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MILLENNIUM CHALLENGE CORPORATION:
LESSONS LEARNED AFTER A DECADE AND
OUTLOOK FOR THE FUTURE

TUESDAY, DECEMBER 8, 2015

U.S. SENATE,
COMMITTEE ON FOREIGN RELATIONS,
Washington, DC.

The committee met, pursuant to notice, at 10:14 a.m., in room
SD—419, Dirksen Senate Office Building, Hon. Bob Corker (chair-
man of the committee) presiding.

Present: Senators Corker, Johnson, Flake, Gardner, Perdue,
Cardin, Menendez, Shaheen, Coons, Murphy, Kaine, and Markey.

OPENING STATEMENT OF HON. BOB CORKER,
U.S. SENATOR FROM TENNESSEE

The CHAIRMAN. Now the hearing for the Senate Foreign Rela-
tions Committee will come to order. Before we start, I want to say
that today’s hearing, by the way, in large part is due to some
things that Senator Cardin would like to look at, and I appreciate
his interest. Today’s hearing will review the current operations and
authority of the Millennium Challenge Corporation. The MCC, cre-
ated a decade ago, was intended to take a unique approach to the
development and foreign aid.

As designed, the MCC provides development assistance for clear-
ly defined economic objectives in full partnership with a developing
country. MCC compacts are earned, not given. With a set of clear
indicators that emphasize democratic governance and economic
freedoms that determine selectivity, the MCC works with success-
ful countries committed to establishing appropriate enabling envi-
ronments in which entrepreneurship and economic growth can
thrive.

Further, MCC is unique in that this process is strongly driven
by data and transparency. Today we will examine how MCC is ful-
filling its original promise as an independent aid agency committed
to identifying and removing constraints to economic growth work-
ing in full partnership with the host country. It is my hope we can
discuss both the lessons learned along the way, but also ways we
can help improve the MCC model.

And I want to turn to Senator Cardin for his comments.

o))
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OPENING STATEMENT OF HON. BENJAMIN L. CARDIN,
U.S. SENATOR FROM MARYLAND

Senator CARDIN. Well, Mr. Chairman, again, let me thank you
for bringing forward this hearing on the Millennium Challenge
Corporation. I think my colleagues are aware that this program
was established in 2004. It was unique in that it built upon U.S.
ideals of entrepreneurship and good governance in order to do
major infrastructure in a country, pretty much directed by that
country. But they need to be able to establish that they are, in fact,
governed by democratic goals, that they have economic freedom,
and they invest in their own people.

So it 1s basically our values directed by their priorities that lever-
age a great deal of investment with strong accountability. And it
has worked extremely well during this period of time, and I think
by all accounts it has been given a very high grade for developing
the type of economic growth in these countries that will sustain our
values.

What I had asked the chairman, along with Senator Flake, is
why should we not be looking at regional issues when we look at
the countries that are involved; when you deal with trade, or you
deal with transportation, you deal with energy. It does not end at
one border. And why should we not be able to use the same prin-
ciples to do regional grants?

And that legislation was filed. It does present certain challenges
on accountability. It is different than how is it working within this
model. So I hope during the course of this hearing we will have a
chance to explore that expansion of authority and whether it would
further advance the goals of a very successful program.

I welcome our witnesses, and I look forward to the hearing.

The CHAIRMAN. Thank you. Our first witness for the first panel
is the Honorable Dana Hyde, chief executive officer of the Millen-
nium Challenge Corporation. We want to thank you for being here.
I know you know well about how we receive testimony. If you
would summarize in about five minutes, we will, without objection,
take your full written statement as part of the record.

If you would begin. Again, we thank you for your work and your
willingness to be here today.

STATEMENT OF HON. DANA J. HYDE, CHIEF EXECUTIVE OFFI-
CER, MILLENNIUM CHALLENGE CORPORATION, WASH-
INGTON, DC

Ms. HYDE. Thank you. Thank you, Chairman Corker, Ranking
Member Cardin, and members of the committee. I am delighted to
be here this morning and to have the opportunity to discuss the
Millennium Challenge Corporation’s work and our proposal to scale
our investments through regional work.

Just over a decade ago, the Bush administration and Congress
worked together to create an agency with just one focus: reducing
poverty through economic growth. Now, this new agency was built
on the lessons of decades of development, and it was charged with
strengthening the U.S. effort to lift people out of poverty. Today,
what started as a grand experiment is now an established and re-
spected tool of U.S. international development.
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You do have my testimony, Mr. Chairman, and that details
MCC’s unique model and accomplishments. So this morning I
would like to focus on just two areas. First, how MCC is catalyzing
change and growth around the world, and second, how MCC can
maximize our impact through regional investments.

Simply stated, MCC is working to reduce poverty in three ways:
first, by incentivizing countries to make meaningful reforms, sec-
ond, by funding projects with tangible outcomes and real impact,
and third, by focusing on systemic change that will outlive MCC’s
engagement.

As you know, countries must pass a scorecard to become eligible
for compact assistance. This scorecard, an independent assessment
of 20 key indicators, has proven to be a powerful incentive for coun-
tries to strengthen their democracies. Cote d’Ivoire is a prime ex-
ample. Several years ago they set out to pass the scorecard. At the
time they were failing 15 of the 20 indicators, including corruption.

They established a special team within the prime minister’s of-
fice that changed the laws, including providing rights to women
and tighten controls on corruption. If you were traveling in Abidjan
in 2013, you would have seen billboards across the city with warn-
ings to officials and citizens about the consequences of corruption.

These efforts paid off. In 2016, Cote d’Ivoire passes 13 of 20 indi-
cators and is a candidate for selection for an MCC compact. Cote
d’Ivoire illustrates how MCC’s competitive approach incentivizes
reform before a dollar of taxpayer money is spent. At the same
time, projects themselves must be targeted to achieve real out-
comes.

I recently returned from Jordan, one of the most water scarce
countries in the world. There, MCC supported a public-private
partnership to finance the expansion of the country’s primary
wastewater treatment plant. This PPP, one of the first in the coun-
try, leveraged $110 million, surpassing MCC’s own $93 million in-
vestment. The compact is being completed under time, under budg-
et, and is expected to benefit nearly three million Jordanians. By
crowding in private investment, MCC is multiplying its impact
many times over.

The same is true in Ghana. In many ways, Ghana represents the
evolution of an opportunity for MCC’s work. In the first compact,
MCC worked in many areas: road, agriculture, and water. MCC’s
second compact is solely focused on energy, and leveraging our
credibility to support politically difficult reforms that will unlock
barriers to private investment. In fact, MCC’s reforms are already
helping to catalyze more than $4 billion in private investment in
Ghana’s power sector, including General Electric’s investment in a
$1.8 billion power project.

In these ways, MCC’s compacts leave behind more than the sum
of the project, and we continue to pursue opportunities to increase
leverage. In today’s interconnected world, we believe regional in-
vestments in sectors like transportation or power represent that
opportunity.

In West Africa, for example, coordinating or pooling national
grids is essential to increasing access to electricity. With the re-
gional investment, MCC could concentrate our effort not just on
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one country like Ghana, but on the hard and soft infrastructure
necessary better to integrate power grids across borders.

This summer, I was privileged to join some of the members of
this committee at the AGOA conference in Gabon. Among the Afri-
can delegates, the widespread view was that over the next decade,
regional integration will be a primary driver of economic growth on
the continent. MCC risks missing opportunities and leaving devel-
opment impact on the table if it focuses solely on engagements that
stop at borders.

With your support, regional investments can help turn the fron-
tier markets of today into the emerging market partners of tomor-
row. I am deeply grateful to Senators Cardin, Flake, Coons, and
Isakson for introducing legislation that would give MCC this au-
thority.

Mr. Chairman, as I conclude, let me emphasize what you noted
earlier this year when you said “With limited aid dollars, it is—it
is our responsibility to ensure American resources are used in the
most effective manner possible.” I can assure you the 300 profes-
sionals at MCC think about that responsibility every day. MCC is
a lean and efficient agency that punches far above its weight. In
little over a decade, it has helped foster growth and promote Amer-
ican values around the world. And since day one, MCC has held
itself accountable to Congress and to the American people.

I want to thank you again for your time and your support of
MCC’s mission, and I would be delighted to answer your questions.

[The prepared statement of Ms. Hyde follows:]

PREPARED STATEMENT OF DANA J. HYDE

Thank you Chairman Corker, Ranking Member Cardin and members of the Sen-
ate Foreign Relations Committee for the opportunity to discuss the Millennium
Challenge Corporation’s (MCC) work to fight poverty, and the increased impact
MCC can have through regional investments.

Just over a decade ago, the previous administration and Congress worked
together to create an agency with a singular focus: reducing poverty through eco-
nomic growth. This new agency, built on the lessons of 50 years of development
assistance, faced many questions and an uncertain future:

e Could the United States use an evidence-based approach to select relatively
well-governed countries and effectively and transparently fight poverty?

e Could poor countries make data-driven investment decisions and implement
large projects within 5 years and without corruption?

e Could an innovative agency with a singular mission serve to promote American
values—open markets, democracy, and good governance—while helping to sup-
port security and stability in poor countries around the globe?

Over the past decade, each of these questions has been answered in the affirma-
tive. What started as a grand experiment is today an established and respected tool
of U.S. development and economic engagement around the globe. MCC has become
a key driver of good governance standards in poor countries, while simultaneously
rising through the ranks to be recognized as one of the most transparent develop-
ment agencies in the world.

MCC’s country-led and country-owned implementation model has successfully
delivered hundreds of projects that are improving the lives of an estimated 175 mil-
lion people around the world. In an increasingly globalized economy, these invest-
ments are a down payment on stability and market opportunities for American busi-
nesses. MCC’s engagement with a partner often stands as the cornerstone of the
U.S. economic relationship in that country—visible proof that U.S. economic assist-
ance leads to tangible results—and helps to create a more attractive environment
for private investment.
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THE MCC MODEL & PORTFOLIO

Over the span of its first decade, MCC committed roughly $10 billion to programs,
signing compacts with 25 countries. About 65 percent of the compact portfolio was
invested in Africa, with the rest in Central America, Eastern Europe, the Middle
East, and Asia.

Overall, approximately 70 percent of MCC’s portfolio has been invested in infra-
structure—power, roads, ports, and bridges—that connects people to jobs, markets
and opportunities. With large-scale grants that average $350 million and a 5-year
time horizon, MCC is uniquely suited to tackle projects of this size and complexity.
And while much of MCC’s early infrastructure investments were focused on roads
and transportation, the portfolio is increasingly invested in energy infrastructure;
four of the last five compacts considered by MCC’s Board—Ghana, Benin, Liberia
and Tanzania—are aimed at helping create the conditions for private investment in
energy in Africa.

