliated with the Chinese
government, these organizations are generally viewed as trustworthy and
capable of representing China on the global stage and advancing the in-
terests of Chinese leadership (Anonymous official, Central Committee of
the CPC 2011). For this reason, in 2005, the International Department of
the CPC’s Central Committee set up the China NGO Network for Inter-
national Exchange (CNIE),® an umbrella organization whose membership
comprises other GONGOs and whose leadership includes experienced
former Chinese diplomats. Despite identifying itself as an NGO, CNIE
manages the involvement of foreign NGOs in China’s foreign policy,
liaises with NGOs in other developing countries on behalf of the CPC,
and briefs Chinese leadership on the activities of international NGOs.
Although CNIE’s focus is not restricted to the African continent, most
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of its efforts are aimed at African NGOs (Anonymous official, Central
Committee of the CPC 2011).

In order to manage NGO involvement in Sino-African affairs on be-
half of Chinese leadership and liaise between Beijing and African NGOs,
CNIE organizes capacity building seminaries and exchange programs for
handpicked African NGOs and Chinese GONGO:s. Issues of focus at
these platforms include rural poverty relief, minority issues, and NGO
affairs (China NGO Network for International Exchange 2010). Until
recently, most of these activities had been small relative to other interna-
tional NGO gatherings. However, in August 2011, CNIE held a sizeable
NGO conference in Nairobi, an apparent demonstration that Chinese
leadership is gradually increasing the number of resources used in efforts
to charm African NGOs. In partnership with the Kenyan government
agency for NGO affairs, CNIE convened more than one hundred NGOs
from across Africa with twenty Chinese GONGOs’ to address issues of
food security, HIV and AIDS, and climate change (Xinhua 2011). CNIE
has also become a regular participant at international NGO conferences
and summits. At the 2007 World Social Forum (WSF) in Nairobi, CNIE
organized a panel discussion on China in Africa, where it attempted to
assuage African NGOs’ concerns over Chinese investments in Africa.
However, a heated debate which ensued once the discussion had begun
ultimately triggered CNIE’s secretary general to fiercely defend the Chinese
government’s investment policy. Such reaction, in turn, provoked even
more accusations by African NGO representatives. Since African NGOs
are often critical of their own government elites, CNIE’s overt defense
of its government appears to have disqualified it as a serious dialoguing
partner (Bello 2007).

As a consultant to Chinese government leadership, CNIE deputy
secretary-general Shen Beili recently edited a book on African NGOs
and Sino-African relations® (Shen and Liu 2009) that is intended to serve
as explicit guidance for Chinese state institutions dealing with Chinese
investments in Africa (MqVU 2010). Despite CNIE’s alleged mission
of promoting NGO exchange, the handbook claims that most African
NGOs serve as mouthpieces of Western interests and are potential threats
to Sino-African relations. The piece contends that NGOs pose a “challenge
to national sovereignty, an intervening factor in foreign relations [and] a
factor in shaping a country’s image” and references the United States’ role
in financing NGOs around the world, which, according to the publication,
contributed to the overthrow of authoritarian regimes in various “color

revolutions” (Shen and Liu 2009, 29, as cited in MqVU 2010). African
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NGOs are further portrayed as influenced by Western governments, with
the effect being that they are biased against China’s emerging role in Af-
rica (Shen and Liu 2009, 72, as cited in MqVU 2010), a dynamic which
threatens to “damage China’s international standing”, “weaken China’s
soft power”, and “erode the basis of China-Africa cooperation” (Shen and
Liu 2009, 74-75, as cited in MqVU 2010). The piece recommends that
the government develop a long-term strategy to manage African NGOs,
utilizing GONGOs to improve outreach and propaganda efforts (Shen
and Liu 2009, 74-75, as cited in MqVU 2010).

Despite its name, CNIE acts more as a gatekeeper than as a facilitator for
African NGOs to become involved in Sino-African relations. CNIE’s staff
and projects are exclusively funded by the International Department of the
CPC’s Central Committee, which concurrently functions as the supervisor
of CNIE’s work. As the organization is still very young and comprised of
former state officials and diplomats, it is perhaps not surprising that it is
not promoting the engagement of critical African or Chinese NGOs in
Sino-African relations. Instead CNIE is operating as it was designed — as
a manager of international NGO affairs for the Chinese leadership.

Chinese-African People’s Friendship Organization — Further
Roles for GONGOs?

The Chinese-African People’s Friendship Organization (CAPFA) was
founded in 1960 by seventeen communist mass organizations. CAPFA’s
initial purpose was to promote official relations between China and African
states during a time of significant diplomatic isolation. The organization
is overseen by CPAFFC, which also functions as its supervisor. Since its
founding, the organization has changed considerably. As recently as ten
years ago, most of CAPFA’s members were central government officials
and their efforts were focused primarily on supporting the government’s
diplomatic initiatives.’ Today, two-thirds of its members come from non-
governmental sectors including business, academia, and media. Such
change has affected the organization’s activities (Lin 2011).

Similar to CNIE, CAPFA hosts discussions with select African NGOs
on poverty, public health, and other relatively uncontroversial topics.
CAPFA and CNIE also cooperate in organizing the NGO fora affiliated
with FOCAC. However, most CAPFA seminars focus on capacity building
for African NGO staff and administrative clerks from local African govern-
ments that are financed through the Ministry of Commerce’s aid budget.
According to Secretary General Lin, CAPFA invites NGOs working on a
variety of issues to participate in its discussions. To avoid inviting NGOs
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that have been critical of China, potential African participants are vetted
through CAPFA’s long-standing networks of African government officials
and so-called China Friendship Associations in Africa (Lin 2011)." These
associations were only recently founded in what appears to be a top-down
approach of African governments and tend to be headed by former African
ambassadors to China (People’s Republic of China, Ministry of Foreign
Affairs 2011).

Yet, compared with CNIE, liaising with African NGOs for the Chinese
government is only a minor activity for CAPFA. CAPFA is increasingly
engaged as a philanthropic charity arm for Chinese private and state-
owned enterprises that work in Africa. The organization, for instance,
frequently sends eye surgeons to African countries to operate on cataracts
and related diseases. To finance these activities, CAPFA lobbies Chinese
enterprises for donations (Lin 2011). Although CAPFA only recently
began supporting charitable projects, philanthropic activities make up the
organization’s single greatest line of work, and these activities are expected
to grow further. While philanthropy in general is still a relatively new and
underdeveloped concept in China itself, some Chinese companies carry
out charitable projects to improve their image within the African countries
in which they work. Because Chinese government funding for GONGOs
has decreased and Chinese companies are increasingly willing to invest in
philanthropic activities but tend to lack the experience to do so, CAPFA
views its future to be in charity. At present, only CAPFA’s staffs’ salaries
are still paid by the Chinese government, and the operating budget must
be raised separately for each charitable project on which the organization
engages. CAPFA operations are now almost entirely funded by donations
from private and state-owned enterprises. According to the secretary, this
trend is expected to continue (Lin 2011).

In contrast to the tightly supervised CNIE, CAPFA operates with
greater independence. While the organization is formally supervised by
CPAFFC, CAPFA’s daily work proceeds without external interference, as
its president also functions as the Vice Chairman of the 11th National Com-
mittee of the Chinese People’s Political Consultative Conference and, thus, enjoys
the confidence of the Chinese government. The organization’s institutional
account has changed over time and today resembles that of a charity orga-
nization. Besides the need for innovative ways of securing resources outside
of the state, this development can also be explained by the institutional
experience of the organization’s members. Secretary General Lin did not
have previous experience in government, but began her career at CAPFA
upon graduating from universities in China and abroad. She has appar-
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ently found it natural to make use of her contacts to Chinese enterprises,
African NGOs, and the Chinese government. She organizes workshops
within this network in order to promote the idea of charity on which a
growing part of CAPFA’ institutional account is based (Lin 2011).

GONGGO s are agents within the Chinese policymaking establishment
that fulfill roles that cannot be performed by the state itself (Economy
1997). While CNIE acts as a liaison between China’s leadership and Af-
rican NGOs, CAPFA functions as a charity arm of Chinese enterprises.
Both organizations’ work is conducted in accordance with Beijing’s aim of
improving China’s image in Africa. Chinese policy consultants, including
scholars from the Central Party School of the CPC, advocate for greater
GONGO involvement in international affairs so as to influence global
public opinion toward China and as a means of projecting soft power
(MqVU 2010). Thus, their engagement in Sino-African relations can be
expected to grow in the coming years.

Global Environmental Institute (GEI) — Genuine NGOs in
Sino-African Relations?

There are far fewer Chinese NGOs engaged on issues germane to Sino-
African relations than Chinese NGOs focused on global environmental
issues, such as climate change. The Global Environmental Institute (GEI)
is the only privately initiated Chinese NGO whose work is related to Sino-
African relations (Anonymous staff, Heinrich Boell Foundation 2010).
Not surprisingly, the organization is focused on environmental issues.
However, in addition to operating within China, GEI is also working on
environmental protection programs in Southeast and South Asia. After
being founded in 2004 by Jin Jiamen, a former government think tank
researcher, the organization grew rapidly to over twenty employees, which
makes it one of the bigger Chinese independent-run NGOs. Although
GEl has notyetimplemented projects in Africa, its work on environmental
and social safeguards is directly related to Chinese resource exploitation
in Africa countries.

GEl began its work on technically and economically feasible approaches
to sustainable rural developmentin remote areas of China, including Tibet.
Based on its success in these locations, GEI expanded its activities to Sri
Lanka, where it teaches poor livestock farmers how to construct simple
biogas facilities capable of producing electricity and otherwise increase
their profits. In addition to technical capacity building and its program on
climate change, GEI has also worked with Chinese local governments as

well as the central government to advance its objective of environmentally
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sound development. In partnership with the Party School of the Central
Committee of the CPC and the United Kingdom’s Department of Envi-
ronment, Food and Rural Affairs, GEI has developed teaching material
and curricula for a workshop on sustainable development for high-level
policy makers in China. According to Ren Peng, a program officer in
GET’s environmental governance project, this cooperation shows that the
Chinese government welcomes GEI’s work and research findings (Ren
2011). However, GEI is not just another GONGO. Its cooperative ap-
proach towards working with the Chinese governmentis shared by Western
NGOs and foundations that want to successfully implement projects in
China (Ford Foundation 2011, 16).

GEI has also developed a set of environmental and social safeguards
that it recommends to Chinese enterprises working abroad and to China’s
financial institutions funding overseas investments. The organization has
also run a program by the title “Integrated Policy Package for Overseas
Chinese Enterprises” in research collaboration with the Environmental
Planning Institute (EPI) at China’s Ministry of Environmental Protection
(MEP) and the University of International Business and Economics in
Beijing. This ambitious project materialized out of successful cooperation
with China’s State Forestry Administration and the Ministry of Commerce,
which in August 2007 resulted in the introduction of best practices for
ecological protection as well as local community development for Chinese
logging companies operating overseas (People’s Republic of China, State
Forestry Administration 2010). Since then these guidelines have been
developed further, drawing on a comprehensive set of up-to-date inter-
national standards, including the Environmental Impact Assessments and
Corporate Social Responsibility (CSR) norms. GEl also secks collaboration
with relevant enterprises. In order to consult on its policy suggestions, the
NGO invited Chinese firms to the symposium “Environmental Policy
for China’s Overseas Investment and Aid”, which was jointly organized
with EPI in 2009. Moreover, GEI cooperates with Chinese companies
to test its schemes in practice. It has, for instance, recently implemented
environmental safeguards for hydropower plants in a pilot project with the
Chinese state-owned hydropower firm Sinohydro at one of the company’s
dam construction sites in Lao PDR (Ren 2011).