MCC was founded on the principle of data-driven and evidence-based decision-
making, which permeates every aspect of our work. It starts with economists from
MCC and an eligible country jointly conducting an upfront analysis to determine the
country’s binding constraints to economic growth. Based upon this analysis, con-
cepts, sectors, and ultimately projects are identified and assessed for potential
impact and cost effectiveness. MCC is looking to fund projects with at least a 10
percent economic rate of return (ERR) over a 20-year period. In fact, what we have
seen—in a sampling of projects recently completed—is that the average ERR upon
completion is actually over 16 percent.

Once a compact is shaped and signed, MCC monitors implementation progress,
including through quarterly reviews. MCC tracks contracts signed and funds spent,
outputs achieved, any outcomes that can be determined during the course of a
project, and whether our partner countries are implementing the agreed-upon policy
reforms. We disburse funds quarterly if the benchmarks are being met. We will
withhold funds—and may even cut off assistance—if the conditions no longer meet
MCC standards. In addition, MCC seeks an independent evaluation of every project,
with gold standard performance and impact evaluations conducted by universities,
researchers and other outside experts.

Finally, MCC’s model is unique because of our size and footprint. MCC has just
over 300 full-time employees, and our overseas presence is only about one or two
Americans in each country. Despite being so lean, MCC is able to effectively and
efficiently disburse about 1 billion dollars per year in grant investments because we
require the host government to implement the compact—with strong MCC oversight
and monitoring—through an independent entity the government creates, often
called the Millennium Challenge Account (MCA).

A FOCUS ON MEASURABLE RESULTS

A commitment to achieving and measuring results is at the core of MCC’s model.
MCC looks at results in the following three ways: (1) the reforms MCC incentivizes
countries to make; (2) the outcomes and impact of the projects MCC funds; and (3)
the ways in which MCC fosters self-sufficiency in partner countries.

First, MCC achieves some of its most dramatic results without spending a dime
of taxpayer resources. MCC’s stringent eligibility criteria and its global credibility
have created a powerful incentive for reform, dubbed the MCC Effect. Countries are
changing their laws in order to improve their performance on MCC’s annual score-
cards and qualify for MCC assistance. Indeed, researchers at the College of William
and Mary have carefully studied and documented this effect, finding that MCC’s
scorecard is one of the most influential external tools to incentivize policy reform.!

Cote d’Ivoire provides a striking example. For several years, a special team within
the Prime Minister’s office has worked across government ministries to address
scorecard concerns ranging from health to women’s empowerment to the business
environment to corruption. In 2013, Cote d’Ivoire passed only 5 of 20 indicators on
its MCC scorecard. Fast forward just three years and Cote d’Ivoire now passes 13
of 20 indicators—and is a candidate for selection for an MCC compact.

Moreover, the incentive effect does not end once a country is selected as a partner.
MCC continues to monitor governance performance throughout the partnership
while using its hard-earned credibility to push for major policy and sectoral reforms
that complement and sustain the project investments. Together, these reforms and

1Parks, Bradley C., and Zachary J. Rice.“ Measuring the Policy Influence of the Millennium
Challenge Corporation: A Survey-Based Approach.” The College of William and Mary, February
2013.
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investments help to crowd in private sector investment and create opportunities for
more growth.

Second, MCC’s projects—in and of themselves—are designed to reduce poverty
and create growth. In little over a decade, MCC has already had a lasting impact
on countries, communities, and individuals around the world. From a road in the
Philippines strong enough to withstand Typhoon Haiyan and facilitate rescue efforts
to a port expansion in Benin that resulted in a 75 percent increase in cargo, MCC
has shown a country-driven model of development can work, and work well. As a
result of MCC’s work:

e Millions of people will travel over more than 2,850 kilometers of roads, con-
necting businesses to markets and fueling domestic and international trade;

e Millions more will be able to light their homes and start new businesses thanks
to 4,400 kilometers of new energy transmission lines and the sector reforms
that MCC has required to promote private investment

e 300,000 households have legal rights to their lands, empowering women as
heads of households, increasing individual access to credit, and reducing land-
related conflicts;

* 680,000 people have access to clean water, unleashing economic growth poten-
tial by, among other things, improving health and life expectancy; and

e 215,000 students have access to schools, including girls in Burkina Faso whose
improved math and French test scores will mean greater opportunities to enter
and be successful in the labor market.

Finally, MCC’s compacts leave behind more than the sum of their individual
projects. MCC’s focus is not just on building infrastructure, but on building exper-
tise and know-how.

This is evident in Honduras, which has adopted standards of transparency and
accountability put in place by MCC to implement additional projects even after
MCC’s compact had closed. In Cabo Verde, the Government passed a new law on
public procurement based on MCC’s procurement guidelines. And in Senegal, MCC
worked to improve local land governance through a blend of traditional and modern
land practices, an approach now being widely adopted by the Government of Sen-
egal.

Through MCC’s unique country-led approach, countries learn successful project
implementation, accountable fiscal stewardship, and transparent procurement proc-
esses that outlast the lifetime of a compact. When combined, MCC’s abilities to
incentivize reforms, drive results, and build self-sufficiency enable the agency to
punch above its weight and deliver outsized impact.

LEVERAGING THE PRIVATE SECTOR

In today’s development landscape, traditional aid dynamics are changing. The pri-
vate sector plays an increasingly vital role in delivering public goods. In sub-Saha-
ran Africa, Official Development Assistance (ODA) comprised 62 percent of external
flows in 1990; by 2012, ODA was just 22 percent of external flows to Africa.2 Total
foreign investment to sub-Saharan Africa rose from just $1.7 billion in 1990 to a
record high of $42.2 billion last year. These resources are more critical than ever
in addressing development needs.

This is why everything about MCC’s model and approach—from selecting coun-
tries to developing compacts, from fighting corruption to measuring results—is ori-
ented around creating the right circumstances for businesses to invest. Simply stat-
ed, catalyzing the private sector for development is foundational to MCC’s work and
helps ensure the long-term sustainability of our investments.

As part of this commitment, MCC is increasingly adopting innovative approaches
to specifically integrate the private sector into our compacts. MCC helps countries
design and implement public-private partnerships; utilizes creative grant facilities
to draw out innovation from the private sector; provides viability gap financing to
allow projects to reach successful financial close; and targets policy reforms that
open up private sector market opportunities. The agency is also bolstering efforts
to engage American companies on business opportunities through investment sum-
mits here in the United States and trade missions abroad.

These practices enable MCC to leverage America’s investments and multiply its
impact. To illustrate, in three recent compacts—Benin, Ghana and Jordan—MCC’s
total investment of $1.1 billion is helping to mobilize nearly $5 billion in private in-
vestment.

2Sy, Amadou. “Private Capital Flows, Official Development Assistance, And Remittances to
Africa: Who Gets What?” The Brookings Institution, May 2015.
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For instance, I was recently in Jordan to inaugurate the expansion of the
As-Samra Wastewater Treatment Plant. Building on USAID’s previous work, MCC
utilized a public-private partnership to support upgrades to the country’s waste-
water network system, mobilizing an additional $110 million in private financing.
As-Samra will address 70 percent of Jordan’s wastewater treatment needs, and
thanks to private sector investments in cutting-edge efficient and environmentally
sound engineering designs, the plant will self-produce more than 75 percent of the
energy required for its operations through clean biogas and hydropower. The deal’s
financing structure, a build-operate-transfer agreement, provides for high quality
operation and maintenance by the private sector operator for the next 22 years, fur-
ther ensuring the sustainability of the U.S. taxpayers’ investment. The facility, com-
bined with MCC’s other projects in Jordan, is expected to benefit approximately 3
million people.

Shifting to Ghana, MCC’s $500 million investment focuses on turning around the
country’s main utility by funding the public infrastructure and sectoral reforms that
are necessary to make private sector-financed power generation projects financially
viable. As a result of the compact’s reforms and investments, over $4 billion in pri-
vate investments in the Ghanaian power sector is expected in coming years, includ-
ing $1 billion from General Electric.

Furthermore, MCC invested almost $190 million to double the capacity of Benin’s
national port, which contributes nearly two-thirds of tax revenue and impacts one-
quarter of the nation’s GDP. Through a global competition, Benin selected a private
investor and operator, which invested an additional $256 million in customized im-
provements, bringing greater volumes, efficiencies and revenues, and winning a top
global prize as an innovative private-public partnership.

TRANSPARENCY & ACCOUNTABILITY

MCC is clear about what the agency aims to achieve and holds itself accountable
for reaching its goals. MCC tracks and measures results meticulously and trans-
parently to ensure that its programs are effective and efficient, thus maximizing
valuable taxpayer resources. MCC holds itself accountable, as it does its partner
countries, and will continue to learn, share, and adapt based on the results it meas-
ures.

The data we track provides valuable insights into what is working and what is
not, including instances where MCC programs met or exceeded output targets but
the subsequent evaluations did not find attributable impact on incomes. In addition
to the internal learning this data provides, MCC also contributes to the wider body
of knowledge on many of the assumptions underpinning methods of delivering for-
eign assistance.

Building on a legacy of transparency, and the advice of this Committee, MCC is
producing “after action reports” for completed compacts to make the collected data
more comprehensive and accessible. I look forward to continuing our work with you
to find ways to better capture and share MCC’s robust data, monitoring and evalua-
tion systems. This Committee has recently shown its support for the increased use
of metrics, monitoring and evaluation, and transparency that are the hallmarks of
MCC by approving the Foreign Aid Transparency and Accountability Act, which
supports high standards of data transparency and accountability.

GROWTH, TRADE & REGIONAL INTEGRATION

In today’s global economy, growth is more dependent than ever on trade and
regional integration. Regional integration has been a proven accelerator of growth
and poverty reduction in places like East Asia. Poor countries grow faster, create
more jobs, and attract more investment when they are part of dynamic regional
markets.

As a development agency solely committed to fighting poverty through economic
growth, MCC risks leaving development impact and investment returns on the table
if it solely focuses on engagements that stop at the border. Investing in the context
of larger markets will allow MCC to capture greater economies of scale and raise
returns in relation to costs.

MCC is well positioned to invest regionally for the benefit of poor countries, in
Africa, South Asia, and Central America. MCC has the technical capacity and a suc-
cessful track record of delivering large, complex infrastructure projects, and can
deploy that capacity for cross-border investments. Just as important, MCC has expe-
rience incentivizing and supporting difficult policy and institutional reforms. That
work can and should now be extended to a multi-country context. Bringing together
both the hardware and the software of regional integration will be essential to make
dynamic regional markets work.
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The challenges of multi-country investments should not be underestimated. But
MCC has already begun devising solutions to those new challenges. Given the
potential rewards, the risks of inaction are also significant. By making coordinated
regional investments across multiple eligible countries, MCC can help countries
work together to build and grow regional markets; expand and link regional power,
transport, and water networks to reduce costs and improve service; capture more
benefits through economies of scale; facilitate increased trade and investment; and
help generate new business and market opportunities for U.S. and other companies.
Regional investments can help translate the frontier markets of today into tomor-
row’s emerging market partners of the U.S.

That is why MCC is seeking to work regionally with partners when the economic
analysis calls for it, consistent with the foundational principle of country-led
accountability. Additionally, allowing for regional MCC investments would be a sig-
nificant tool for the U.S. to increase trade capacity and improve the uptake of AGOA
preferences for eligible countries.? This is one of the reasons the House Foreign
Affairs Committee has approved language to facilitate MCC’s regional work in bi-
partisan legislation, H.R. 2845, the AGOA Enhancement Act of 2015. I am deeply
grateful to Sens. Cardin, Flake, Coons, and Isakson for championing Senate legisla-
tion, S. 1605, that would also give MCC this authority.

As you have noted in the Global Gateways Trade Capacity Act, Mr. Chairman,
stable trading relationships promote security and prosperity, and can foster the
expansion of open markets and democracy. Aid to developing countries for trade ca-
pacity building can have other positive side effects such as promoting best practices,
encouraging good governance, combating corruption, and reforming legal regimes.

By giving MCC the authority it needs to make regional investments, this Com-
mittee can take a critical step toward reducing global poverty.

CONCLUSION

The development community faces many questions and challenges as the face of
global poverty changes. Among other things, MCC, with your support, needs to
think hard about how best to measure poverty in potential partner countries.

But we also know that, in the interwoven world of the 21st century, investment
in effective development, alongside defense and diplomacy, promotes shared security
and shared prosperity.

I want to echo your statement earlier this year, Mr. Chairman, when you said
that “with limited aid [dollars] available, it is our responsibility to ensure American
resources are used in the most effective manner possible.”

I am proud to lead an agency built on the pillars of effective development. And
I believe that MCC is uniquely positioned to contribute in the current global context
and in the current budget climate. MCC’s catalytic investments yield results in their
own right while supporting the policies and good governance that will allow devel-
oping countries to reduce poverty by growing their own economies.

The challenge is great. More than half of MCC’s current partners have more than
half of their population living on less than $2 a day. These are among the poorest
countries in the world, and MCC works with them because they pass a high bar
for their commitment to sound economic and social policies that will reduce poverty
among their own citizens. MCC incentivizes this commitment through our competi-
tive standards. We accelerate this commitment through high-value investments in
economic growth. And we seek to embed in our partner countries a culture of
accountability, transparency, and responsible stewardship that help sustain and
scale progress.

MCC also has a critical role as a soft power tool that advances U.S. values and
builds a more secure and prosperous future. Today, MCC is the single most impor-
tant bilateral channel for U.S. aid in support of economic growth—the strongest
driver of sustained poverty reduction—and its investments help channel U.S. assist-
ance to the best governed poor countries. MCC helps drive U.S. efforts to promote
American values and the market democracy model. And MCC is creating new oppor-
tunities for the private sector, including U.S. businesses, to invest and grow.

Through their support for MCC, the American people are helping create the build-
ing blocks of growing economies and stronger societies around the world. This
means better governance, less poverty and more economic opportunity: vital ele-
ments of peace and stability in their countries and in ours.

Thank you very much for your time and attention.

3 Government Accountability Office.“ African Growth and Opportunity Act: USAID Could En-
hance Utilization by Working with More Countries to Develop Export Strategies” January 2015.
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The CHAIRMAN. Well, again, thank you for being here, and I do
want to thank Senator Flake, Senator Isakson, Senator Cardin,
and Senator Coons for looking at creative ways to cause MCC to
have greater impact.

Ms. Hyde, you and I have met in the office, and I understand the
purpose of MCC was to be transformative. I told you about one of
my first trips to Mali where I saw people in extreme poverty, if you
will, people transporting goods on their head down the street
and——

Ms. HYDE. Yes.

The CHAIRMAN [continuing]. On donkeys and other kinds of man-
ual transportation. And yet we were building this massive airport
there, and how, candidly, I was having some difficulties connecting
the two in terms of level of economic development. I wonder if you
might explain to others here your thinking on this, and how your
thinking may have evolved since our meeting.

Ms. HYDE. Thank you. I appreciate the question, Mr. Chairman.
MCC’s thinking has evolved in a number of important ways. I
would say that the principles that MCC was founded on, that coun-
tries themselves have to be full partners in the development effort
in order for it to be sustainable, and how that relates to our actual
work in project selection, and then how we evaluate projects, is cer-
tainly one of the lessons that we have learned.

So, for example, I believe at the time of the Mali compact, which
was one of our first compacts, I think it was shaped in year three
of what was a startup agency at the time. At the time, we did not
have in place an economic analytic tool called the constraints-to-
growth analysis, which is the way we now engage with countries
to say what are the binding constraints-to-growth in this economy
and how do we go from the 30,000 foot level down to a project level.
We also put in place a cost-benefit analysis to do an Economic Rate
of Return (ERR) for every project that we do and we are looking
to achieve a 10 percent ERR.

These are both lessons that we learned over the years and that
we believe put more rigor and accountability around our projects.
So I would say those are two things in place that were not in place
at the time of the Mali compact.

Now, at the end of that compact, as you know, there was a coup
in Mali, and MCC actually terminated its compact because of the
accountability framework we work in, meaning you have to main-
tain the governance standards throughout the life of our compact.

The CHAIRMAN. So whatever happened to the airport?

Ms. HYDE. The airport itself was not completed by MCC. I be-
lieve it was Mali’s funds with another donor that came in to fi-
nance it. There was also some question, just a factual question, Mr.
Chairman, about what you saw. Our work was mostly around the
runway, rehabilitation and the renovation of one of the terminals,
so I am not actually clear what it was you saw.

The CHAIRMAN. So, that is interesting. I do not think you were
running MCC at the time.

Ms. HYDE. Yes.

The CHAIRMAN. And I know things have evolved, but can you say
to us today that, again, this $800 million to a billion or whatever
that is being spent——
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Ms. HYDE. Yes.

The CHAIRMAN [continuing]. Outside of USAID is something that
is creating transformative effects within these countries. And could
you very briefly just name a couple of those transformative oper-
ations?

Ms. HYDE. Yes. Let me name five for you very briefly. The first
I would mention is what is known as the MCC effect, that coun-
tries, particularly in Africa, where the penetration and the portfolio
has been 65 percent over the decade, are striving to get to eligi-
bility for MCC. And they are, in fact, changing their laws so that
they can pass the scorecard so they can have compacts with MCC.
We think that is very transformative. I know laws for women in
Lesotho, and Cote d’Ivoire, and Sierra Leone, and other countries
have been changed because of that.

Second, I mentioned the accountability framework. Over roughly
a decade, MCC has signed 32 compacts with 26 countries. We have
terminated assistance seven times. We have held countries ac-
countable for maintaining their governance, not just at the front
end, but through the duration of the compact. And I would say that
that is a really notable, distinct accomplishment of a donor agency.

Third, in terms of economic rates of return, many agencies do not
assess a cost benefit analysis. MCC does a very rigorous cost ben-
efit analysis, and we do it before and after completion of a compact,
in addition to independent evaluations.

So we're are looking at the front end for a 10 percent ERR. We
have recently evaluated 58 projects—as of this month—that have
closed. We are finding on average across that portfolio, the ERR at
close out was 16 percent. So we are meeting those output targets.

Finally, I would just note in terms of building big infrastructure
in the developing world, MCC in a decade has built a reputation
on being able to design scope to the highest in some of the most
difficult places on the globe, building roads, building bridges, build-
ing power transmissions facilities in a decade.

The CHAIRMAN. Well, I know when we go to countries like Paki-
stan and other places, they are constantly talking with us about
these big signature projects that the Chinese and others are doing
and we are not. So it is interesting you would point to that.

Let me ask just one last question, and I know we have two pan-
els today. With respect to the threshold program and the issues of
dealing with some of these projects, I understand you all are ask-
ing for 10 percent, and the President asked for less, and it has
been around five percent. That, for what it is worth, feels very
much like moving away from signature projects, moving away from
transformative projects towards doing the same things, if you will,
that USAID is doing.

So why would you venture into that territory when you just got
through talking about doing things that are transformative?

Ms. HYDE. Yes, I appreciate the question. So MCC has essen-
tially two product lines. On average, a compact over a decade has
been roughly $350 million. The threshold size over a decade is
roughly $22 million. The portfolio over the first decade was $10 bil-
lion, $9 and a half billion dollars put toward compacts in those 26
countries. Half a billion dollars against roughly as many threshold
programs. The threshold program was significantly revised in 2012
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and pared back. Right now, it is five percent of the portfolio. There
are three countries that are actively implementing threshold pro-
grams, so it is very small.

I would say it 1s important, though, for these objectives: There
are countries that start working with us, and I mentioned the MCC
effect, this real sort of incentive effect for countries to get the gold
standard, to get the Good Housekeeping Seal. There are countries
that start years back—Cote d’Ivoire was one of them—and they are
striving to make the scorecard and to make the changes, and they
take many years.

Last year, Cote d’Ivoire’s trend lines were up. They were on the
cusp of being eligible for an MCC compact grant. And the board
awarded them a threshold program to start, a very small invest-
ment so we could test their commitment, and so they could come
forward with some sort of engagement, formal engagement with us.
This year, a year later, the board will consider giving them a com-
pact instead of that threshold program.

One of the important changes that we made in the threshold pro-
gram is that a threshold program and a compact now both start
with the constraints analysis, and that analysis takes about eight
months, 10 months to complete between the economists of both
countries. So there is no time lost in the fact that Cote d’Ivoire has
been a threshold partner for a year. It will ripen, or may depending
upon the decision of the board, into a compact partner. The same
was true of Nepal, which started as a threshold partner and then
became a compact partner.

So we think both from the ability to sort of test the waters with
the partnership, and to do so in a small, limited way that does not
lose any time or traction while we are engaged in the analytic exer-
cise, that it makes sense in that context. And that is the context
in which the threshold program is here today.

The CHAIRMAN. Thank you. Senator Cardin.

Senator CARDIN. Thank you very much for your leadership here.
And I said in my opening statement, I am a strong supporter of
MCC. I think it has been responsible for not only dealing with pov-
erty issues, but also dealing with good governance issues and deal-
ing with important security issues.

I know Jim Kolbe will be on the second panel. I was in the House
and saw his work in his leadership position, recognizing how devel-
opment assistance was critically important to U.S. security issues.
And if there is a father of this program, it is Jim Kolbe, so it is
nice to have Jim here, and I thank you very much for your contin-
ued interest in this area.

As you point out, there are performance indicators that need to
be complied with, which is accountability, and it shows that we
have real standards in order to decide where we will do a compact
state. And you gave a good example on corruption—anticorruption
efforts. But as I understand, I want to drill down a little bit more
on this because I think we have learned over the course of the last
decade that corruption is extremely difficult to deal with, and we
need to leverage the best we can all of our programs.

My understanding is the indicator on anticorruption is basically
a pass/fail grade based upon your relative efforts to your neighbors
in the region, so you use a curve. We called that exam in college,
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you know, if you had a weak class you could get by. Is there a way
that we can be more directive on any anticorruption activities?

It seems to me that we are developing universal standards that
need to be met for a country to be serious in fighting corruption.
No country will be corruption free, we know that, but there are
good practices. And in certain regions, we need White House type
of countries that are willing to really step forward.