This exception can again be explained by GEI’s institutional account,
which in many ways differs from those of most other Chinese NGOs. The
organization was founded by Jin following her retirement from the Chinese
Research Academy of Environmental Sciences, a government think tank
under the MEP. She had decided to start her own NGO as she considered
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it the best way in which to continue her work on environmental protection
and implement innovative ideas. Making use of her professional contacts
within international environmental foundations, she raised GEI’s start-up
money through fundraising events held in the United States. During this
period, GEI could not yet legally raise funds in China. Yet Jin’s profes-
sional networks, combined with her work experience within a Chinese
GONGO, allowed her to overcome China’s bureaucratic hurdles, which
have often proved insurmountable to other NGO officials (Ren 2011).

Due to its recently expanded cooperation with Chinese central govern-
mententities, the NGO began receiving funds from the government which
made up fifteen percent of its operational budget in 2009. And while
the majority of GED’s staff has work experience in Chinese government
environmental protection institutions, including the MEP and the State
Forestry Administration, staff members also tend to have studied abroad
and developed personal ties to international NGOs. These networks enable
GEI o defray its operating costs through donations made by private sector
and international foundations where Chinese government funding falls
short. The organization’s largest financial share comes from international
sources such as the United Kingdom’s Department of International De-
velopment, the World Bank’s China Foundation for Poverty Alleviation,
and the Rockefeller Brothers Fund (Ren 2011).

International funding enables GEI to focus on issues of international
relevance without obvious direct references to local livelihoods in China.
Yet GEI still maintains a focus on domestic issues and views its work on
Chinese overseas investments as contributing to its work on environmental
protection within China. According to its staff, the global activities of
Chinese companies do not only offer the opportunity to hold these firms
responsible to international best practices overseas, but also make it easier
to subsequently demand for upgrading environmental and social standards
of their operations in China (Ren 2011).

In constructing its institutional account relating to environmental gov-
ernance of Chinese overseas investments, GEI's explanatory frameworks
and self-portrayal play a central role. Its name “Global Environmental
Institute” points to two other elementary concepts of the organization’s
identity alongside its international outlook. Its focus on the environment,
which is regarded as apolitical in China, allows GEI to work on issues, such
as CSR, that go far beyond environmental protection. Another relevant
notion that can be derived from the organization’s name is its scientific
self-conception.!" GEI officials do not conceive of the organization as a

watchdog or advocacy group but instead as an expert body established to



146

draft policy recommendations for Chinese firms and the Chinese govern-
ment. Its reports are accordingly developed for client consumption and are
not publicized. Furthermore, the NGO portrays environmental safeguards
for overseas investments to be in China’s national interest by allowing the
country’s government to present itself as a responsible power on the world
stage. Such an approach facilitates deep cooperation between GEI and state
institutions and reflects the viewpoint of GEI’s staff and Chinese officials
that NGOs should support the government by providing expertise and
not pursuing confrontational strategies such as naming and blaming (Ren
2011).? According to GEI’s founder, the organization’s role in augment-
ing the Chinese central government’s foreign policy is largely responsible
for the autonomy the government has granted to the organization. This
autonomy, in turn, is GEI’s main advantage over GONGOS, which are
characterized by their hierarchical structures and strict procedures that
lead to greater risk aversion and ultimately prevent the development of
new and creative ideas (Hsu 2010, 272).

In sum, the case of GEI shows that earning Beijing’s trust and securing
stable financial resources are the most important prerequisites for autono-
mous engagement with issues touching upon Sino-African relations. GEI
managed to establish such a position by positioning itself as a research and
solutions-focused technical expert body, and utilizing professional staff
members with networks in government and abroad who also possess a deep
knowledge of China’s policy-making. This institutional account explains
how GEI is able to work on critical issues with relevance for Sino-African
relations, which is exceptional for a Chinese NGO.

V. CoNcLUSION AND PoLICY SUGGESTIONS
While the role of Chinese NGOs and GONGOs in China’s domestic

socio-economic and political development has been the subject of many
controversial debates among scholars from China and abroad (Wang and
Liu 2009; Ho and Edmonds 2007; Lu 2007), the academic literature is
lacking in regard to the role of Chinese NGOs and GONGO:s in interna-
tional affairs. This paper sheds light on this blind spot by studying their
engagement in Sino-African relations and finds that their involvement is
still very limited. However, it demonstrates that they are not completely
absent and that independent Chinese NGOs are actually able to address
critical downfalls of Sino-African relations under certain circumstances. In
order to promote such engagement, the role of China’s NGO community
in international affairs should be studied further.

This paper finds that whereas African NGOs are increasingly vocal
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about China’s activities in Africa, Chinese NGOs and GONGOs remain
absent from discussions of Sino-African relations. Yet a closer look reveals
that some GONGOs are more and more focused on issues concerning
Africa. This shift is supported by Chinese government leadership seeking
to utilize GONGOs in a manner that promotes China’s soft power and
image amongst the African public and African NGOs. However, many
African NGOs clearly recognize GONGOs, such as CNIE, as agents of
the Chinese state. Nevertheless, some favorable African media coverage
shows that CNIE’s charm offensive towards African NGOs has not been
totally unsuccessful in promoting China’s image amongst the African
public (Okulo 2011). Moreover, the charitable work of CAPFA for Chi-
nese enterprises in Africa demonstrates that GONGOs can also have an
interest in expanding their work agenda in Sino-African relations without
direct project funding from the government. Many environmental and
humanitarian GONGOs are developing an increasingly sophisticated
international outlook. Although their numbers in Africa remain limited,
Beijing’s attempt to utilize them for managing NGO involvement in Sino-
African relations and promoting China’s image in Africa countries points
to the growing importance of such organizations.

Most Chinese NGOs are, however, far from engaging in Sino-African
relations, as they are generally neither capable of nor interested in working
on international affairs. This is due mainly to China’s restrictive political
system, the immensity of domestic problems with which Chinese NGOs
are currently preoccupied, lack of capacities, and a general lack of shared
problems afflicting communities in both Africa and China. The case of
GEI however, shows that meaningful engagement by Chinese NGOs on
issues with relevance to Sino-African relations is not only possible, but
occurs under particular circumstances. A combination of professional-
ism, cooperation, international networks, and knowledge of the Chinese
policy-making process has earned GEI the trust of Chinese government
officials. This, in addition to the organization’s secure finance base, has
made GEI’s work on international topics with relevance to Africa feasible.
However, GEI’s work is far from being exemplary for most other inde-
pendent NGOs in China. There is perhaps little reason, then, to expect
these organizations to contribute substantially to Sino-African relations
in the near future. Nevertheless, the following suggestions can be drawn
from these conclusions:

1. As Chinese NGOs are not able to engage in public relations and advocacy
— particularly not on the sensitive issues affecting Sino-African relations

— stable funding by international foundations and donors appears to be
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a prerequisite for them to work on issues with relevance for Africa. To at-
tract such funds, Chinese NGOs might intensify their focus on building
professional capacities and relevant international networks. As the example
of GEI illustrates, the educational background of an NGO’s staff appears

to be instrumental to achieving such a position.

. GEI's work has shown that a cooperative strategy with state agencies and,

thus, good networks within the state are necessary for Chinese NGOs to
introduce ideas with the policy-making establishment. Potential international
partners, however, often possess little knowledge of the circumstances in which
Chinese NGOs are working, and expect more confrontational approaches.
As the founder of GEI has remarked, a prevalent flaw of international donor
cooperation with Chinese NGOs is the fact that approaches that do not
match Western concepts are difficult to fund, even if they are suitable for
the working conditions of Chinese NGOs (Hsu 2010, 268). To promote the
involvement of genuine Chinese NGOs in Sino-African relations, interna-

tional financiers should, therefore, be more open to unorthodox approaches.

. Growing engagement of Chinese GONGOs in work related to Africa is a

recent development. Parties with interest in Africa’s development must de-
termine whether Chinese GONGO engagement in Africa holds real benefits
forimprovingissues in Sino-African relations, such as the conduct of Chinese
firms operating in Africa. As for now, the case of CAPFA demonstrates that
some GONGOs can gain partial autonomy from the Chinese government.
Be that as it may;, it is still obvious that charitable projects are carried out by
Chinese enterprises for the primary purpose of promoting China’s image
in Africa and are, thus, in the interest of the Chinese government. To be
sure, most charitable projects funded by Western companies are not driven
by altruism alone. Nor is aid provided by Western governments detached
from the policy interests of those states. Philanthropy alone, irrespective of
its source, can, moreover, not fundamentally remedy structurally induced
economic injustice. Yet the charitable work of Chinese GONGOs in Africa
should not generally be dismissed, as it may still serve to alleviate poverty

on the continent.

4. As African NGOs intensify their criticisms of Sino-African relations, Beijing

is likely to attempt to improve its image in Africa. For this reason, the gov-
ernment has promised to promote engagement with NGOs at the FOCAC
summit in 2009. However, as Beijing further scrutinizes domestic NGO

development, it is perhaps natural that the government will seek to manage
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theinvolvement of NGOs in Sino-African relations. On the whole, itappears
that the Chinese government is actually attempting to limit NGO involve-
ment in Sino-African relations. African NGOs should, therefore, temper
their expectations for meaningful engagement with Chinas GONGOs and

explore other opportunities for making their voices heard.

NoOTES

! Western environmentalists often criticize green Chinese NGOs for their non-
confrontational methods. This critique, however, ignores the gap between
apolitical rhetoric and the actual activities of Chinese environmental NGOs,
which often include advocacy and lobbying, as well as the restrictive political
environment in which Chinese NGOs operate (Ren 2011).

2The All-China Women’s Federation, for instance, enlisted women in community
volunteering and promoted gender equality by assisting in family planning and
protecting women’s rights (United States Library of Congress 2012).

3 The Chinese Energy Industry Association (CREIA), for instance, has become
an authority with respect to the setting of professional norms and standards in
China’s renewable energy sector, which acts with considerable autonomy from
Chinese state institutions (Wu 2002, 52-53).

* China Poverty Relief engaged in relief operations in post-Hurricane Katrina New
Orleans and earthquake-afflicted Pakistan. The GONGO also constructed
gynecological clinics in Sudan.

> That these conceptions are not necessarily the same is evidenced by World
Bank-financed international NGOs that combat desertification according to
the World Bank’s environmental policy blueprint in regions where there is no
desertification happening on the ground (Bassett and Zuéli 2000).

¢ Unlike other organizations and interview partners, CNIE has not responded to
the author’s numerous requests for an interview.

7 Among others, the All-China Women’s Federation, the Chinese People’s Asso-
ciation for Peace and Disarmament, the Chinese Association for International
Understanding, and the All-China Environment Federation participated for
the Chinese side.

8 Original title: JEPHAEBUFHLR 5 ER R (MqVU 2010).

? In contrast to CNIE, CAPFA members are individuals, not organizations.

19The first China Friendship Associations emerged in Europe and have along tradi-
tion of promoting unofficial cultural relations with China. The British Society
for Anglo-Chinese Understanding, for instance, dates back to the period of
public activism against the imperial Opium Wars of the 19th century (Society
for Anglo-Chinese Understanding 1999).
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" This becomes even more explicit in its Chinese name PRIAIEHISHT, in
which WF5TIT literally translates as “research institute”.

'2 Naming and blaming is a popular strategy among Western and African NGOs
in their attempts to enforce international human rights and environmental
laws and norms by publicizing violations of governments or firms and urging

reforms or sanctions.
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PRESCRIBING A HEALTHY
DOSE OF SKEPTICISM TO
RevVEAL A WEALTH OF
PossIBILITY: CORPORATE SOCIAL
RESPONSIBILITY AND THE
CHALLENGE TO IMPROVE ACCESS
TO MEDICINE IN LOw-INCOME
COUNTRIES

Tim Wilson

This paper advances a broader conception of corporate social
responsibility (CSR) in dealing with problems of access to medi-
cine in low-income countries. In particular, it casts a critical eye
over CSR initiatives that have been used to improve access to
essential medicine. Many of these initiatives are not within the
traditional realm of pharmaceutical CSR, which has primarily
entailed drug donations or price reductions. This paper makes the
case that the “traditional,” redistribution-focused CSR is often
inadequate. Instead, a broader conception of CSR — combined
with a healthy dose of skepticism — will enhance the extent to
which CSR can be leveraged to improve access to medicine in

low-income countries.
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One-third of the world’s population lacks access to essential medicines
(Hogerzeil and Mirza 2011). Meanwhile, the combined profit of the five
largest pharmaceutical companies was more than $32 billion in 2010
(CNN Money 2011). This juxtaposition does not sit comfortably with
most people, including many in the pharmaceutical sector.

A typical response to this ugly situation is to demand some form of
redistribution from the pharmaceutical sector to the developing world,
typically in the shape of drug donations or reduced prices. The purpose
of this paper is to caution against such an approach. In some instances
redistribution can have a powerful and beneficial effect in improving
access to essential medicines. However, in many other cases, it simply
fails to address the market failures that are behind this problem. Instead
of merely focusing on redistribution, a broader conception of corporate
social responsibility is required.

Specifically, this paper analyzes the role that for-profit corporations—
either independently or voluntarily in conjunction with non-profits,
governments, or multilateral organizations—can play in improving ac-
cess to medicine in low-income countries. It argues that corporate social
responsibility can be an important force to improve health outcomes
around the world, including in low-income countries. However, in order
to realize the full potential of corporate social responsibility in this area, it
is necessary to move beyond drug donations and price reductions. Contrary
to popular belief, these forms of redistribution are not a panacea. In fact,
many well-publicized initiatives of this kind should be viewed with a high
level of skepticism.

Awareness of this complexity opens the door to awealth of different ways
inwhich corporations can be involved in providing solutions. Corporations
can be involved in addressing failures on the demand-side and supply-side
of the markets for medicine. They can also team up with governments,
non-profits, or multilateral organizations. This paper provides an overview
of these initiatives and briefly discusses some of their implications.

To be sure, this paper does not argue against price reductions or re-
distribution in all cases. In fact, there are many situations in which these
measures can have lasting benefits, such as in the case of anti-retroviral
drugs. Instead, this paper argues for a more nuanced approach in which
corporate initiatives are viewed with a critical eye (or a healthy dose of
skepticism). This approach will make it more likely that voluntary corpo-
rate initiatives result in meaningful improvements in access to medicine
in low-income countries.

The paper is structured as follows. Section I juxtaposes the access to
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medicines problem with the immense wealth of the pharmaceutical sector.
Section II explores the limitations of using drug donations or price reduc-
tions to address the access to medicines problem. Section I1I explores other
ways in which corporations can be involved in addressing the problem.
Specifically, it provides examples of initiatives that address market failures
in both the supply and demand for essential medicines. Section IV draws
implications from the preceding analysis. Section V concludes.

I. INTRODUCTION AND MOTIVATION

A brief glance at the global access to medicines situation suggests that great
need sits alongside great wealth.

Great Need — The Access to Medicines Problem

In the first exact measure of access, a recent study published in the Lancer
found that within thirty-six low- and middle-income countries, public
sector facilities had essential medicines in stock only one-third of the time
and private sector facilities had them in stock only two-thirds of the time
(Cameron et al. 2009). The WHO currently estimates that one-third of
the world’s population has no access to essential medicines (Hogerzeil
and Mirza 2011).

The result is a situation in which 1.7 million children die from illnesses
that could have been prevented by the use of vaccines each year. Most of
these children are in low-income countries (GAVI2011). At the same time,
the total reported cases of malaria each year rose from around 34 million
in 1991 to 94 million in 2006 (WHO 2011c). This is despite the fact
that there were significant improvements in malaria drugs over the same
period. In all, the global inequalities in accessing essential medicines are a
key reason why the life expectancy in Sub-Saharan Africa is 45, while in
Switzerland, it is 75 (UNDP 2011).

At the same time, it is important to note that access to medicine is not
a problem confined to low-income countries. Considerable barriers exist
throughout the world, including in affluent nations. Nonetheless, in the
interest of achieving greater focus, this paper concentrates solely on access

to medicine in low-income countries.

Great Wealth — Pharmaceutical Profits

In contrast to the bleak picture facing the one-third of the world’s popula-
tion who lack access to essential medicines, the pharmaceutical industry is
currently one of the most profitable industries in the world (Heal 2008).
The value of the global pharmaceutical market is expected to have grown
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to $880 billion by the end 02011 (IMS Institute 201 1a). The total global
spending on medicines is expected to increase to $1.1 trillion by 2013
(IMS Institute 2011b). Table 1 places the profits of the pharmaceutical
industry in perspective.

Table 1: Pharmaceutical Industry Profits and Health Expenditures

Sources: CNN Money 201 1; World Bank 20115

This comparison serves to illustrate a simple point: the pharmaceuti-
cal industry’s resources are of sufficient magnitude that they can have
a considerable influence on health outcomes in low-income countries.
This is especially the case given that the revenues of the pharmaceutical
companies are a great deal larger than the profits reported above. In 2008,
the revenues of the top five Fortune 500 pharmaceutical companies were
$182 billion; in comparison, health care expenditures of low-income
countries were merely $18 billion that year. If only a small fraction of
these revenues were channeled toward meaningful medical initiatives in
low-income countries, significant improvements could be achieved.

To be clear, however, this paper does not argue that corporate profits
should necessarily be redistributed to low-income countries, voluntarily or
otherwise. As Section II will demonstrate, lower drug prices or the dona-
tion of drugs will not always address the root cause of restricted access to
medicines. Instead, Table 1 suggests that using corporate social responsibil-
ity initiatives to make more effective use of the pharmaceutical industries’
ample resources could have significant payoffs. Before discussing these
payoffs though, it is useful to briefly define corporate social responsibility.
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Corporate Social Responsibility Defined

This paper refers to any initiative in which a for-profit, private sector
organization voluntarily adjusts its behavior to achieve outcomes that are
more aligned with the interests of society or the environment as corporate
social responsibility (CSR). As such, CSR may take many forms. Itincludes
corporations undertaking initiatives that generate profits if the initiatives
also increase beneficial outcomes for society or the environment. Section
IIT provides many examples of this.

CSR is not without controversy, particularly when it is related to de-
velopment challenges in low-income countries. To some, CSR holds great
potential. To others, the potential for CSR to contribute to the develop-
ment challenge is overstated (Jenkins 2005) and the ability of private firms
to contribute to development is significantly constrained (Frynas 2005).
A focus on CSR may also distract from the important task of addressing
economic, political, and social problems such as poor local governance
(Frynas 2005).

This paper contributes to thisliterature by demonstrating that, regardless
of the merits or otherwise of CSR, it is happening in numerous different
ways in the area of access to medicines. If we look beyond the commonly
conceived notion of CSR in this area (a voluntary reduction in drug prices),
we notice that there are a great deal of different initiatives and possibilities.
This paper also explores the implications of these multiple approaches. In
so doing, it hopes to shed light on how CSR can best be encouraged in

order to promote greater access to medicine in low-income countries.

II. A HEALTHY DOSE OF SKEPTICISM

The Case for Demanding Lower Prices
Given pharmaceutical companies’ large profit margins, redistributing
profits in the form of cheaper drugs is tempting. This argument gains
further traction after considering that many pharmaceutical companies
operate as monopolists. In short, this means that they are able to restrict
the quantity of drugs that they supply so that they can maximize profits,
even though this may reduce the welfare of consumers (Krugman, Obst-
feld, and Melitz 2011). Although this may be justified on the grounds that
pharmaceutical companies need to recoup significant fixed costs from the
research and development required to get the drug to market, there are
situations in which pharmaceutical companies are able to charge prices
that go well beyond meeting these costs. These situations fuel the flames
of public demand for lower prices.

Atthe same time, there are many high-profile examples of circumstances



158

in which pharmaceutical companies have lowered the prices of their
drugs or given them away for free. Perhaps one of the most remarkable
of such cases is that of onchocerciasis, or river blindness. River blindness
is an insect-borne disease transmitted by black flies. It is a major cause of
blindness in many African countries (WHO 2011a).

In the 1980s, scientists at Merck realized that there was a possibility
that one of their veterinary drugs, ivermectin, could be used to treat it.
Despite being aware that the expected customers of this drug would be
unlikely to be able to afford to purchase it themselves, the company invested
over $200 million in its development. Merck sought to come to a supply
arrangement with some of the large multilaterals, including the World
Health Organization (WHO). Yet negotiations fell through. Instead, in
1987, they offered it for free to anyone who needed it (Bollier, Weiss, and
Hanson 1991).

Between 1988 and 1990, treatment plans for river blindness had been
approved and/or drugs had been distributed to 1.5 million people, many
in some of the world’s hardest-to-reach places (Bollier, Weiss, and Hanson
1991). By 2001, in combination with insect control, the drug treatment
had alleviated river blindness in over 200 million people, mainly in Africa
(Drisdelle 2007). Since then, river blindness has been entirely eliminated
as a public health threat in West Africa (WHO 2002).

There are numerous other high-profile examples of drug donations.
Pfizer has donated 225 million treatments of Zithromax (azithromycin)
to treat trachoma (Bansal 2011). Trachoma is the cause of blindness for an
estimated six million people and 150 million people are in need of treat-
ment (WHO 2011b). Novartis has donated more than 400 million doses
of Coartem (artemether and lumefantrine) to treat malaria. Meanwhile,
GlaxoSmithKline has recently promised to donate one billion tablets of
Albenza (albendazole) annually to treat worms (Bansal 2011).

Accordingly, it is no surprise that donations or voluntary reductions in
prices are often perceived to be essential in addressing the access to medi-

cines problem. However, there are many reasons why this is not the case.

Other Barriers to Access

To begin, the binding constraint is not always affordability. There are many
markets in which the treatment is exceedingly cheap; it is other problems
that are impeding access. The case of Neglected Tropical Diseases (NTDs)
isinstructive in this respect. NTDsare parasiticand bacterial infections that
are most common in the poorest areas of the world. They are estimated to

affect around one billion people at the present moment (Liverpool School
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of Tropical Medicine 2011).

One such NTD is schistosomiasis, caused by worms that live in the
blood of humans and lay eggs that cause numerous debilitating symptoms.
It is estimated that schistosomiasis affects more than 207 million people
worldwide (WHO 2010). The treatment for schistosomiasis, like for most
NTDs, is very cheap. Merck has developed a drug that is now available for
8 cents per tablet (Bansal 2011). It has been estimated that an integrated
control program to treat seven major NTDs in Africa would cost about
40 cents per person per year. This is in contrast to the treatment of other
diseases, such as HIV/AIDS and TB, which each cost about $200 per
person per year (Molyneux, Hotez, and Fenwick 2005). This suggests that
demands for pharmaceutical companies to reduce their prices to improve
access to NTD medicines are misguided. Prices are already very cheap.
Yet the problem remains.

Instead, the constraints to effective access are far more complicated. In
particular, a lack of awareness and inadequate public education campaigns
are inhibiting the effective delivery of the drugs to many areas. Patients
often refuse treatment for fear of unfounded side effects or potential
conspiracy theories. In Uganda, the treatment for schistosomiasis and soil-
transmitted helminthesis increasingly being rejected because of inadequate
understanding and education, among other factors (Allen, Parker, and
Hastings 2008). In Tanzania, distribution of tablets for schistosomiasis
and soil-transmitted helminthes to schools provoked riots in 2008 as
locals distrusted the medicine being provided to their children (Allen and
Parker 2011). There are also concerns that the method of distribution of
the drugs in some areas may be causing active resistance to the treatment
(Allen and Parker 2011). The donation of free treatment will not address
these problems. Yet Merck has recently pledged to donate 200 million
praziquantel tablets (Burns 2010).

Limited Circumstances
Yet even when affordability is the main problem inhibiting access to medi-
cine in a given market, it is often not possible for corporations to make
large-scale donations. The directors of most corporations, including those
in the United States, are generally required by law to focus on maximizing
shareholder value. Granted, this obligation is arguably less stringent than
it once was (Nelson 2011). Nonetheless, at the very least, the obligation
places an upper bound on the extent to which corporations can engage
in corporate philanthropy.