Ms. HYDE. Yes.

Senator CARDIN. And it seems to me that the MCC could be help-
ful in that regard.

Ms. HyDE. Thank you, Senator, for the question. MCC is cer-
tainly seeking to drive a conversation among producers and con-
sumers of corruption data about how we can continue to improve
the data that we all use. What is interesting is that the business
community very much is interested in sound data around corrup-
tion in countries and developing countries, and that there are a
multitude of sources and producers for this. To that end, we have
convened what is known as the Governance Data Alliance, which
is seeking to improve this information, and we are doing a number
of specific things under that umbrella.

I would say with respect to the median idea, it is the case that
MCC is tracking corruption on an annual basis by the best indi-
cator that we know, albeit imperfect. For indicators, our primary
practical challenge is that we need an indicator that has global cov-
erage, that can compare Nepal to Niger, and that is updated regu-
larly on an annual basis. That in itself narrows the world for MCC
as to what indicators actually meet those standards. And that is
why these forums that we engage with to continually improve are
very important.

The way it works, Senator, is that low-income countries, as de-
fined by the World Bank, are judged against each other. That
would be both Nepal and Niger. And lower-middle-income countries
are judged against each other, and for both categories we are look-
ing for countries above the median on each policy indicator. But
importantly, we are looking at trend lines, and I think this is some-
thing that does get us a little bit beyond the pass/fail because we
are looking at whether a country is on an upward trajectory over
a period of years or a downward one, and both are significant as
we think about decisionmaking.

Senator CARDIN. Well, I thank you for that answer. I would just
point out by comparison, we are looking—this committee is looking
at global standards on fighting corruption. We have learned our
lessons from trafficking. We have objective standards of how coun-
tries need to deal with trafficking issues. Each country is different,
but we have universal standards that the United States has devel-
o}Il)ed. And, no, it is not a passing or failing. We do have gradations
there.

And I understand you have to make a decision, but I do hope
that you would be more aggressive because to me, this is one of the
most difficult areas, that fight for good governance. So improving
in this area I think would be important.

I want to move on to the regional compact and the legislation
that we have brought forward. There is a great deal of interest in
this. You mentioned Nepal and India are looking at ways that they
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can either deal with transportation or energy on a regional basis
and which the compact could be very helpful. And in East Africa
and West Africa, Senator Coons has been talking a good deal about
projects in those regions where we have compact countries indi-
vidual, but if we could do it collectively, we might be able to get
further along on that. And in our own hemisphere in Central
America we have a compact country, but we could do more. Similar
problems on trade. Similar problems on transportation, energy, et
cetera.

So if you had that authority, how would you use the evaluation
process—considering that the performance indicators are country
specific, how do you deal with that if you had regional authority?
How do we know that we still will be able to get the same type
of progress, leveraging, of private sector investment, and account-
ability if you had regional authority?

Ms. HYDE. Thank you, Senator, I appreciate the question. As you
mentioned, the theory of the case in today’s global economy for re-
gional investments is quite strong, particularly when you have a
tool of U.S. development whose only mission is economic growth,
fighting poverty through growth. So we believe that theory has
been proven.

The challenge is more in the logistics and the operational com-
plexity of this. MCC would maintain the same standards; that is,
for the scorecard and for approval. So we would be looking at those
few places on the globe where there are contiguous countries, next
to each other, who are passing the scorecard, who are fairly stable
in passing the scorecard, and who themselves are looking for oppor-
tunities to integrate.

I think our starting point for this could likely be in Africa. I say
that because MCC is a brand and an asset of the United States
that is well known in Africa, particularly in West Africa where the
penetration of our portfolio has been the greatest. And we see, be
it through Senegal, Cote d’Ivoire, Ghana, a number of investments
that we have made that perhaps could have had a higher value if
we would have thought about how to cross borders. It may be in
energy. It may be in transportation.

The implementation modality, I think we would continue—we
have to continue to make this a country-led enterprise. And we
have done that through accountable entities that are created. In
this case, it would need to be across borders that would work to-
gether. And we would have to be mindful of the idea that if there
was a governance stumble in one of the countries, we would have
to bifurcate and sever that investment and still make part of that
investment valuable. But our eyes are wide open about those chal-
lenges.

Ten years ago, I would not have recommended that MCC launch
into this space. Today, I think it is uniquely positioned for the rea-
sons that you have mentioned. First of all, the credibility capital.
Not that we have it everywhere, but we have it in some regions
where we have had large penetration.

Second of all, the fact is that MCC has worked in infrastructure,
in power and roads, and that is vital. This is what we are lookinf
for in these countries. And third, because MCC’s instrument is
grant assistance, and you mentioned the private sector, these deals
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will not get done without private investment, and there is some
debt financing out there as well. The grant assistance could be
what actually pulls the private sector investment deals together
with the United States involvement. So I think those are three rea-
sons why it could work.

Senator CARDIN. Thank you.

The CHAIRMAN. Senator Flake.

Senator FLAKE. Thank you, and thank you for the testimony, and
thank you for what you are doing at MCC.

With regard to these regional compacts, I am happy to be part
of the legislation giving the authority, and I hope we can get it
through. Can you talk about Southern Africa? There are some pos-
sibilities with Zambia

Ms. HYDE. Yes.

Senator FLAKE [continuing]. Tanzania, Malawi. What are we
looking at there?

Ms. HYDE. In that area of the region in particular, we think
there are interesting power opportunities, certainly between Zam-
bia and Tanzania. There is also the need for water infrastructure,
and agriculture and irrigation, as well as road and border cross-
ings. So those three countries, as well, are countries that we have
worked with such as Mozambique, have scoped out in a very broad
sense what are some potential projects to work there. We are in the
very early stages of this. We would need copious diligence on each
one of them before selecting where we would go.

Senator FLAKE. Can you tell us about kind of the intersection be-
tween MCC and our Power Africa initiative that is being under-
taken now?

Ms. HYDE.Yes. So MCC, as I mentioned before, undertakes at the
front end, a constraints-to-growth analysis, and that is conducted
by economists usually from the finance ministry of whatever coun-
try with which we are partnering together with MCC’s economists.
It takes upwards of a year, and at the end of that, there is a high-
level buy in of what the binding constraints are to growth.

What we have seen for quite some time is that energy poverty,
the lack of reliable electricity, is again and again a binding con-
straint to growth in Africa. So that is the premise through which
the MCC is part of Power Africa. It is under that principle that our
engagement is to be a country-led program. And I have had more
than one head of state of an African country call me directly and
ask me specifically to engage in energy.

I would say the third element to what these countries and these
partnerships are asking for is they want American private sector
investment, and they see a lot of opportunities in energy through
that as well. So we are a participant in Power Africa, but we are
doing so under the MCC model.

Senator FLAKE. Following on one of the questions that Senator
Cardin had about some of the challenges with these regional com-
pacts, suppose you have two countries enter into a compact for
some electricity project or power generation project. One country
has a coup two years later into the compact. What do we do?

Ms. HYDE. We scope and design an investment at the front end
that takes account of that possibility, looks at economic rates of re-
turn if we were to undertake the interventions on just one side of
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the border or the other. The assumption is that there will be great-
er returns if we do it across the border, but I still would think we
could not do a project that was nothing in terms of its own value
to the country because of that possibility.

So I think it is a challenge in design and in due diligence, and
certainly a risk assessment of where we select countries for re-
gional investments. If MCC were to receive this authority, I think
we would be cautious, start slowly, not undertake a lot at the front
end, and prove the concept.

Senator FLAKE. So there is a political risk analysis done——

Ms. HYDE. Yes. Yes.

Senator FLAKE [continuing]. Working with the State Department
and other agencies.

Ms. HYDE. Absolutely. Absolutely.

Senator FLAKE. All right. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman. Ms. Hyde, let
me—I want to pursue a line of questioning so I understand some
of the apportionment of MCC. I have been a strong supporter of it
since its creation. But I look at development assistance as a whole,
and whatever we do at MCC we know AID and other elements are
affected by it, and I think MCC has done great work.

But my understanding is that the MCC board has approved 33
corillp(?cts in 26 countries totaling about $11 billion. Is that about
right?

Ms. HYDE. My number I have is 32, but I would be happy to fig-
ure out what the discrepancy is there, yes.

Senator MENENDEZ. Okay. How about the other parts, about 26
countries?

Ms. HYDE. 26 countries, 32 compacts. Over the decade, roughly
$10 billion in year 11, about $11 billion. So year to date, yes.

Senator MENENDEZ. Now, of that, MCC’s 32, 33 signed compacts,
19 are with African countries spanning the continent. Is that a fair
statement?

Ms. HYDE. Yes.

Senator MENENDEZ. So that from my calculations totals about
$7.4 billion or about 67 percent of MCC’s total compact portfolio.

Ms. HYDE. Yes.

Senator MENENDEZ. So I have been a strong supporter of devel-
opment in Africa. I think it is an incredibly important continent in
many different iterations to U.S. interests. But I would like to un-
derstand then the breakdown for other regions.

If roughly two-thirds of the MCC’s efforts are directed to Africa,
that leaves one-third for the remainder of the world—Latin Amer-
ica, which I have a great interest in, the Middle East, the former
Soviet Union, Asia. So can you talk to me about the factors that
you all assess? I mean, I am familiar with the MCC. with what you
need to qualify, but how do you all go about looking at the world
in the context of your focus? What factors describe the
disproportionality, and are you all looking at this as part of your
overall evaluation about where you are working in the world?

Ms. HYDE. Thank you, Senator. I appreciate the question. I
would be happy to tell you how we got to that. The starting point
for selection and eligibility under the statute is that MCC is to
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work with low-income and lower-middle-income countries as de-
fined by the World Bank. That is roughly a GNI of zero to 2,000
dollars per capita, and 2,000 to 4,000 dollars per capita.

Ten years ago, there were 113 countries in the globe that fit this
definition. Today there are 81, so there has been about a 30 per-
cent reduction. Those 81 countries are mainly in Africa, but some
are elsewhere in the globe. But I know, for example, South America
has some very poor countries, so that is a starting point. From
there, MCC is to apply the scorecard, which is a filter that has a
hard hurdle around corruption and a hard hurdle around democ-
racy. Those are two must pass indicators. And then the other indi-
cators, countries must pass 10 indicators overall on the 20 indi-
cator scorecard.

This year, in FY 2016, there are 29 countries that passed the
scorecard. Roughly eight of them are small islands with less than
a million people. So the MCC selection process through the filters
that are both in statute and through the scorecard, which is critical
to our accountability framework, filtering out much of the globe.
That said, MCC has worked in all three of the Northern Triangle
countries: in Guatemala, Honduras, and in El Salvador. In fact, is
two are currently in our smaller threshold program and we have
a compact with El Salvador.

The Board selections for new compacts last December were all
outside of Africa. The Board selected Nepal, Mongolia, and the
Philippines as partners, and we see countries rising in Southeast
Asia. But the result of where we are working is in large measure
the combination of the candidate pool as defined by statute as well
as the scorecard.