At the same time, most of the landmark cases of large-scale dona-
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tions are limited to unusual circumstances. For example, Merck’s famous
contribution to the eradication of river blindness occurred at the same
time that the company was generating significant revenues from veteri-
nary sales of drugs using the same active ingredient (Bollier, Weiss, and
Hanson 1991). Companies may not be able to “afford” such generosity
in other circumstances. Further, at the time of the development of the
drug, Merck’s workplace environment was very progressive and employees
were encouraged to think of the work as contributing to the alleviation
of disease and suffering worldwide (Bollier, Weiss, and Hanson 1991).
This workplace environment does not appear to have persisted and the
likelihood of Merck investing $200 million in a drug that is not expected

to generate any revenue seems remote in today’s environment.

A Healthy Dose of Skepticism
Yet even where affordability is the main constraint and the circumstances
exist such that it is possible for corporations to make large-scale donations
or lower their prices, it may still not be the most desirable response. In
particular, the very fact that corporations are not primarily motivated by
altruism suggests that they might not be the ideal organizations to address
the issue. For example, strategic donations of patented drugs can be used
to consolidate loyalty with patients, clinicians, and NGOs that can be
exploited after the donation (Baker and Ombaka 2008). Donations can
also be used to retain monopoly power or to distort the market in ways
thatwill undercut generic drugs when they are introduced (Baker and Om-
baka 2008). Thus, even the mere donation of drugs may have self-serving
consequences that are not consistent with the interests of the recipients.
An important example is the case of Gleevec, a treatment for leukemia
and stomach cancer, which was developed by Novartis. Given the ben-
efits of the drug, Novartis launched an international assistance program
to improve access and provide free treatment in certain areas. However,
within two years, concerns were raised about the program. To begin, the
program’s reach was very limited — only eleven people in the forty-nine
poorest countries actually received the free medication. More importantly,
some patients only received a portion of the treatment for free and were
left to fund the rest. Meanwhile, other patients were encouraged to become
“advocates” for the treatment (Strom and Fleischer-Black 2003). For many
recipients, the donation system was no more than a marketing campaign.
In New Zealand, the thirty patients receiving Gleevec for free were told
that their supply would end. This meant that their only financially viable
option was to apply pressure on Pharmac — the national pharmaceutical
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purchaser — to fund the drug. Only months before relenting to the build-
ing public pressure and agreeing to purchase the drug, Pharmac criticized
the maneuver as “a marketing exercise” (PHARMAC 2002).

At the same time, Novartis warned governments that the free medica-
tions would stop if they allowed local producers to make a generic ver-
sion. In India, Natco Pharmaceutical did just that. In response, Novartis
is challenging India’s domestic patent legislation in court. Advocates for
access to medicine such as Médecins Sans Frontieres fear that this Supreme
Court battle could compromise medicine production for the developing
world in general because India is such an important producer of generics
(Newman 2011).

This example demonstrates that even when the donation of drugs has
the potential to make a positive impact, there is a risk that corporations
will fail to realize this potential because they will be driven by other incen-
tives, namely profits.

Summary

Donating drugs or lowering prices does not deliver a silver bullet for
improving access to medicine. This is because in many markets, the price
of drugs is already very low. In other markets where the price is high, the
ability of corporations to make such donationsis often limited. In particular,
prevailing economic conditions and the obligation to shareholders may
render drug donations infeasible. Yet even when they are feasible and the
price of drugs is high, they may still not be the best response. The donation
of drugs or the lowering of prices may not result in the best outcome for
consumers, but rather, the best outcome for the corporation.

Granted, there are isolated circumstances in which the voluntary
reduction of prices can realistically make a significant contribution to
improving access to medicine, as illustrated by Merck in the case of river
blindness. However, the key point to note is that lower drugs prices are
nota comprehensive solution to the access to medicines problem. Instead,
the key to utilizing CSR in improving access to medicines is to embrace
the complexity of both the problem and the solution.

III. A WEALTH OF POSSIBILITY

There is a vast array of current and potential CSR initiatives that can
contribute to improving access to medicine in low-income countries.
To place these initiatives within a framework, it is useful to consider the
various markets for medicines. On the one hand, there are market failures
that impede access on the supply-side of essential medicines. On the other
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hand, there are market failures on the demand-side, as well. CSR initiatives
can be directed towards addressing the failures on either (or both) sides.

Supply-Side CSR Initiatives

Research and development

There is a deficit of research and development into the medicinal needs
of low-income countries. This deficit arises from the fact that it is very
expensive to invest in the necessary steps to bring a drug to market. It
is estimated that the cost to develop a drug to treat infectious diseases
or rare conditions is in the vicinity of $100-200 million. In the case of
developing a completely new drug or a new molecular entity to treat a
chronic illness or disease, the average cost rises to about $900 million
(The Economist 2003).

These massive costs encourage large pharmaceutical companies to only
invest in drugs that are expected to generate very large revenues (The
Economist 2003). This results in a situation where approximately 90
percent of medical research and development efforts are targeted at only
10 percent of the global burden of disease (Médecins Sans Fronti¢res and
Drugs for Neglected Diseases Working Group 2001). It is also estimated
that as little as 1 percent of the drugs that have been brought to market
over the past thirty years were developed for tropical diseases or tuberculosis
(Médecins Sans Frontieres 2011).

While government policy and non-governmental agencies can take
steps to address this imbalance, CSR can also contribute in various ways.
First, pharmaceutical companies can voluntarily invest in research and
development on these issues despite being aware that it may be unlikely
to generate profits. They may do this to generate positive publicity or to
increase their exposure to potential customers in new parts of the world.
For example, Astra Zeneca has set up a research institute in Bangalore,
India. The first research priority of the institute was tuberculosis (Silicon
India News 2007).

At the same time, pharmaceutical companies can team up with non-
profit research institutes or establish other partnerships to research and
develop new drugs. This allows the pharmaceutical companies to leverage
the research power of the non-profit institutes while retaining the use of
corporate strengths such as efficiency. These arrangements can involve patent
pools, where companies cross-license patented products and technologies
to facilitate collaboration (Bansal 2011). This approach may be particu-
larly effective in the area of NTDs, where big pharmaceutical companies
typically remain reluctant to invest in developing new drugs on their own

163

(Bansal 2011). Partnerships for addressing NTDs have increased fivefold
since 2005, to a point where 80 percent of research efforts are conducted
through collaborations (Bansal 2011). As one example, Novartis has
formed a team with various organizations, including the Swiss Tropical
and Public Health Institute (Bansal 2011). On November 17, 2011, they
announced that they have discovered a new class of dual-acting antimalarial
compounds, called imidazolopiperazines (Novartis 2011).

Yet CSR in this area does not need to be confined to spending on re-
search centers or partnerships. Pharmaceutical companies can also allow
their scientists to contribute their time to research projects. For example,
University of Sydney scientists were running a project to use open-source
methodologies to develop a new version of praziquantel that would have
fewer side effects (Woelfle, Olliaro, and Todd 2011). They sought external
assistance as part of the open-source methodology. In response, 70 percent
of the external input came from for-profit pharmaceutical companies
(Bansal 2011).

Finally and perhaps most importantly, the research and development
deficit can be addressed in ways that do not require corporations to pro-
actively change their behavior. In particular, the establishment of new
market infrastructure can provide improved incentives for research and
development. The most prominent example is the Global Alliance for
Vaccines and Immunization (GAVI), which has transformed the market
for vaccines in low-income countries. The GAVI brings together the
buying power of major multilaterals, including the WHO and the World
Bank, as well as major private donors, such as the Bill and Melinda Gates
Foundation, and donor governments to negotiate the purchase of vaccines
on behalf of low-income countries. This simultaneously creates demand
in some markets and lowers prices in other markets. When this occurs, it
gives pharmaceutical companies an incentive to invest in developing the
vaccines. In this way, the profit-centered participation of pharmaceutical
companies remains socially responsible in itself (GAVI 2011; Heal 2008).

Voluntary monitoring of drug safety and ethical advertising

A further restriction to effective access to medicines is a lack of capacity.
Many low-income countries lack the health infrastructure and regulatory
capacity to provide adequate oversight of drug safety and ethical advertising
(Bluestone, Heaton, and Lewis 2002). This can result in unexpected side
effects being missed or unsafe prescription practices being followed, among
other concerns. The Access to Medicines Index estimates that more than
40 percent of the pharmaceutical products that it monitors have significant
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quality issues when they reach patients in low-income countries, including
contamination and low levels of active ingredients (Mehrpouya 2010).

At the same time, pharmaceutical companies may often be tempted to
cut corners and seck approval to supply in low-income countries without
adequate scientific testing. The opportunity arises from the fact that the
relative need for the medicine in low-income countries tends to be much
higher than in developed countries, so potential side effects and risks
are more likely to be overlooked in the approval process. For example,
GlaxoSmithKline launched a new vaccine for rotavirus in Mexico rather
than in potentially more profitable developed country markets. This may
have been because it was more likely to gain expedient approval there
(Jack 2007). Similarly, the Drugs for Neglected Diseases Initiative and
Sanofi-Aventis (a French pharmaceutical producer) launched a low-cost
drug for malaria in Morocco, where it gained approval without meeting
the testing standards of developed countries. This use of different safety
standards for different parts of the world was viewed with concern by the
Medicines for Malaria Initiative (Jack 2007).

Consequently, CSRinitiatives in this area can take the form of voluntarily
abiding by higher standards than those required by domestic legislation.
This could involve investing in the monitoring of drug safety as well as
ensuring the ethical delivery of the drug. As it happens, non-governmental
organizations and observers have increasingly called for pharmaceutical
companies to undertake this form of CSR, although the uptake has been
limited (Bluestone, Heaton, and Lewis 2002). This is because, as will be
discussed in Section IV, some forms of CSR have different payoffs than
others. In particular, it may well be that establishing monitoring systems
for potential side effects does not attract the same level of positive media
attention as donating drugs free of charge.

Improving the supply chain infrastructure

An additional hurdle to effective access to medicines in low-income coun-
tries is that deficiencies in the supply chain infrastructure can often lead to
prohibitively high supply costs. In the most recent human development
report, itis estimated that 35 percent of the world’s poor lack access to clean
water (UNDP 2011). If clean water cannot be supplied to the population,
the likelihood of delivering fragile medicines seems remote. Oxytocin,
for example, is a medicine that is routinely used in nearly all childbirths
in developed countries. It prevents and treats excessive bleeding after
childbirth. It is not only inexpensive but often life-saving. Unfortunately,
however, it must be kept between 2 and 8 degrees Celsius. This cannot be
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achieved in many areas of the world that have unreliable electricity supply
or inadequate health facilities (PATH 2008). This contributes to a situ-
ation where the maternal mortality ratio is 619 deaths per one hundred
thousand live births in Sub-Saharan Africa, while it is 5 or below in many
European countries (UNDP 2011).

CSR can contribute to improving supply chain infrastructure in various
ways. GlaxoSmithKline has recently committed to invest 20 percent of
profits originating from least developing countries towards assisting frontline
health-workers in those countries (GlaxoSmithKline 201 1). Similarly, Merck
was able to ensure the distribution of its treatment for river blindness to
some of the most remote areas of the world by an Independent Distribu-
tion Committee, which had expert independent academics serving on it
(Bollier, Weiss, and Hanson 1991). In this way, the Committee was able
to utilize the knowledge and technical expertise of Merck, while insulating
the company from political risk (Bollier, Weiss, and Hanson 1991).

Yet CSR initiatives in this area do not have to be confined to phar-
maceutical companies. For example, Simon Berry of Coca-Cola initiated
a very promising CSR initiative in this area when he noticed a perplex-
ing contrast. Specifically, he noticed that bottled soda drinks, including
Coca-Cola, can be purchased throughout the world, even in remote areas.
Yet in many of those areas, huge numbers of children die of dehydration
and diarrheal diseases that can be treated with simple medication. If the
supply chain for soda works so well, why not use it for medications? As a
result, Simon Berry designed the AidPod and set up ColaLife, a non-profit
organization. The AidPod fits in between the bottles of soda in the usual
transport crate and contains anti-diarrheal supplies. It is tamper-proof and
can be tracked with mobile technology. The medications are distributed
along with the soda bottles and can reach communities that previously had
no access. While still in its early stages, there is potential for the initiative
to be replicated and considerably up-scaled (Altman 2011; Colalife 2011).

At the same time, there is significant potential for mobile health systems
to be used to enhance the capacity of health systems in low-income countries
(Glassman 2011). The Lancet recently reported a randomized control trial
in which patients with HIV were sent weekly SMS messages, which they
had to respond to within 48 hours. This resulted in significant improve-
ments in adherence to anti-retroviral treatment as well as suppression of
the virus (Lester et al. 2010). Corporations can assist such initiatives by
providing financial and technical support.
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Reduction in prices

Notwithstanding the earlier discussion about the limits of this type of CSR,
there are some circumstances in which the voluntary reduction of prices
can be a very effective tool in improving access to medicines. Perhaps the
treatment of HIV/AIDS is the best example.

Pharmaceutical companies first developed anti-retroviral treatments
(ARVs) in the late 1980s. While they do not cure AIDS, ARVs man-
age the illness and can allow patients to live full lives. Yet ARV are very
expensive, particularly those subject to patent. In fact, patented ARVs
were prohibitively expensive for many countries. This led to a consider-
able degree of public pressure on pharmaceutical companies to relax their
patents in order to meet the massive public health concern that AIDS
presented (Heal 2008). Many pharmaceutical companies responded. In
combination with other factors, this resulted in a tenfold increase in the
number of people receiving ARVs in low- and middle-income countries
in the five years leading up to 2009 (WHO 2009). There is now a global
strategy to reduce new HIV infections and AIDS-related deaths to zero,
which involves the use of ARVs (UNAIDS 2011).

The reduction of prices may be having a beneficial impact in other
markets, as well. Novartis has delivered 400 million doses of anti-malarial
treatment at cost price to around sixty malaria-endemic countries for pub-
lic use (Novartis 2011). The Clinton Foundation has also been assisting
producers to reduce prices of anti-malarial drugs and HIV diagnostics
(William J. Clinton Foundation 2011).

Yet reduced prices do not always have to be philanthropic or driven by
public pressure. Instead, the development of new market infrastructure
can also reduce the price of drugs. In such a case, the mere participation
of pharmaceutical companies may be CSR in itself. As discussed above,
institutions such as GAVI have been able to negotiate much lower prices
of vaccines in market transactions. The Pan American Health Organiza-
tion (PAHO) is another example. It has established the Revolving Fund,
a bulk-purchasing arrangement for vaccines and related supplies. The
Revolving Fund procures these supplies at lower prices than smaller and
less-developed countries could if they negotiated them on their own (PAHO
2008). Individual PAHO member countries pay the overall cost of the
vaccines plus a 3.5 percent surcharge. This additional amount goes toward
administration costs, as well as credit for member states that may not be
able to finance their required immunization schedule (PAHO 2011). In
the past, pharmaceutical companies have successfully lobbied against the
establishment of similar institutions in the United States (Heal 2008).
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Thus, the mere fact that they are now participating in these institutions
is socially responsible in itself. Such participation is also an increasingly

significant contributor to improving access to medicine.

Demand-Side CSR Initiatives

Financial support

Suppose that the markets for essential medicines were subject to perfect
competition such that pharmaceutical companies produced and sold drugs
for the lowest sustainable price. In many cases, consumers in developing
countries may still not be able to afford them. For example, medicines
for diabetes are unaffordable for the majority of least developed and de-
veloping countries (Mehrpouya 2010). Thus, even if the supply side of
markets for medicine is working perfectly, binding financial constraints
may still limit the ability of the markets to allocate the medicine to those
who most need them.

CSR initiatives can be one way of addressing these constraints through
financial transfers or providing support to organizations that operate on
behalfof the financially disenfranchised. For example, Chevron has pledged
$55 million to the Global Fund (The Global Fund 2011a). The Global
Fund aims to provide large-scale prevention, treatment, and care for AIDS,
tuberculosis, and malaria. It estimates that it saves one hundred thousand
lives per month (The Global Fund 2011Db).

Education

A further constraint to effective access to medicines is education. As noted
above, many consumers in low-income countries may be unaware of cer-
tain health risks or may be misinformed about treatment effects. This has
constrained the uptake of medicine in many areas, including Uganda and
Tanzania, where the treatment for schistosomiasis was rejected, sometimes
violently.

Corporations can be involved in addressing the education barrier. In
fact, they have been particularly active in doing so in the area of HIV and
AIDS. For example, the South African Business Coalition Against HIV/
AIDS works with businesses and government agencies to encourage and
promote HIV testing for workers (Little 2010). In addition, the Standard
Chartered Bank “Living with HIV” program has established a network
of employee volunteers called HIV Champions. The Champions deliver
workshops and education material around the world, including training
other organizations in establishing their own HIV education programs. So



168

far, they have provided education programs in India, Nigeria, Singapore,
and Sri Lanka, as well as educated ten thousand students in Cote D’Ivoire

(Standard Chartered 2009).

Holistic initiatives
In addition to addressing specific demand-side or supply-side failures,
corporations can also develop holistic initiatives to simultaneously address
failures on both sides of the market. A useful example is Pfizer’s “Mobilize
Against Malaria” program. Launched at the Clinton Global Initiative in
2006, the $15 million program is aimed at improving both the supply
of and demand for malaria treatment in Ghana, Kenya, and Senegal. In
Ghana, for instance, Pfizer conducted baseline research and then worked
with alocal NGO and international NGOs to raise community awareness
of malariasymptomsand the importance of early treatment (demand-side),
while also training local health care workers (supply-side) (Pillai 2011).
Standard Chartered Bank’s “Living with HIV” program also has a holistic
component. Itsimultaneously addresses the education barrier and the supply
chain infrastructure barrier through the use of ATM machines. Specifically,
the bank uses ATM machines to provide information on local HIV testing
centers as well as encourage people to take the test. The ATM messages are
used in Thailand, Malaysia, and Dubai (Standard Chartered 2009).

Summary

Section IIT has demonstrated that CSR can contribute to addressing the
problems regarding access to medicines in many different ways. Just as
there are numerous and varied barriers to access to medicine, there are
also numerous and varied ways in which CSR can be involved in the
solution. In particular, Section III gave examples of CSR initiatives that
address failures in the supply of medicines, initiatives that address failures
in the demand for medicines, and initiatives that address both. All in all,
it makes for a promising, yet complicated picture. Having observed this

complexity, we will now explore some of its implications.

IV. ANALYSIS

The key theme of the preceding analysis was that there are a variety of
ways in which corporations can be involved in addressing the key barriers
to access to medicine. This section briefly discusses some implications that
flow from this point.
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Looking Beyond the Pharmaceutical Sector

Since the barriers to accessing medicine do not lie solely within the
production of drugs, corporations outside the pharmaceutical sector can
contribute to their realization. Banks and business coalitions can contribute
to raising awareness, as in the case of Standard Chartered’s “Living with
HIV” program. Meanwhile, energy companies can provide financial sup-
port for organizations that generate demand for essential medicines, as in
the case of Chevron and the Global Fund.

The fact that these corporations can contribute to improving access to
medicines may be liberating for anyone seeking to pressure corporations
into doing more good in low-income countries. Large energy companies,
for example, have massive infrastructure investments in many oil-producing
countries with poor health outcomes. Perhaps their resources could be
harnessed towards improving access to medicine in those areas.

At the same time, many CSR initiatives have involved partnerships
between non-profit organizations and for-profit corporations. Chevron’s
partnership with the Global Fund, the Clinton Foundation’s work with
producers of anti-malarial drugs, and Novartis teaming up with the Swiss
Tropical and Public Health Institute are justa few examples. This illustrates
that non-profit organizations can play an important role in channeling
the potential of CSR in some areas.

In short, the key point is to avoid a myopic focus on pharmaceutical
companies. In many cases, corporations in other sectors, NGOs, or even
other actors such as governments, can play a key role in harnessing the
potential for CSR to improve access to medicines.

The Value of a ‘Diagnosis-Driven’ Approach

The absence of any single solution to the access to medicine issue also
suggests that CSR initiatives should not be accepted at face value. In
some cases, the CSR initiative may do little to address the underlying
problem driving the limited access to medicines in a particular market.
For example, Merck’s recent commitment to donate 200 million tablets
to treat schistosomiasis should be viewed within the context of the lim-
ited uptake of the drug in many areas, not to mention the riots that its
distribution sparked in Tanzania. Instead, the most effective form of CSR
initiative in this area would begin by identifying the problem and then
designing the solution so that it best addresses that problem. In a way, this
is no different from the approach expected of any medical professional: a
diagnosis-driven approach.
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The Value of Benchmarking

Atthe same time, the incentive for corporations to adopta diagnosis-driven
approach is limited. In most jurisdictions, their underlying mandate is to
generate profits. CSR initiatives should be viewed within this context. In
particular, when corporations are faced with multiple solutions to address
the same problem, they have an incentive to choose the solution that will
ultimately maximize profits. This may not always be the solution that
is best suited to address the problem. In this regard, Novartis’ strategic
donation of treatment for leukemia and stomach cancer springs to mind,
particularly given its relationship to potential future profits.

Meanwhile, consumers, shareholders, and other end-users of CSR in-
formation are not always in the best position to critically analyze whether
the initiative is well-designed. In many cases, it will require a prohibitively
large investment of time or an excessively high level of previous knowledge.
The combination of these two factors suggests that full transparency is
not enough. Transparency alone will not ensure that CSR initiatives are
adequately scrutinized and judged and thus effective.

Instead, CSR rating systems or benchmarks are necessary. In particular,
a method for taking into account all relevant information and then using
expertskillsand knowledge to analyze the suitability of a CSR initiative will
be much more likely to provide the right incentives for corporations than
the mere disclosure of information. In fact, the Access to Medicines Index
seeks to do exactly that. Delivered by an independent, non-profit organiza-
tion that does not receive any money from pharmaceutical companies, the
Access to Medicines Index provides an annual ranking of pharmaceutical
companies in terms of their efforts in this area. This analysis suggests that
the work of the Index is highly important in leveraging the potential for
corporations to improve access to medicines. It is a conclusion that is also
consistent with previous work on this subject (Lee and Kohler 2010).

Socially Responsible Market Participation

A remaining point worth noting is that in many cases, a corporation’s
participation in a market may be socially responsible in itself. In this
regard, the participation of pharmaceutical companies in developing and
delivering essential vaccines through GAVI and PAHO is achieving sig-
nificant health outcomes. Perhaps in some cases, the most enduring way
to generate improved CSR may be to change the market infrastructure
and not the market participants.
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V. CONCLUSION

A shortwalk through the broad contours of access to medicine-related CSR
suggests that the terrain is far bumpier than it first appears. The donation
of drugs or the voluntary reduction of prices is not always an ideal solu-
tion. In many cases, it can be irrelevant or have unintended consequences.
Instead, corporations wishing to contribute to improving access can draw
from a range of possible initiatives to tackle a range of difficult problems.

An implication of this landscape is that those wishing to harness corpo-
rate resources to tackle problems with access to medicine should carefully
scrutinize CSR initiatives. The most effective form of CSR will begin
with an accurate diagnosis of the problem. It will then match a specific
treatment to that problem. This is no easy task. It is unlikely to occur
without expert benchmarking systems to accurately judge and publicize
the effectiveness or otherwise of the CSR action. Thus, the continual de-
velopment of benchmarking systems may improve the contribution that
CSR makes to the addressing the problem.

At the same time, an important policy implication for the non-profit
sector is that it can play a key role in directing CSR resources to where
they will be most effective. There are numerous examples of powerful
partnerships between corporate and non-profit actors in this area. Being
mindful of the complexity of problems regarding access to medicines can
be a useful starting point for such relationships.