Senator MENENDEZ. So if 81 countries in the world are poten-
tially qualified in the first instance, and that whittles down to 29
after the filtering of your standards, and eight of them are small
islands of less than a million people, that is about 21 countries that
actually can be considered.

Ms. HYDE. Yes.

Senator MENENDEZ. And so, I would like to get from you, and not
necessarily at this moment:

Ms. HYDE. Sure.

Senator MENENDEZ [continuing]. But I would like to get from you
what are those 21 countries because you have to look at a billion
dollars and think about what is it that you are doing vis-&-vis the
universe of who is eligible, because if at the end of the day only
a certain universe is eligible, then I look at development assistance
as it relates to the amount of money versus the universe that I can
potentially spend it in.

Even though I believe MCC standards are incredibly impor-
tant

Ms. HYDE. Yes.

Senator MENENDEZ [continuing]. I also know that the develop-
ment pot is limited at the end of the day.

Ms. HYDE. Yes.

Senator MENENDEZ. And that may affect how I or others might
look at what USAID does separate and apart from MCC and how
their focus should be, so that when we put it all together, we un-
derstand the development in the world because I see within the
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Western Hemisphere maybe a limited number of countries that
meet both the standards and the filtering. But I see some great
needs, as is evidenced by the fact of, you know, citizens’ security,
children coming to the United States. I see a real impact on U.S.
interests as a result of that, and I do not see us

And I look at AID and the cuts on AID to Latin America. So I
say, okay, so what are we doing about the hemisphere in which we
live in and in which we have a direct interest in terms of our secu-
rity, our economics because citizens of the Western Hemisphere
most likely will seek American products and services more so than
in other parts of the globe. And we have a population problem as
it relates to those who seek refuge, either from violence of their
governments or violence of gangs and other—and narco trafficking
and whatnot.

I am a strong supporter of the MCC. I do not want you to get
me wrong. But I am trying to look at the total development dollars
in figuring out how we look at that as it relates to our needs. And
so, in that context, I look forward to your answer.

Ms. HYDE. I would be happy to follow up.

[The information referred to can be found on page 93, at the end
of this transcript.]

Senator MENENDEZ. Thank you.

Ms. HYDE. I would be happy to follow up with you specifically.
I should have clarified that with respect to those 21 countries,
MCC has already engaged with many of them, so many of them are
already current partners. Relatively few new partners would be one
point to that, but I am happy to provide you with a list specifically
of what they are for you to take a look at.

In addition to that, I would just say, raising a more global point,
that we know over the decade that there has been a shift in the
landscape of poverty. MCC’s only mission is to address poverty
through growth. And poverty looks different than it did 10 years
ago, so there may be reasons to re-look at what that landscape is
and how we measure it. And we would welcome the opportunity to
engage on that.

The CHAIRMAN. And when you say that, when you say it is dif-
ferent, you mean there less poverty today than 10 years ago. Is
that what you are saying?

Ms. HYDE. There absolutely—there is less of it. There are also
more concentrations, as you have heard, in urban areas and in cit-
ies. There is also—the particular measure that we use by statute
looks at GNI as opposed to individuals, households, and pockets of
poverty. And so, mineral wealth and natural resource wealth can
raise a country’s GNI when there is a very large percentage of that
population living under two dollars a day.

So I think you may hear more about this in the second panel, but
I think it is worth examining.

The CHAIRMAN. Senator Perdue.

Senator PERDUE. Well, Ms. Hyde, thank you. I really fully re-
spect what you are doing. God bless you for doing it.

Ms. HYDE. Thank you.

Senator PERDUE. I have just four quick questions, and I would
love if the first two would be hopefully quick answers. But, you
know, let me try to put this in perspective.
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In 1965, we had—we started basically the War on Poverty in the
United States, and unfortunately today the poverty rate is basically
the same as it was when we signed the Great Society. In addition
to that, in the last seven years, just to pick seven years when our
debt has really sort of skyrocketed, we have spent about $125 bil-
lion between USAID and MCC. These are round numbers and di-
rectionally correct.

And of that $125 billion, we borrowed $50 billion. So that means
that 40 percent of every billion dollars we spend with MCC every
year, we have to go to China, and Japan, to our own Federal Re-
serve to fund that. And so, every dime that we spend is very crit-
ical.

In addition to that, though, I will say we have got a model, and
that is Lee Kwan Yew in Singapore, based on four things—water,
power, infrastructure, and educated workforce—went from a
swamp to a major economy today. So I think you are on the right
track. I love your mission, reducing poverty through economic
growth. I heard, though, just a minute ago American values slipped
in there, and I want to come back to later. I know that is one of
the prerequisites, but I am concerned about that.

Let me just ask a couple of questions. I am chair of this sub-
committee, and you and I are going to get to know each a lot over
the next couple of years I hope.

Ms. HYDE. Okay.

Senator PERDUE. And I fully respect what you do. But to whom
do you report?

Ms. HYDE. I report to a board that is both the public and private
sector, nine members, five——

Senator PERDUE. But who oversees that board?

Ms. HYDE. Secretary Kerry.

Senator PERDUE. Thank you. And of the 68 programs you are
talking about, the compacts, about $3 billion, 16 percent internal
rate of return. I would love that if I were you, that is good, over
that. But what has been the poverty reduction of those 58 com-
pacts?

Ms. HYDE. Well, the evaluations of many are still under way.
Cost benefit, we are looking at dollars we actually spent at close
out, and our projections of beneficiaries. We are independently
evaluating 100 percent of the program, and those valuations, I do
not know if the alignment is between the 58. We have about 50
that have been completed.

In terms of results of those independent impact evaluations,
MCC has set the bar higher than outputs, which is—often some-
times inputs are measured. There are outputs. We are looking to
see if we can find income raises for——

Senator PERDUE. So in 10 years, we do not have any programs
where we can measure the impact on poverty?

Ms. HYDE. We have 50 programs that have undertaken rigorous
outside independent evaluations, and these are projects.

Senator PERDUE. Right.

Ms. HYDE. We have a mixed record, and for many reasons we
think, so far. We have seen income raises in some of our agricul-
tural projects in Ghana, farming projects. We have seen with re-
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spect to the roads, for example—let me just give you an example
quickly. We——

Senator PERDUE. I am sorry to interrupt. I know these are anec-
dotal examples, and they are great. I fully respect that. One of the
concerns I have is you spent a billion dollars across X number of
compacts. Did we really spend enough in any one country to really
have an impact on poverty? And if so, why can we not measure it?
You may not be able to answer today, but that is where I am going
in the future is to say, okay

Ms. HYDE. In fact, whether it is enough——

Senator PERDUE [continuing]. If that is our mission, let us get
there. You guys do a great job of quantitative evaluation. I will give
you high marks on that. I am concerned about a couple of anec-
dotal incidents, though. I visited your team in Indonesia and Ja-
karta. Very impressive people, great hearts. But I was very trou-
bled that over half the money we are spending in Indonesia is
spent on a green power project. I do not remember the name of it,
and it had no cost benefit analysis. And then in Tanzania, another
about $285 billion, or million rather, spent on a similar project that
had no cost benefit analysis on the front end.

Can you help me with why those energy projects in two different
instances did not have a cost benefit analysis?

Ms. HYDE. Thank you, and I will try to be quick because I know
you are trying to get through a lot.

Senator PERDUE. Well, it is your time now. You can go on.

Ms. HYDE. Well, I did not know if there were more ERRs in Indo-
nesia. In Indonesia, we did it more as a financing facility that
wants to have private sector match, so we could not do a cost ben-
efit because we did not know what the calls for proposals would
bring in. So the way that is working is that it is mostly small and
medium enterprises. It is in rural Indonesia.

We have signed a dozen plus of them. Each one of them has had
a matching component from the private sector.

Senator PERDUE. But basically these were green energy produc-
tion.

Ms. HYDE. In our selection of projects we are doing ERRs. We are
doing them. We just did not do them at the front end because we
actually did not know what projects we were going to fund. It was
the financing facility.

In Tanzania, we have not—the board has not approved that com-
pact. That compact will not be approved without the ERRs. There
is data under way. Clearly not going to happen in the

Senator PERDUE. So the question is, when we look at an enter-
prise like that in Indonesia in a business, you would look at alter-
natives, right, and see which one had the best.

Ms. HYDE. Yes. Yes. Yes.

Senator PERDUE. So you are looking at a green project, and
therein lies one of my concerns about American value in the inter-
vention in that in your very high regarded mission of reducing pov-
erty through economic growth.

Ms. HYDE. Sure.

Senator PERDUE. I can do one, but when the other gets in the
way of this, then I have to say that is a constraint that helps me
or hinders me in reaching my objective.
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Ms. HYDE. Yes, I

Senator PERDUE. So in Indonesia, I am concerned about that one
point because I have been in those villages. I have operated fac-
tories in Indonesia. They need power, there is no question. Putting
a green power generating unit in there may not be the most cost
effective. So did you look at alternative ways to get power in that
community or those communities?

Ms. HYDE. In Indonesia, we started with the constraints anal-
ysis. We worked with a core team of Indonesians who themselves
were putting on the table that they wanted to look at renewable
sources of energy. I think the constraints spoke quite a bit about
the degradation of the land outside of the capital around these
issues, and that it was the Indonesians’ idea to come forward and
do this.

From an American values perspective, to the extent I use that
phrase, it is often in connection with the scorecard. So top line val-
ues of good governance, corruption, rule of law, very much reflec-
tive. I did not mean to speak to that in terms of the context of a
program because the programs are, and this is much more chal-
lenging quite candidly, very much a country within an account-
ability framework.

Senator PERDUE. Right. Thank you.

Ms. HYDE. So that is

Senator PERDUE. Yes. One last question. We spend about a bil-
lion dollars in MCC and about $17 billion in USAID.

Ms. HYDE. Yes.

Senator PERDUE. And I think both have about the same over-
head. It is about 10 percent. But you have a little more review and
monitoring, I think, expense than maybe USAID. You are teaching
people to fish instead of just giving them fish, so there is a funda-
mental difference. I get that.

Help me with the fact that given the earlier conversation that we
had, why MCC? What is different here? I understand you have two
different, you said products, I think, or efforts. Why could not that
be or why can that not be housed inside a bureaucracy that we al-
ready have?

Ms. HyDE. Well, I think both are critical. I think they are very
different models, both being MCC and USAID. Top line, USAID is
across the globe. MCC is working with roughly two dozen high per-
forming countries, using objective standards. Second of all, MCC is
only focused on growth, and that is a multi-sectoral approach in a
country mix that is going to look different in every country because
of the third principle of country-led and how important it is to
teach them to fish.

As you know, we do not work in humanitarian assistance, con-
flict, refugee relief. We do not set global targets for health, global
targets for education. We are looking at those countries and looking
to burrow deep and go deep into the platform.

So those are top line differences between USAID and MCC. We
are extremely lean. I mentioned that there are 300 professionals at
MCC undertaking this whole program. When we have that pro-
gram on the ground, there will be two people from America for
MCC, and there will be Indonesians leading that program, with a
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board of Indonesians managing the program. So it is a very distinct
model.

Senator PERDUE. Good. Good answer. I really, again, applaud
what you are doing. Thank you.

Ms. HYDE. Thank you.

Senator PERDUE. I look forward to working with you.

Ms. HYDE. Thank you.

Senator PERDUE. Thank you.

The CHAIRMAN. Before we turn to Senator Coons——

Ms. HYDE. Yes.

The CHAIRMAN.—I just think since we have another panel that
is coming up, with some who support MCC some who do not. I
think we left something hanging there, and I appreciate the line
of questioning. But you mentioned American values relative to the
scorecard. Yes/no answer. Are there are any pressures on MCC to
be involved in projects that really in some cases have something
more to do with pursuing a social purpose than with just basic eco-
nomic growth for the citizens there? Yes/no.

Ms. HYDE. No, there is a database of everything—evidence base
for everything MCC is doing. I mean, that is—MCC is—I am not,
Senator—Mr. Chairman, what you mean by social purpose.

The CHAIRMAN. I think you understood what the questioning
was. It sounded like that maybe energy projects were being pur-
sued that were maybe not economical, if you will, and not pursued
as driving towards economic growth as otherwise might have been
the case. You just need to answer that “yes” or “no” because it will
become an issue.

Ms. HYDE. No. I was told particularly in Indonesia, diesel is very
expensive. So we are looking at cost benefit. We are looking at
what the country wants. I would say the two principles are wheth-
er the constraints analysis has led us there, and whether the coun-
try, the Indonesia team, is putting these ideas on the table. So this
is—that is how we get to what we are doing.

The CHAIRMAN. Senator Coons.

Senator COONS. Thank you, Chairman Corker, Ranking Member
Cardin, for convening this hearing. And, Ms. Hyde, great to see you
again. I have had the opportunity to visit MCC projects on the
ground in Ghana, in Benin, in Senegal, in Cabo Verde, in Tan-
zania. And I have to say your model, what MCC has been doing
since launched by leaders in Congress and the Bush administra-
tion. I am a huge supporter. I am convinced that it is a different
way to do development.

Senator Perdue just cited some very large numbers in terms of
our foreign aid spend, the vast majority of which is on Iraq, Af-
ghanistan, Israel, Pakistan. You are a very small part of our total
foreign aid spend, and with a very different model as I have seen
it, and as you laid out, very data driven. Very analytically based
with a very light footprint. Country ownership, country leadership,
longer-term partnerships. I think one that in the places that I have
visited allows us to compete directly with China by being a partner
in designing, delivering, and developing quality infrastructure.

Not quantity infrastructure. Not massive projects. For example
the port in Benin that I visited, the power generation project, out
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to Zanzibar. What I saw in up country Ghana with Senator Isakson
were quality infrastructure projects.

But most importantly, in my view, is what you call the MCC ef-
fect. I cannot tell you how many African heads of state have lob-
bied me personally on trying to get into MCC without having to
meet the indicators around corruption, or transparency, or media.
And I am just going to take off for a moment on that point about
American values.

In a data driven analytical, transparent way that tries to crowd
in private investment, you are, in my view, advancing some of our
most core American values, which are that economic growth is sus-
tainable when it occurs in an environment of transparency, rule of
law, respect for right, and where corruption is persistently tackled.
So I do think you are advancing American values, but not in a way
that is outside of these indicators.

The thing I mostly want to discuss—and I do agree with Senator
Menendez’s point. I advocate for MCC in Appropriations. I wish
there were a broader, more robust funding stream to allow a broad-
er range of compacts. The good news is that over the last decade,
extreme poverty has been reduced, and the number of countries
you can work with has gone down. So your focus is overwhelmingly
on Africa in recent years where deep poverty remains.

I am conscious of situations in Southern Africa, East Africa,
West Africa where there is very little trade between countries, and
these are not large countries. Many of them trade more with Eu-
rope than they do with each other, with countries literally 50 miles
or 100 miles away.

Just walk through one more time—I am grateful for Senator
Cardin’s leadership on this EMCOR bill. Why will regional compact
authority allow you to accelerate what your model has made pos-
sible, and what are your intentions in terms of dealing with some
legitimate questions raised by Senator Flake, Senator Corker, and
others about the risks inherent in going into a slight expansion—
an expansion of the model that would allow you to engage with sev-
eral countries at once in a commonly designed project?

Ms. HYDE. Thank you, Senator Coons. So let me try and tackle
that quickly. You know, as I mentioned, the economies of scale ar-
gument that you referenced, Africa—let us take Africa, 54 frag-
mented, very small markets. At the time, the largest and fastest-
rising middle class on the globe. In terms of the opportunity for
American businesses, six of the 10 fastest-growing economies.

Africa itself is seeking and has really made some progress over
the last couple of decades in terms of the political will to undertake
integration. This is something that we heard from the African
Union, certainly in Gabon, and I spoke to many finance ministers
about this directly.

What they need now is the support on the infrastructure. There
is both the hard side and the soft side to getting to regional inte-
gration in Africa. There is obviously harmonization of tariff struc-
tures and reforms, as well as building those roads and building
those border crossings and whatnot.

I think MCC is viewed in Africa as a—I am speaking generally
here, but as a trusted partner of the United States that can help
bridge both sides of that, both the soft considerations as well as the
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hard considerations. I certainly know from speaking with the pri-
vate sector that the project prep funds, as well as viability gap fi-
nancing, is what could help make these deals possible.

I do not expect that MCC’s portfolio would balloon in regional
work because it is so hard. So as I said earlier, I think MCC has
to be very careful about the countries we pick, about the sector and
the project that we pick, and start slowly and responsibly to prove
the concept because there is obviously that component of it here.

Senator COONS. Well, in my experience in Africa, it is striking
that the lines on the map that divide countries were often drawn
fairly arbitrarily a century ago by European powers. And so, they
do not rationally reflect where water systems are, where transpor-
tation systems are, where population centers are, or where econo-
mies are growing, and they remain real constraints. And our en-
gaged, thoughtful leadership that is outcomes oriented and data
driven can pull together regional markets in terms of energy and
infrastructure.

The private sector investors I talked to, and I just met the other
day with one of the biggest French banks that invests heavily in
Africa, they are looking for markets of scale, and they are looking
for improvements in transparency and in rule of law. We can help
deliver that, and I think this is a great bill, and I look forward to
supporting it, and appreciate your testimony and your hard work.

Ms. HYDE. Thank you, Senator.

The CHAIRMAN. Thank you. Thank you very much. Senator
Kaine.

Senator KAINE. Thank you, Mr. Chairman. Thank you, Ms. Hyde.
I want to return to a line of questioning from Senator Menendez
about the Northern Triangle, and I want to kind of use the North-
ern Triangle as an example.

I actually think the Northern Triangle is a great example of why
regional compacts would make a lot of sense. We know that we are
dealing with a lot of policy issues in the Northern Triangle—unac-
companied minors, violence—some of it driven by frankly U.S. citi-
zens’ demand for drugs. So it is not just that the problems there
affect us, but our own problems affect those communities, so there
is a connection that is a significant one.

I am kind of puzzled by why in the Northern Triangle there is
one compact and then two thresholds. And so, just in terms of the
metrics, I mean, all of these countries have challenges. One of the
original motives of MCC was to focus on free market economics,
and the country that has the compact is probably the one where
the private sector most feels suppressed by the government, El Sal-
vador. I am not saying El Salvador should not have a compact. I
am supportive, but I think it is interesting as you look at Guate-
mala and Honduras, their private sectors probably feel a little more
included by the government than the private sector in El Salvador.

So I think if you do not move to a regional, you are going to end
up with weird anomalies like that. Can you explain that anomaly
in the Northern Triangle?

Ms. HYDE. Yes. So I think the Northern Triangle outside of Afri-
ca is, I agree with you, completely—one of the best examples of the
potential and the opportunity for regional investments. Indeed, we
have looked at some of the road segments that we have built in



24

those countries or supported in other ways, and pondered over the
opportunity if we just were connecting those roads in and of them-
selves. So it provides a very vivid map.

To answer your question specifically on the threshold program,
Guatemala has seen improvements in its scorecard, and as of last
year I believe was the median country, which is just below passing
in terms of the control of corruption indicator. Obviously there
were the events of the past year with the election and the new ad-
ministration. I was there early in the year at the signing of the
threshold program. They have not yet passed the scorecard, but if
there is a positive trajectory, then they could be a candidate for an
upcoming board meeting. On Honduras, we had a strong partner-
ship with Honduras.

Senator KAINE. Because they were a compact country originally.

Ms. HYDE. They were a compact country. They experienced polit-
ical violence as well as at the same time transitioned from a low-
income to a lower-middle-income country, so they were being evalu-
ated against a different peer set. And their scorecard went down
precipitously.

Senator KAINE. I see.

Ms. HYDE. So those were the two factors that led us to move and
transition Honduras to Threshold.

Senator KAINE. But the point that you made about the regional
compact, the funding has supported transportation infrastructure
in all three countries, and it would be so much better because these
are nations that do trade with one another——

Ms. HYDE. Yes. Yes.

Senator KAINE [continuing]. If the transportation could link up
instead of being kind of just country specific.

Ms. HYDE. I would share one more fact on that, which is, as you
know, the leaders of those nations last year came forward with
their own program, the Alliance for Progress, to address the root
causes of instability that were leading to the unaccompanied mi-
nors issue. And what is interesting about the statement that they
put out is because each one of them have worked with MCC, they
know the MCC model that has a board and local staff and has
them undertaking the implementation under these controls, and
that the last line of that statement, the leaders themselves said if
we are to undertake this program jointly, they would implement it
with the MCC model, not referring to MCC assistance, but essen-
tially referring to the doing it the MCC way.

To me, that was one of the best reflections of a country-led ap-
proach that they would take on and adopt for their own if that is
how they perceive it.

Senator KAINE. Right, and that is an additional point about the
regional compact there. They are trying to act regionally in putting
a plan on the table.

Second question is sort of about the coordination of MCC with
other forms of aid. So the President in his introduced budget asked
for a billion dollars for Plan Central America to basically help those
three nations with security, governance, economic development
challenges. The appropriations process will produce whatever num-
ber it produces.
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But I am kind of interested, how will we try to leverage whatever
is the dollar amount that is appropriated for Plan Central America
and the three countries with the MCC involvement in the three
countries, because to kind of have just, you know, competing or
separate programs might not, again, leverage the dollars to achieve
the maximum effect.

So from the MCC standpoint, you know, Plan Central America
gets funded at X level. What would you do to try to make sure that
the work being done in the three nations gets the biggest bang for
the bucks?