Meanwhile, public health demands in low-income countries are chang-
ing rapidly and the barriers to access to medicine are changing with them.
If CSR is to continue to be relevant, it will need to change as well. This
adds urgency to the ongoing search for new and improved ways to align
the great wealth of our corporations with the great needs of our world. It
mabkes for a significant and fascinating challenge.
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THE IMPERATIVE, UN-FUNDABLE
TooL To FigHT CLIMATE
CHANGE:
OVERCOMING REGULATORY
BARRIERS TO CARBON CAPTURE
AND SEQUESTRATION

Derek Sylvan

Carbon capture and sequestration (CCS) is the process of
capturing carbon dioxide emissions from point sources such as
power plants and storing these greenhouse gases underground
so that they cannot enter the atmosphere. This technology is
widely cited as an imperative tool in any large-scale effort to
mitigate global climate change, but numerous commercial-scale
CCS pilot projects will be required to resolve the technical,
economic, and environmental uncertainties associated with this
technology. Despite federal and state-level attempts to stimulate
utility investment in CCS projects, utilities often face barriers
to recovering costs for CCS investments, and development has
been limited. This paper examines a variety of legal frameworks
that have been used to address cost recovery barriers, such as

carbon pricing, portfolio standards, emissions performance
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standards, technology carve-outs, and direct financial incen-
tives for utilities. A series of case studies in the development of
CCS projects reveals how these frameworks have had varying
levels of success. Other potential policies to align utility incen-
tives with national research goals, such as a national portfolio
standard, federal mandates, and altered Department of Energy
funding schemes, are also analyzed. Past projects suggest that
a combination of policies will likely be necessary to stimulate

CCS pilot project development.

A 2009 pilot project at the Mountaineer coal-fired power plant in New
Haven, West Virginia was hailed asa monumental achievement. Engineers
had successfully captured flue gas from the three-decade-old plant, separated
out the carbon dioxide (CO,), and sequestered it deep underground, where
it could not enter the atmosphere. Visitors from as far away as China and
India, cognizant of the major implications this technology could have for
climate change mitigation, came to tour the project that the New York
Times called “one of the most advanced and successful in the world” (Wald
and Broder 2011). The project was set to expand toward commercial-scale
implementationin2011, and the Department of Energy (DOE) had already
guaranteed a grant of over $334 million—half the costs needed for the
upcoming phase. That phase never began, though, as the plant’s owner,
American Electric Power (AEP), abruptly halted the project in July 2011.

Despite the project’s technological success and the federal government’s
assertions of its importance, the public utility commissions (PUCs) of
Virginia and West Virginia denied requests for electricity rate increases to
cover AEP’s project costs. Without an available means of cost recovery or a
regulatory policy incentivizing expensive, low-carbon energy investments,
AEP lacked the business or legal motivation to move forward. The project
was suspended indefinitely.

Carbon capture and sequestration (CCS) technology is widely cited
as an imperative tool in any effort to mitigate global climate change and
ensure the long-term viability of fossil fuel energy. Commercial-scale CCS
pilot projects will be required to resolve the technical, economic, and en-
vironmental uncertainties associated with this technology. The patchwork
of legal and regulatory efforts designed to stimulate utility investment in
CCS projects has thus far struggled to solve utility cost recovery problems.
Creative policy solutions will be needed in order to align utility incentives
with national research goals and promote CCS development in the United
States.
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I. Tue ImrorTANCE OF CCS

Nearly every high-profile climate change mitigation strategy put forward
in recent years identifies CCS as a crucial technology in the effort to
reduce greenhouse gas emissions. The International Energy Agency’s
World Energy Outlook 201 1 projects that CCS would need to account for
roughly one-fifth of the new emission reductions required to reach a “450
Scenario” (stabilizing atmospheric greenhouse gas levels at 450 parts per
million, which is projected to limit climate change to approximately 2
degrees Celsius above pre-industrial levels). The report states that if CCS
is not widely deployed in the 2020s, “unprecedented pressure” would be
placed on other low-carbon technologies, and a ten-year delay in CCS
deployment would increase total abatement costs under this scenario by
$1.1 trillion (IEA 2011).

The Intergovernmental Panel on Climate Change (IPCC) identifies
CCS as a key mitigation technology to be implemented in the short to
medium term (before 2030), calling for CCS integration with coal, gas,
and biomass power plants as well as cement, ammonia, and iron manu-
facturing facilities (IPCC 2007). McKinsey, MIT, and numerous other
sources similarly identify CCS as a fundamental technology in any long-
term effort to meaningfully reduce greenhouse gas emissions.

Due largely to rapidly growing energy demand in the developing world,
coal (and other fossil fuels that could potentially integrate CCS) will con-
stitute a sizable portion of the international fuel mix for decades to come.
CCS is generally seen as the only viable way to continue or expand coal
use without drastically increasing greenhouse gas emissions.

Widespread implementation of CCS could also have significant energy
security benefits for the United States, as it would allow for heavy reliance
on domestic coal and gas even if global or national emissions limits (or
carbon pricing) are adopted.

A number of small CCS pilot projects have taken place around the
world in recent years, and while some large-scale power plant demon-
stration projects have been planned, none have yet become operational.
Seven power plant-based CCS projects, using a variety of technologies, are
currently in development in the United States (not including three others
that have been formally placed on hold). None are expected to commence
operation before 2014 (MIT 2012).

While CCS plays a major role in most global carbon mitigation plans,
the technology is still in its infancy. Without aggressive support for com-
mercial-scale pilot projects, CCS will not be available for deployment in
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the time frame hoped for by both government entities and environmental
groups, resulting in increased mitigation costs and a likely failure to meet

emission reduction targets.

I1I. TEcHNICAL DESCRIPTION

The Capture Process

Capturing CO, from large point sources such as power plants is gener-
ally accomplished through one of three technologies. Post-combustion
capture involves separating CO, from flue gasses after coal (or another
fuel source) has been combusted. Pre-combustion systems process the
primary fuel source to produce separate streams of CO, and hydrogen
gas (which can be used as a fuel), allowing CO, to be captured from a
relatively pure exhaust stream. Oxy-fuel combustion uses oxygen instead
of air in the combustion process, producing a flue gas made of CO, and
water vapor. The water vapor condenses through cooling, leaving a nearly
pure stream of CO, that can be transported for sequestration. Commercial
CO, capture systems can reduce power plant CO, emissions by roughly
90 percent (IPCC 2005).

The Sequestration Process

Captured CO, is generally transported by pipeline to storage sites. Thou-
sands of miles of CO, pipelines are already in use in the United States to
supply CO, to oil wells, where it is used for enhanced oil recovery (IPCC
2005). CO, sequestration options include liquid storage in the ocean, solid
storage by chemical reaction to produce stable carbonates, and gaseous
storage in deep geological formations such as saline aquifers and exhausted
oil or gas fields. Geological storage is the primary method of sequestration
under consideration for current and planned CCS projects. Three large-
scale geological CO, sequestration projects are currently active in Sleipner,
Norway, Weyburn, Canada, and In Salah, Algeria. Underground saline
aquifers have a projected global carbon storage capacity of between four
hundred and ten thousand gigatons (Balat, Balat, and Oz 2009), and the
United States is projected to have over six thousand miles of underground
rock formations suitable for CO, sequestration (LiveScience 2009). It is
considered likely that over 99 percent of CO, injected in geological for-
mations will be safely retained for over one thousand years IPCC 2007).
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III. THE NEED FOR AGGRESSIVE RESEARCH AND PI1LOT
ProjecTts

Most climate change mitigation plans anticipate widespread deployment
of CCS within the next ten to fifteen years. However, due to the dearth
of currently operational CCS projects, significant uncertainty remains
about the environmental and economic implications of CCS implementa-
tion. Research and pilot projects are urgently needed if policymakers are
to understand and resolve these issues and encourage widespread CCS
development.

Environmental Uncertainty

Major research efforts are needed in order to understand the environmental
dynamics of underground carbon storage. Because varying locations can
have vastly different geological characteristics, pilot projects will be needed
at a wide array of sites.

CO, leakage from storage sites, potential drinking water contamina-
tion, and seismic impacts all must be considered in an evaluation of CCS.
Concerns about each of these issues have been raised in the past, though
most comprehensive technical evaluations have concluded that CCS is
likely to be safe and effective (MIT 2007).

Regulatory structures to govern and monitor CCS will be necessary,
and these structures cannot be appropriately designed without additional
CCSresearch and pilot projects. Monitoring, Verification, and Accounting
(MVA) programs for CCS currently exist within the DOE, but they are
young and largely untested (NETL 2009). Methods for handling long-
term responsibility and liability for storage sites must also be developed,
most likely involving transfer of storage site responsibility from the firms
operating CCS projects to the federal government after some period of
time.

Economic Uncertainty

Implementation of CCS technology will clearly add significant costs to
coal electricity generation, though cost estimates vary greatly. The IPCC
estimates that carbon capture would add between 1.8 and 3.4 cents per
kilowatt-hour (kWh) to the cost of electricity from a pulverized coal plant
and 0.9 to 2.2 cents per kWh to the cost of electricity from an Integrated
Gasification Combined Cycle (IGCC) plant. Cost increases for a natural
gas combined-cycle plant would range from 1.2 to 2.4 cents per kWh.
Additionally, transport and storage costs would add just less than one cent
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per kWh, though some CCS projects could earn a profit by selling CO,
for enhanced oil recovery or coal bed methane recovery (IPCC 2007).
Researchers at MIT have estimated that the cost of running a full-scale
CO, injection and storage project would be roughly $15 million per year
(MIT 2007).

Capturing and compressing CO, also requires significant energy, and it
is projected that a commercial-scale CCS system would increase the fuel
needs of a coal-fired power plant by 25 to 45 percent (MIT 2007). In most
cases, the costs of new conventional plants with future CCS retrofits are
projected to be higher than the costs of building fully integrated plants
with CCS (MIT 2007).

Clearly, CCS projects have major economic implications for utilities,
ratepayers, and the government. However, the true costs (and ultimate vi-
ability) of CCS cannotbe determined until commercial-scale pilot projects
are launched to help clarify economic uncertainty.

The scale of CCS implementation needed to make a significant impact
on global carbon emissions is massive. Coal electricity generation currently
emits roughly 2.5 gigatons of carbon, and this amount is projected to grow
to roughly 9 gigatons by 2050 under a business-as-usual scenario (MIT
2007). Capturing and storing one gigaton of carbon would require CCS
implementation at six hundred different one-gigawatt coal plants. Given
the monumental scope of this effort, there is an urgent need to determine
the economic feasibility of CCS.

Multiple technologies exist for both the capture and sequestration
processes, and pilot projects are needed to determine which of these are
economically (and environmentally) realistic at scale. Furthermore, pilot
projects will accelerate technology development, potentially driving down
costs.

Many electric utilities and fossil fuel energy interests have an economic
incentive to develop CCS so that fossil fuel electricity generation remains
viable if CO, emissions limits are put in place. However, most of these
entities have shown a limited interest in funding expensive CCS research
projects given the uncertainty surrounding emission regulation and cost
recovery.

IV. LecaL FRAMEWORKS FOR UTILITY COST RECOVERY

The infrastructure investments of regulated utilities are generally guided
by legal requirements and profit motives. Investor-owned utilities are
guaranteed a rate of return on investments approved by PUCs, so their
risk appetite for investments that may not be approved tends to be very



182

low. Mastery of a successful CCS technology could have financial ben-
efits for a ucility if C02 emission limits are mandated. However, without
a legal requirement to pursue emission reductions, most utilities will be
unlikely to make major investments in CCS unless cost recovery can be
reasonably guaranteed.

PUC:s seek to ensure reliable service and reasonable electricity rates for
their ratepayers, and can only be expected to approve rate increases for
CCS investment if adopting CCS is either economically advantageous
or legally necessary. Therefore, legal frameworks to promote utility cost
recovery must focus on restructuring the economics of carbon-intensive
energy generation or formally requiring CCS deployment.

Carbon Pricing

The economic viability of CCS is frequently discussed in relation to carbon
pricing. A cap and trade program or carbon tax would effectively put a
price on carbon emissions and force utilities to recalculate the economics of
their fuel mix for electricity generation. Avoided emissions would therefore
become valuable, especially for fossil fuel sources that are used for baseload
power. It is estimated that a carbon price of $25 to $30 per ton of CO,
(which would add roughly 25 cents to the price of a gallon of gasoline)
is sufficient to make coal plants with CCS economically viable, though
these projections are highly uncertain due to the lack of commercial-scale
CCS cost data (MIT 2007).

Some utilities, including AEP, have voiced support for cap and trade
legislation (AEP 2009). Legislative certainty about carbon pricing would
help utilities make long-term resource planning decisions. Additionally,
legislation that requires or incentivizes major investments in low-carbon
technology could potentially have financial benefits for utilities. Many low-
carbon infrastructure investments could presumably be added to the rate
base, allowing utilities to both recover costs and earn a rate of return. In
a scenario in which carbon prices make CCS retrofits (or new plants with
CCS) economically desirable to alternatives, utilities could be expected
to invest in CCS, and PUC:s could be expected to approve resulting rate

increases.

Portfolio Standards

Portfolio standards—Ilegal requirements thata certain percentage of energy
needs are met by low-carbon sources—are the most common state-level
framework to encourage energy investments that reduce greenhouse gas

emissions. More than half of the states in the U.S. now have some form of
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portfolio standard (Cowartetal. 2008). Making CCS a qualifying technol-
ogy in renewable/alternative energy portfolio standards could theoretically
spur investment and encourage PUCs to approve related rate increases.
However, CCS will likely be more costly than other low-carbon options,
at least until economies of scale have been achieved. Given that portfolio
standards generally allow utilities (and PUCs) to prioritize the lowest cost
methods of meeting targets, simply adding CCS to a list of qualifying
technologies will unlikely be sufficient to spur significant investment.

West Virginia’s Alternative and Renewable Energy Portfolio Standard
illustrates this predicament. Enacted in June 2009, this provision requires
investor-owned utilities with more than thirty thousand residential cus-
tomers to meet a series of targets culminating with a 2025 requirement
that 25 percent of retail electric sales be supplied by approved alternative
or renewable sources. Coal with CCS is among the qualifying “alternative
energy resources,” though this expansive category also includes natural gas
(allowable for 10 percent of the standard), as well as coal bed methane and
ahostofothersources (WVPSC 2009). Complianceis based on Alternative
Energy Credits, with one credit equating to one megawatt-hour of alterna-
tive or renewable generation, or one ton of CO, reduced or offset. Given
the wide range of options that qualify for credits, it is highly unlikely that
CCS will be cost competitive with other options before the 2025 goal. As
such, the West Virginia Public Service Commission (WVPSC) will likely
discourage utilities from pursuing CCS if doing so entails passing along
costs that could be lower with other planning choices.

Technology Set-Asides and Carve-Outs

Some states have established set-asides for particular technologies (such as
solar or biomass), requiring a certain level of uptake independent of port-
folio standard targets. These obligations can also be specifically mandated
within portfolio standard targets as carve-outs. North Carolina’s portfolio
standard includes carve-outs for energy from solar and swine waste sources,
while New Mexico requires that wind and solar sources each supply at least
20 percent of the state’s mandated amount of renewable power (Cowart et
al. 2008). Set-asides or carve-outs for CCS would likely ensure that PUCs
allow cost recovery for utility CCS investments, at least until target levels
were met. These policy mechanisms could be particularly effective in states
with large amounts of coal-fired generation.

Emissions Performance Standards
States could design emissions performance standards, requiring electricity
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retailers to meet specific CO,/kWh targets across their portfolio of gen-
erating facilities or power purchase agreements. These standards could be
designed to make CCS implementation necessary for most coal plants,
and PUCs would therefore be likely to approve rate increases to cover
CCS investments.

A similar approach could be used to target generators themselves, rather
than retailers, but thisapproach would be prone to leakage as new companies
could simply avoid building plants in states with emissions performance
standards. Applying emissions standards to electricity retailers rather than
generators would ensure that imported electricity is regulated.

California currently requires electricity retailers’ new long-term contracts
with baseload generators to meet a standard of 1,100 pounds of CO, per
megawatt-hour (Cowart et al. 2008). Thus far, emissions performance
standards have not been adopted in states that are heavily reliant on coal-
fired power plants.

DOE Funding

DOE efforts to promote CCS indicate that advancing this technology
is a federal policy priority. The American Recovery and Reinvestment
Act (ARRA) designated $3.4 billion for CCS programs, accounting for
49 percent of energy-related ARRA funding (Short 2011). While DOE
project funding does not constitute utility cost recovery per se, the DOE
has subsidized major portions of most domestic CCS projects, drastically
reducing the financial commitment needed from utilities and ratepayers
for these investments.

The DOE Carbon Sequestration program, run largely through the
National Energy Technology Laboratory, focuses on three areas: core
research and development, infrastructure, and global collaborations. The
infrastructure projects include a variety of demonstrations with ARRA
funding, as well as projects associated with the Clean Coal Power Initiative
(CCPI), which originated in 2002 as a cost-shared partnership between
government and industry. Three CCPI demonstration projects have been
completed, while seven are currently active (NETL 2012).

Large-scale funding from the DOE will likely be critical to the advance-
ment of most CCS pilot projects, though this funding may not be suf-
ficient to generate major utility investment without additional regulations
governing carbon emission reductions or technology development.

State Financial Incentives and Utility Cost Recovery Mechanisms
Six states have currently passed legislation creating various forms of util-

185

ity cost recovery mechanisms for CCS projects (Pew Center on Global
Climate Change 2010). Examples include Virginia, which allows utilities
to receive an enhanced rate of return for certain projects, which may
include CCS (State of Virginia 2007a), and Illinois, whose Clean Coal
Portfolio Standard Law guarantees electricity purchase agreements for the
first in-state coal facility with CCS and creates other financial incentives
tied to CCS development (State of Illinois 2007). Many other states offer
CCS development grants or tax incentives. The success of these measures
is as yet unclear, as Virginia’s State Corporation Commission denied cost
recovery for the Mountaineer CCS project and most other states have seen
limited growth in CCS development.

Voluntary PUC Approval

In theory, PUCs could choose to allow ratepayer funding for CCS without
outside legal requirements, though this has not commonly occurred in
the past. Traditional ratemaking considerations focus on reliability and
low cost, making investments in undemonstrated technologies such as
CCS highly undesirable. Unrequired cost recovery approval would likely
hinge on a PUC’s interpretation of whether utility CCS expenditures are
“reasonable and prudent.” While CCS pilot projects may have tremendous
merit in terms of climate change mitigation and energy policy goals, they
are unlikely to help deliver cost-effective electricity service to local rate-
payers in the near term, and as such few PUCs can be expected to deem
these investments “reasonable and prudent” unless they are required by
outside regulations.

V. MOUNTAINEER: A CASE STUDY IN THE FAILURE OF
CCS REGULATORY PoLICIES

The inability to align federal policy goals with the economic concerns of
utilities and PUC:s led to the cancelation of the Mountaineer CCS project
in West Virginia. The CCS retrofit at the 1,300-megawatt Mountaineer
plant was the most advanced project of its kind undertaken in the United
States to date. Operated by AEP subsidiary Appalachian Power (APCo),
Mountaineer used a post-combustion chilled ammonia capture process
developed by the French conglomerate Alstom. Captured CO, was trans-
ported via pipeline to nearby well sites and pumped 1.5 miles below the
surface for sequestration in the Mount Simon Sandstone, a geologic deep
saline formation thought to have ideal properties for large-scale CO, stor-
age. Phase 1 of the project, targeting a 30-megawatt portion of the plant,
was brought online in 2009, and captured 21,000 metric tons of CO, ata
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capture rate greater than 90 percent. Roughly 15,000 metric tons of CO,
were sequestered withoutany known technical or environmental problems.
Phase 2, which had been scheduled to commence in 2011, would have
scaled the project up to 235 megawatts, but AEP postponed the project
indefinitely in July 2011.

AEP, one of the United States largest utilities, frequently touted
Mountaineer as a major success and an illustration of the company’s
environmental aims. AEP invested $70 million of shareholder money in
the demonstration project (Gallucci 2011). The DOE supplied the bulk
of the funding for the project’s initial research and Phase 1, while Alstom
and other partners supplied additional funding. The DOE had already
granted $334 million, half of the projected project costs for Phase 2, when
AEP announced the project’s cancelation.

In2008, APCo requested a rate increase from the Virginia State Corpora-
tion Commission (VSCCQC) to cover costs associated with the Mountaineer
CCS project. The request sought to include roughly $74 million in the
rate base, which would have entailed a rate of return as well as recovery of
expenses (VSCC 2010). As discussed above, Virginia’s Senate Bill 1416/
House Bill 3068 had been enacted in 2007, allowing for utility cost
recovery and an enhanced rate of return on certain project investments
(CCS is specifically referenced in the legislation as a potentially allowable
technology). Despite the legal basis for cost recovery, APCo’s request was
denied due to uncertainty about carbon emissions regulation, and an
argument that “although AEP asserts that this demonstration project will
benefit customers of all of AEP’s operating companies and of all utilities
in the United States, APCo’s ratepayers (and not shareholders) are being
asked to...shoulder the entire financial burden and risk associated with
AEP’s CCS research and development” (VSCC 2010). In a post-hearing

brief, the commission added the following:

Furthermore: (1) this project significantly increases operation
and maintenance expenses at the Mountaineer plant; (2) this
project decreases the efficiency of the Mountaineer facility,
which results in increased fuel costs; (3) the CCS technology
decreases the Mountaineer plant’s operating capacity, which
further increases APCo’s capacity deficit position within the
AEP-Eastpooland, thus, increases APCo’s capacity equalization
charges; and (4) the potential benefits to Virginia ratepayers
currently are speculative at best (VSCC 2010).

The West Virginia Public Service Commission also denied APCO’s 2010
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request for a rate increase, largely due to the project’s experimental status.
The Commission argued that even a commercial-scale CCS facility should
receive rate base treatment only for the West Virginia pro-rated portion
of project costs, based on load sharing among AEP operating companies
(Wyckoff 2011). Essentially, the Commission argued that the costs for a
CCS project should be shared among all states where AEP does business.
Though West Virginia’s Alternative and Renewable Energy Portfolio
Standard makes specific attempts to encourage CCS investment, these
policy incentives were inadequate to support cost recovery even for a
widely heralded CCS project with federal funding in place to cover half
of the project’s costs.

The arguments of both state PUCs are understandable, as any benefits
of the Mountaineer project would likely be national or global rather than
local, while local ratepayers would be asked to fund much of the project.
Likewise, AEP’s reluctance to take on shareholder expenses for a project
with highly uncertain financial returns is sensible from a business perspec-
tive. The AEP “Corporate Citizenship” webpage explains the decision to
halt the Mountaineer CCS project with the following statement:

Due to the current uncertain status of U.S. climate policy and the
continued weak economy, AEP has made the business decision
to place the project on hold until such time that economic and
policy conditions create a viable path forward. AEP has advised
the U.S. Department of Energy (DOE) that it is terminating
its contract with DOE and will put the project on hold upon
completion of the project’sinitial phase of front-end engineering
and design (AEP 2011).

Unless changes to the United States’ climate policy can better align the
incentives of utilities and PUCs, other CCS projects will likely face a fate
similar to that of Mountaineer.