Ms. HYDE. I appreciate the question. So, first, I would say that
we have done a constraints-to-growth analysis in each one of those
countries, and that we have shared that analysis. In fact, El Sal-
vador is part of the broader administration effort on partnership
for growth. MCC was—and we will share the constraints anywhere,
but—actively working with others to say here is what we have
identified in the United States government. Here is what we have
identified as binding constraints-to-growth. Here is what we are
able to tackle. Here are other pieces for that.

And I think that approach is a value, a public good that MCC
brings to the table both in this region and with the U.S. Govern-
ment, but also with the other donor community, the way that we
can put within that framework those results. So we would work
closely if those programs do materialize. I would say right now
with the El Salvador compact, we are one of the most concentrated
and largest donors seeking to address those root causes of insta-
bility there, and would work closely with other partners.

Senator KAINE. Great. Thank you. Thank you, Mr. Chairman.

Ms. HYDE. Thank you.

The CHAIRMAN. We thank you very much for your testimony and
your leadership, and I am sure there will be some follow-up ques-
tions that people will ask. Hopefully you will answer those prompt-

And with that, if you would like to go about your business, that
would be good. [Laughter.]

And we will bring up another panel, okay? Thank you so much.
Thank you.

Ms. HYDE. Thank you. Thank you, Mr. Chairman. Thank you.

The CHAIRMAN. If the other panel would come on up.

I would now like to recognize the witnesses that we have for the
second panel. The first witness is the Honorable James Kolbe, sen-
ior transatlantic fellow at the German Marshall Fund of the U.S.
And, Jim, while we have not worked together, I know you had a
distinguished career here in Congress. My staff alluded the same
credit to you relative to the creation of MCC, and I want to thank
you for all your involvement and for being here today as a witness.
It is much appreciated. I am sure Senator Cardin will want to say
even more since he served with you.

The second witness is the Honorable Andrew Natsios, director of
the Scowcroft Institute of International Affairs and executive pro-
fessor at the Bush School of Government and Public Service at
Texas A&M. I want to thank you for being here. We appreciate
that.
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And our third witness will be Dr. Nancy Birdsall, president of
the Center for Global Development. Thank you so much.

I think you all understand, it would help if you could summarize
your remarks in five minutes. Without objection, your written testi-
mony will be entered into the record, and Senator Cardin and I and
others look forward to questioning.

Why don’t we just start and go through the order in which I in-
troduced you, if that is okay. And I do not know if you want to say
anything by way of introduction.

Senator CARDIN. I will reserve. I just really want to point out
with Jim Kolbe, during the time of his leadership in the House, it
was a period where development assistance was extremely difficult
to support. I think there is greater understanding today about the
importance of development assistance. But Jim Kolbe was the lead-
er in the House of Representatives for connecting the importance
of U.S. engagement internationally on the development assistance
program. So, Jim, it is wonderful to have you back here.

N The CHAIRMAN. So if you would start. Thank you again for being
ere, sir.

STATEMENT OF HON. JAMES KOLBE, SENIOR TRANSATLANTIC
FELLOW, THE GERMAN MARSHALL FUND OF THE UNITED
STATES, WASHINGTON, DC

Mr. KoLBE. Thank you, Mr. Chairman, and Ranking Member
Cardin, thank you especially for your very generous remarks, over-
ly generous remarks, I should say, about my role in all of this. But
I am pleased to be here. I think it is a wonderful opportunity to
testify on the subject of the Millennium Challenge Corporation. It
is an important, it is a timely hearing as the MCC passes its 10-
year mark. And I want to commend the CEO, Ms. Dana Hyde, for
looking ahead and for her commitment to keeping the Agency at
the forefront of what I consider to be good development practice.

I am also delighted to be joined by my distinguished colleagues
on this panel, Andrew Natsios and Dr. Nancy Birdsall, with whom
I have worked on various occasions. And I will not go more into de-
tail because of the limited time here.

As Senator Cardin pointed out, in 2004, the Foreign Operations
Subcommittee of Policy Appropriations, which I chaired at that
time, worked to pass with strong bipartisan support the legislation
creating the Millennium Challenge Corporation. MCC did rep-
resent a new approach to foreign assistance with a radical depar-
ture from the way programs had been designed and countries des-
ignated for foreign assistance in the past. It was designed with the
singular mission of reducing poverty through economic growth in
the world’s poorest, but relatively well-governed countries.

The MCC’s model of assistance is focused on four solemn prin-
ciples: first, selectivity in determining which countries that ought
to partner based on agreed upon criteria, objectively measured and
objectively applied; second, a business-like approach to choosing in-
vestments; third a focus on country ownership; fourth, a rigorous
commitment to transparency and accountability.

MCC partners must demonstrate a commitment to ruling justly,
investing in their people, and supporting democratic rights. Over
its decade-long existence, the MCC has demonstrated, I believe,
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that this model does work. By working exclusively with countries
that demonstrate commitment to good governance, the rule of law,
and of economic freedom, the MCC has had the multiplying effec-
tive of compelling low-income countries, even those who do not cur-
rently partner with the Millennium Challenge Corporation, to re-
form institutions, change laws, improve how they operate in order
to try to qualify for MCC assistance, what was called the MCC ef-
fect that you heard about earlier.

As we peer over the horizon of the next 10 years, I want to offer
just a couple of reflections on how I think MCC can continue to
stay on the cutting edge of development while remaining true to its
original intent. First, there is always going to be a temptation by
policymakers in the executive branch and here in Congress to allow
new priorities to interfere with MCC’s core values.

The MCC should not allow itself to succumb to other consider-
ations, strategic or otherwise, that are inconsistent with or run
counter to MCC’s fundamental approach. Long-term development
requires focus and discipline. It cannot and should not be an in-
strument of day-to-day diplomatic engagement or set aside in order
to respond to the political crisis of the day.

What has made the MCC successful has been its unwavering
commitment to the principles upon which it was founded—democ-
racy, rule of law, good governance, and transparency—principles
that are deeply embedded in the American value system. But a de-
sire for democratic decisionmaking to have a government free of
corruption, to be shielded by the adherence to the rule of law, these
are1 1not exclusively American values. Other countries want them as
well.

When the MCC was established, it included in the founding leg-
islation a private sector component of the MCC’s board, four pri-
vate sector members. These members have worked in a bipartisan
fashion in years that have passed in successive administrations to
honor the MCC’s mandate by maintaining the rightful focus on the
MCC’s development objectives, even when confronted with some-
times unrelated policy priorities and emergencies.

Second, I think the MCC model has always been built on the
idea of partnerships with developing countries, setting the course
of engagement. The MCC has integrated a number of requested
steps to foster inclusiveness and accountability. I am confident with
the passage of time we will find that one of the long-term benefits
of the MCC will prove to be its ability to strengthen the citizen
state compact.

Third, the MCC has been a pioneer on transparency, publishing
the data elements from the start of compact through to its comple-
tion. This dogged adherence to openness ensures accountability
both for U.S. taxpayers and for the citizens of participating coun-
tries.

I applaud the MCC’s interest in concurrent compact authority. I
will not go into detail. You had a good discussion of that with the
CEO here. But I think that the concurrent compacts would allow
the MCC to break up in implementation the compact components
between Fiscal Years. Such authority would provide more flexi-
bility to the existing 5-year model employed by MCC. The MCC ex-
plicitly has legal authority to negotiate co-investment agreements
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with the private sector. Public-private partnerships are necessary
for the MCC to achieve its mission in an era of limited government
resources.

MCC’s control corruption indicator needs to be strengthened, al-
lowing for greater distinction between those countries that are
meeting the criteria and those that are not. Good governance does
not equate to lack of corruption. Better data is needed for the MCC
corruption index.

The MCC also needs to take a closer look at low-income countries
and the lower-middle-income-countries categories to ensure that we
are targeting the right set of countries with our assistance. As you
just heard, the world has changed since MCC was created. Thank-
fully the pool of countries that are at the economic bottom is
shrinking, and so we need to look today to see whether the 25 per-
cent cap on funds for the lower-middle-income countries is appro-
priate in today’s world.

So these are just a few of the things that I would mention to you.
In conclusion, let me just say that I believe that the MCC has
shown itself to be a game changer in how we look at development
assistance, engage partner countries, and achieve meaningful de-
velopment outcomes that are measurable and clear. After 10 years,
it is only appropriate that you look at today how the Agency is
working and how it can be strengthened to do even better. But I
am convinced that given the attributes of the MCC and its per-
formance-driven mission, I have no doubt that it will remain up to
the challenge. And I look forward to answering any questions you
might have.

[The prepared statement of Mr. Kolbe follows:]

PREPARED STATEMENT OF JIM KOLBE

Chairman Corker, Ranking Member Cardin, and members of the Committee:
Thank you for the opportunity to testify today on the subject of the Millennium
Challenge Corporation. This is an important and timely agency for your consider-
ation, as the MCC recently passed its 10-year mark and is currently developing a
new 5-year strategic plan. I would like to commend MCC CEO Dana Hyde for her
looking ahead and her commitment to keep the agency at the forefront of good
development practice.

I am also delighted to be joined by my distinguished colleagues on this panel. 1
worked with Andrew Natsios when he ably served as administrator of the United
States Agency for International Development under President Bush while I was
chairman of the House Appropriations Subcommittee on Foreign Operations and
Related Agencies, and more recently together as members of the Consensus for
Development Reform, which aims to strengthen U.S. global leadership through
reforming and improving our approach to global development. I've also had the
pleasure of working with Nancy Birdsall in numerous capacities, including jointly
serving on the Transatlantic Taskforce on Development at the German Marshall
Fund, which produced a report examining key issues around the role of development
assistance. Nancy remains a respected thought leader on development. While she
recently announced she plans to step down from her leadership post at the Center
for Global Development next year, I know she will continue to be an intellectual
force and leading voice on the future of development.

MCC: IN TEN SHORT YEARS, A PROVEN MODEL OF SUCCESS

In 2004, while serving as chairman of the House Appropriations Foreign Oper-
ations Subcommittee, our subcommittee worked to pass—with strong bipartisan
support, I might add—the legislation creating the Millennium Challenge Corpora-
tion. After the MCC came into being, our subcommittee provided the initial funding
for its operations and ongoing appropriations in the years that followed. MCC rep-
resented a new approach to foreign assistance, with a radical departure from the
way programs had been designed and countries designated for foreign aid assistance
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in the past. Not everyone in the executive branch or in the development community,
nor even some of my colleagues on Capitol Hill, were confident of its success. It was
designed with the singular mission of reducing poverty through economic growth in
the world’s poorest but relatively well-governed countries. Its objectives, governance,
and authorities were clearly spelled out in legislation to accomplish this overarching
development purpose. The MCC’s model of assistance is focused on four sound prin-
ciples:
(1) Selectivity in determining which countries to partner based on agreed-
upon criteria—objectively measured and objectively applied;
(2) A Dbusiness-like approach to choosing investments using well designed
analyses of constraints to economic growth;
(3) A focus on country ownership through the consultation, development, and
implementation processes of each compact; and
(4) A rigorous commitment to transparency and accountability from beginning
to end of a country compact.