VI. OtHER KEY CCS PRrOJECTS AND REGULATORY
HURDLES

FutureGen

The FutureGen CCS project disperses costs among a large group of energy
industry stakeholders in addition to relying on heavy federal funding,
thus minimizing the importance of utility cost recovery. While the project
has been slowed by a variety of setbacks since its inception in 2003, this
dispersed funding model could prove to be a successful means of limiting
financial risk for participating utilities.
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The FutureGen Industrial Alliance is a non-profit partnership of groups
from the power and coal industries. The group is currently working with
the DOE to repower a 200-megawatt coal plant in Meredosia, Illinois to
use oxy-combustion capture technology. Siting issues and local opposition
have slowed and changed the project numerous times since it began in
2003. The original FutureGen project sought to create a new IGCC plant
and CO, storage site in Coles County, Illinois. This project was halted
after cost overruns prompted the federal government to withdraw funding,
only to later restore project funds and mandate changes that prompted
Coles County to sever its involvement. The new project in Meredosia will
require a 175-mile pipeline network to transport CO, for sequestration in
deep saline aquifers in Morgan County, Illinois. Construction is expected
to commence in 2012, with completion anticipated in late 2015.

The DOE formally committed $1 billion to the FutureGen project in
2010 as part of the ARRA. FutureGen partners will each commit between
$4 million and $600 million over the life of the project. Twenty members
are needed to meet FutureGen’s financial goals, and eleven members are
currently in place. Some past members (including AEP) have dropped out
of the alliance (MIT 2012b).

The FutureGen development process highlights the difficulties of align-
ing multiple stakeholders and navigating the economic, environmental,
and regulatory barriers inherent in a CCS project.

This dispersed funding model could serve as a partial solution to the
problem of limited PUC cost recovery approval. However, it is unclear if
the reduced cost burden will be sufficient to entice significant investment
by utilities. The economic motivations for investing in pilot projects are
still unclear for many utilities and their shareholders, as the nature of
future carbon emission regulations are unknown. Furthermore, utilities
that choose not to invest in CCS pilots can still likely reap many of the
benefits of CCS once the technology is more fully developed.

Dominion Virginia Power

Because CCS technology is still developing, uncertain definitions of what
constitutes CCS have created controversy and aroused suspicions of im-
proper utility profit seeking at the expense of legislative goals.

In July 2007, Dominion Virginia Power applied to the VSCC for
approval of a new coal-fired power plant in Wise County that would be
“carbon capture compatible.” The projected cost of the 585-megawatt
plant was $1.8 billion, and Dominion sought to earn the enhanced rate
of return (100-200 basis points) that Virginia allows for certain projects,
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potentially including CCS. Dominion touted its plans to capture carbon
at the plantin print and radio advertisements, while a coalition of environ-
mental groups led by the Southern Environmental Law Center disputed
the plant’s actual capability for CCS (SELC 2008).

In testimony before the VSCC, it was determined that Dominion had
made no investments or efforts to integrate CCS into the design of the
plant other than designating an “area of sufficient size based on concep-
tual carbon capture equipment.” Dominion argued that “carbon capture
technology is not commercially viable or available at the present time. The
Company has taken steps to make the plant highly efficient and compat-
ible with anticipated future carbon capture technology” (State of Virginia
2007b).

The VSCC approved construction but classified the plant as a conven-
tional coal facility, disallowing Dominion’s request for an enhanced rate
of return. Construction of the plant began in June 2008 and commercial
operation is targeted for 2012. Dominion’s September 2010 Integrated
Resource Plan included no discussion of integrating CCS at the Wise
County facility (Dominion 2010).

Mississippi Power

In some instances, utilities have been able to recover costs for CCS invest-
ments even without regulatory mandates. In 2010, Mississippi Power (an
affiliate of Southern Company) received cost recovery approval from the
Miississippi Public Service Commission for a proposed $2.4 billion IGCC
plant in Kemper County, Mississippi. The plant will capture 65 percent
of CO, with pre-combustion capture technology, and CO, from the plant
will be sold for use in enhanced oil recovery projects. The 582-megawatt
plant is currently under construction, and is projected to begin operation
in 2014.

The Kemper County IGCC project was selected to receive funding
from the Clean Coal Power Initiative. The project received a $270 mil-
lion DOE grant and $133 million in IRS investment tax credits, allowed
under the National Energy Policy Act of 2005 (Rickman 2009). The
Mississippi commission voted to allow rate recovery in 2010, so long as
Mississippi Power agreed to cap costs at $2.4 billion (an original request
had sought $3.2 billion). Under Mississippi law, the utility is allowed to
recover costs associated with construction as the plant is built. Customer
rates are projected to increase by 33 percent over a ten-year period (Ayers
2011).

While the cost to ratepayers for an IGCC plant is considerably higher
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than fora conventional coal plant, the PUC’s decision to allow rate recovery
was likely based on both economic and environmental factors. The plant’s
proximity to vast in-state reserves of mineable lignite coal (which will fuel
the plant) are projected to keep fuel costs down and create significant eco-
nomic benefits for the state (AP 2011). The low pollutant emissions from
an IGCC plant (relative to a conventional coal plant) were also referenced
in the commission hearings.

The Sierra Club mounted multiple legal challenges to the plant’s ap-
proval on both economic and environmental grounds, seeking to halt
construction and contest the legality of the DOE grant (Sourcewatch
2011). However, both the Mississippi State Supreme Court and the U.S.
District court ruled to uphold the public service commission’s approval
(Janquart 2011).

The Kemper County project demonstrates that formal legal mandates
are not required for a utility to be granted CCS cost recovery from a
PUC. However, this case appears to be largely anomalous, as the project
benefited from a combination of ample federal funding, local economic
motivation, and available markets for captured CO.,. It is unclear whether
other utilities could follow Mississippi Power’s path to cost recovery with
their own CCS projects.

VII. PoTENTIAL POLICY SOLUTIONS

In order to stimulate the development of commercial-scale CCS projects
in the United States, it will likely be necessary to create both financial
incentives for utilities and regulations governing CO, emissions. Differing
policies may prove to be beneficial in different regions and contexts, and
it is likely that multiple policies will be needed to stimulate development
at the pace called for by most climate change mitigation strategies. All of
the utility cost recovery frameworks discussed earlier can be successful
in encouraging CCS deployment, if implemented properly. Some other
possible policy solutions are discussed below.

A National Portfolio Standard with CCS Carve-Outs or Set-Asides
At the national level, a portfolio standard that mandates CCS use for at
leasta percentage of fossil fuel power plants could force utilities (and PUCs)
to fund CCS projects. A national standard with such a CCS provision
would be an ideal way to stimulate pilot projects in different regions, which
would help researchers gain an understanding of carbon sequestration
under varying geological conditions. State-level standards would be help-

ful for guaranteeing cost recovery; however, some state governments may
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be opposed to standards that make their ratepayers responsible for costly

demonstration projects if other states are not enacting similar legislation.

Federal Mandates for Public Utility Commission Cost Recovery
The DOE’s aggressive programs to promote CCS demonstrate a belief
at the federal level that development of this technology is in the national
interest. While the federal government has shown willingness to use tax-
payer money to develop CCS, state PUCs are primarily focused on keep-
ing electricity rates low, rather than on achieving energy research goals.
While the DOE can continue to fund portions of CCS projects, utilities
may still be reluctant to participate if they cannot recover costs for their
portion of CCS project investments.

Federal legislation could conceivably attempt to mandate state funding
for certain energy projects, including cost recovery approval for some util-
ity CCS investments. For example, such legislation could target specific
DOE-approved projects for CCS (or other high-priority technologies),
mandating state funding equal to a percentage of DOE project expen-
ditures. This legislation would need to be creatively designed in order to
avoid jurisdictional infringement on intrastate energy matters, and its
constitutionality could possibly be challenged. Recent budget crises in
many states also limit the political viability of such legislation in the near
term. If these barriers are overcome, such federal energy legislation could
be an important tool to help ensure that states share some of the costs of
CCS projects, and that utilities be able to invest in CCS with some assur-
ance of cost recovery.

Targeted CCS legislation is likely less desirable than comprehensive
emissions regulation or a national portfolio standard. However, it may be
more politically viable to pass a bill with a narrow scope focusing on “clean
coal” funding, as opposed to new regulations governing the entire national
energy sector. A rare political consensus exists on CCS issues between
traditionally Democratic interests (including the Obama administration)
and fossil fuel interests. It is conceivable that this consensus could produce
some form of new legislation to expand federal support for CCS develop-
ment.

Increased DOE Funding for CCS

While recent DOE expenditures on CCS are upwards of $1 billion peryear,
increasing this funding even further may prove to be the easiest method
of accelerating CCS development. Given the difficulty many utilities have
had in recovering investment costs, it may be beneficial for the DOE to
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consider funding most or all of some CCS projects. This funding method
would essentially disperse costs among all taxpayers in the country, rather
than ratepayers in the region of a pilot project. Given the diffuse benefits
of national energy technology research, this is arguably a more equitable
funding method.

Opposition to some CCS projects could persist regardless of additional
DOE funding. Even if utilities engaged in CCS pilots were not seeking cost
recovery, PUCs could take issue with utility participation on the grounds
that CCS implementation requires additional energy inputs of 25 to 45
percent for a power plant (MIT 2007). A PUC could thus argue that CCS
pilot projects negatively affect ratepayers or electrical service. Despite this
risk, increased DOE funding would likely help facilitate the alignment of
utilities and PUCs with respect to CCS demonstration projects. However,
securing the necessary funds for such an expansion of the DOE’s CCS
development efforts would likely prove difficult in the current economic
climate.

Carbon Pricing

A federal carbon pricing scheme would likely be the most efficient way to
connect utility incentives with carbon reduction goals, thereby spurring
investmentin CCS. Regional and state-level carbon markets could also help
in this regard, though they are only likely to be effective in coal-intensive
areas. The only currently active carbon market in the United States, the
Regional Greenhouse Gas Initiative (RGGI), regulates power plant CO,
emissions, allowing carbon offsets and allowance trading. This system could
theoretically incentivize CCS development by providing both regulatory
and economic incentives for utilities. However, the northeastern and
mid-Atlantic states participating in RGGI are not heavily dependent on
coal, so this initiative is unlikely to lead to major CCS investment. Given
that California’s electric power sector ranks 45" among states in annual
coal use (EIA 2011), the cap and trade system that the state will launch
in 2013 is also unlikely to foster many CCS projects.

A carbon pricing system in a coal-rich region (or a national carbon
pricing system) would provide a market-based mechanism for encourag-
ing CCS investments in the long term. However, the short-term effect
that such a system would have on CCS development is unclear. As an
untested technology, the costs and offset potential of CCS are uncertain.
If allowance prices do not reach a sufficiently high level, the owner of a
coal-generating plant might be more apt to buy allowances than to invest

in CCS.
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A carbon pricing system is likely the best available policy for incentiv-
izing low-carbon technology investments across the energy sector. This is
a desirable goal, and while carbon pricing would be expected to expand
CCS implementation over time, rapid CCS development may require ad-
ditional regulatory efforts, as well. The House of Representatives passed the
American Clean Energy and Security Act in June 2009, which would have
instituted a cap and trade system to limit carbon emissions. However, the
Senate failed to pass similar legislation after more than a year of discussion
and some bipartisan efforts to move a bill forward. The current makeup
of Congress is less favorable to a carbon pricing scheme, greatly limiting
the political viability such legislation in the near term.

VIII. LOOKING AHEAD

The outlook for comprehensive federal climate change legislation in the
United States is currently unfavorable given the makeup of Congress and
the state of the economy. While the national political situation could
change after the 2012 elections, meaningful progress in low-carbon energy
legislation may be more likely to occur at the state level in the near term.

Cost recovery is probably the greatest incentive that can be used to
spur utility investments in CCS, and this can best be guaranteed through
a combination of financial incentives and regulatory requirements for
CCS development. A number of potential policies can be used in each
category, and the states that aggressively pursue these policies will likely
be the leaders in domestic CCS deployment.

Given thessignificant barriers to CCS development in the United States,
the federal government has shifted some of its focus to foreign opportuni-
ties. In January 2011, the DOE announced the creation of the U.S.-China
Clean Energy Research Center, to be bilaterally funded with $150 million
in public-private money (Gallucci 2011). This is one of many efforts to
link American CCS experts with active pilot projects springing up around
the world. It remains to be seen if policy solutions to utility cost recovery
and other regulatory barriers will allow more of those pilot projects to
materialize in the United States in coming years.
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