First and foremost, MCC partners must earn their place in MCC’s pipeline by
sharing values that are common to democratic societies. They must demonstrate a
commitment to ruling justly, investing in their people, and supporting democratic
rights. By demonstrating this commitment—sometimes over multiple years and
often only after undertaking significant and politically difficult reforms—countries
are then able to work with MCC to address identified constraints to economic
growth. Incentivizing reform in partner countries is a crucial policy aim of the MCC.

T've followed the MCC’s work closely from its inception, and over its decade-long
existence, the MCC has demonstrated that its model works. MCC has invested over
$10 billion in eligible partner countries and improved the lives of millions of people
around the world. Eligibility for MCC’s sizeable grants is determined by measuring
a country’s performance against independent, transparent, selection criteria. By
working exclusively with those countries that demonstrate a commitment to good
governance, the rule of law and economic freedom, MCC has had the multiplying
effect of compelling low income countries—even those who do not currently partner
with MCC—to reform institutions, change laws, and improve how they operate in
order to try to qualify for MCC assistance.

And the effect is not just taking place overseas where we provide assistance. I
have seen it impact our own U.S. government, where larger organizations, such as
USAID, have incorporated many of MCC’s core principles into their own business
practices. Responsiveness to country priorities, open and transparent practices, rig-
orous evaluations, and evidence-driven learning and decisionmaking are becoming
the norm for development agencies here and abroad—no longer the exception.

However, as we peer over the horizon to the next 10 years, I want to offer my
own reflections on how the MCC can continue to stay on the cutting edge of develop-
ment while remaining true to its original intent.

ACCENTUATE MCC’S STRENGTHS AND STAY TRUE TO MISSION

First, there will always be a temptation by policymakers in the executive branch
and here in Congress to allow new priorities to interfere with the MCC’s core val-
ues. The MCC should not allow itself to succumb to other considerations, strategic
or otherwise, that are inconsistent with, or run counter to, MCC’s fundamental
approach. Long-term development requires focus and discipline. Bringing the 800
million people in the world who remain in the shadow of the worst poverty is an
end in itself with its own strategic purpose. It cannot, and should not, be an instru-
ment of day-to-day diplomatic engagement or set aside in order to respond to the
political crisis of the day.

What has made the MCC successful has been its unwavering commitment to the
principles upon which it was founded: democracy, rule of law, good governance, and
transparency. These are principles deeply imbedded in the American value system.
But they are also principles which peoples of other countries strive to incorporate
into their own governing process. A desire for democratic decisionmaking, to have
a government free of corruption, to be shielded by adherence to the rule of law—
these are not exclusively American values.

In an effort to ensure public accountability, when the MCC was established it
included in the founding legislation a private-sector component of the MCC’s Board:
four private-sector members appointed by the President of the United States with
the advice and consent of the U.S. Senate. These members have worked in a bipar-
tisan fashion in successive administrations to honor the MCC’s mandate by main-
taining the rightful focus on the MCC’s development objectives, even when
confronted with sometimes unrelated policy priorities and emergencies. Even when
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foreign policy issues directly involve MCC partner countries, the Board has worked
together to prioritize and uphold MCC’s mission.

Second, the MCC model has always been built on the idea of partnership, with
developing countries setting the course for MCC engagement by identifying their
own objectives and designing and implementing their own program. In fact, the leg-
islation creating the MCC was deliberately designed to contain no earmarks for spe-
cific sectors or purposes, thus giving countries the political and policy flexibility to
determine their own priorities. Over time, MCC has integrated a number of req-
uisite steps to foster inclusiveness and accountability, including constraints-to-
growth analysis, broad local consultation, economic rate of return assessments, and
monitoring and evaluation plans. Facilitating a process for governments and com-
munities to lead their development and be accountable for results should guide U.S.
assistance policy. I am confident that with the passage of time we will find that one
of the long term benefits of the MCC will prove to be its ability to strengthen the
citizen-state compact so that governments are more responsive to the needs of the
people our assistance is intended to help.

Third, the MCC has been a pioneer on transparency, publishing data elements
from the start of a compact through to its completion. The MCC expects to soon add
subnational location data and disaggregated results data. For its efforts, MCC has
consistently ranked as one of the most transparent donor agencies in the world by
the organization, “Publish What You Fund.” This dogged adherence to openness
ensures accountability to both U.S. taxpayers and citizens of partner countries.

MCC’S ROAD AHEAD: BUILDING ON A SOUND APPROACH

I applaud the MCC'’s interest in concurrent compact authority which would enable
it to undertake regional investments in an effective and efficient manner. Concur-
rent compacts would allow the MCC authority to break up implementation of com-
pact components between fiscal years. This would allow more time for compact
development and due diligence, which in turn could yield more effective results.
Such authority would provide more flexibility to the existing 5-year model employed
by MCC, as compact completion could extend beyond 5 years on compacts approved
by Congress for concurrent funding. Enactment of concurrent compact authority
would also allow MCC to accelerate compact development and implementation,
while ensuring adequate time for the more detailed, technical project development
needed for complex projects.

In addition, the law that established the MCC explicitly provides the authority
for the agency to negotiate coinvestment agreements with the private sector. Public-
private partnerships will be necessary for the MCC to achieve its mission in an era
of limited government resources. When the MCC was proposed by President George
W. Bush in 2003, the stated goal was for the MCC to provide $5 billion in assistance
per year. Yet, 10 years later, its annual budget is slightly less than $1 billion. The
only practical way for the MCC to achieve transformational growth and poverty
eradication is to leverage private sector investment alongside MCC compacts. There-
fore, the MCC must incorporate the private sector from the beginning of compact
development process to effectively utilize private resources alongside compact
investments. The MCC must also be vigilant to ensure that its compact investments
are designed to catalyze but never to replace or crowd out private-sector investment.

MORE WORK NEEDED: CORRUPTION AND INCOME CATEGORIES

MCC’s Control of Corruption Indicator must be strengthened, allowing for greater
distinction between those countries that are meeting the criteria and those that are
not. Good governance does not equate to lack of corruption. Better data is needed
for the corruption index so that the MCC can make discreet and realistic distinc-
tions between countries that are really tackling corruption and those that are not.
Without this we cannot prevent misuse of U.S. taxpayer dollars nor assure projects
are actually helping those for whom they are designed.

The MCC should also take a closer look at the Low Income Country (LIC) and
Lower Middle Income Country (LMIC) categories to ensure we are targeting the
right set of countries with our assistance. MCC legislation requires that only 25 per-
cent of MCC funds may be used for LMICs, and the MCC continues to use gross
national income per capita as measured by the World Bank as the metric for deter-
mining income groups. But the world has changed since MCC first started to work.
Nearly 2 billion people have been lifted from deep poverty, so the pool of countries
at the economic bottom is—thankfully—shrinking. Congress needs to examine
whether the 25 percent cap on funds for LMICs is appropriate in today’s world and
whether the World Bank’s GNI measure is the most effective.



31

THE MCC LONG VIEW: CONTINUE TO INNOVATE BY TAKING SMART RISKS

Development is an inherently difficult, protracted, and risky business. The legisla-
tion my subcommittee helped to enact provided clear objectives, principles, and
parameters, while giving MCC and its partners the flexibility to test new ideas and
approaches in program areas, methods, and implementing structures. This kind of
innovation is necessary to keep MCC at the forefront of development, but more
importantly, for U.S. development efforts to be transformational and actually lead
to sustainable outcomes.

I believe the MCC has at times shied away from experimentation due to the polit-
ical risks associated with innovating. Oversight understandably tends to focus pre-
dominantly on where public funds are spent and whether they are being used prop-
erly. Assessing success or failure, however, should also take into account whether
program objectives are achieved—or could be achieved more efficiently—while at the
same time putting in place mechanisms for sufficient fiduciary responsibility.

One example would be to look more deeply into how we apply development assist-
ance to increase the competence and accountability of partner countries’ own sys-
tems and institutions. This is the only long-term pathway to sustainability, espe-
cially when, and after, assistance ends. A desire on the part of the U.S. Government
to use capable country systems would provide a persuasive incentive for partners
to improve and optimize their public financial management apparatus. This is the
type of innovation the MCC and other U.S. agencies must explore more seriously
if we are to reap better development rewards.

In conclusion, the MCC has shown itself to be a game changer in how we look
at development assistance, engage partner countries, and achieve meaningful devel-
opment outcomes that are measurable and clear. After 10 years, it is only appro-
priate for the MCC, and for Congress, to review the agency’s track record and seek
ways to strengthen the model so that it might do even more. In a time when limited
fiscal resources can be devoted to development assistance, the American taxpayer
will rightly insist that they be spent wisely and efficiently. Given the unique
attributes of the MCC, and its performance-driven mission, I have no doubt it will
remain up to this challenge.

Thank you, and I look forward to answering any questions you may have.

The CHAIRMAN. Thank you very much. Mr. Natsios.

STATEMENT OF HON. ANDREW S. NATSIOS, DIRECTOR OF THE
SCOWCROFT INSTITUTE OF INTERNATIONAL AFFAIRS, AND
EXECUTIVE PROFESSOR, THE BUSH SCHOOL OF GOVERN-
MENT AND PUBLIC SERVICE, TEXAS A&M UNIVERSITY, COL-
LEGE STATION, TEXAS

Mr. NATsioS. Thank you very much, Senator Corker. Thank you
very much for your invitation to speak. I have not been before your
committee since, I think, I was envoy to Sudan.

The MCC makes three major contributions to the international
development practice. First, the MCC relies on transparent and
readily-available indicators to select countries for participation in
compacts. This has several advantageous aspects to it, one of which
is that countries know ahead of time what is expected.

Secondly, the MCC compiles the data it uses, these 20 indicators,
and publishes it, and those scorecards are used even beyond the
MCC. The business community looks at these scorecards to see
where countries are. Thirdly, and most importantly, compacts are
locally designed, driven, and carried out.

Now, I want to emphasize that perhaps the most important but
least understood aspect of the strengths of the MCC are its decen-
tralization. Our aid program, other than MCC, has become more
and more centralized over the last 10 years. Carol Lancaster,
former dean of the law school at Georgetown, said it was by
stealth. This stealth takeover of USAID by the State Department
and by the Office of Management and Budget’s growing control in
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terms of demands for indicators for everything, and short timelines
for projects.

The old USAID during the Cold War had 20-year projects. If you
call someone to get your computer repaired, the person you get
may come from India, and they probably were educated at an engi-
neering school. There are 13 of these technical schools built by the
Indian government and the U.S. aid program in the 1950’s and
1960’s.. USAID linked these 13 engineering schools in India with13
of the best U.S. Engineering Schools. This linkages program was
very successful in building the capacity of the Indian Schools. Most
Indians do not know that it was USAID (or its predecessor agen-
cies) that built those schools . But it was the U.S. that did it.

The premiere engineering school in India was the one that linked
with MIT for 20 years under these projects. USAID does not do 20
year projects anymore. The Agency stopped doing that a long time
ago and instead went to 10-year projects, then to five-year projects.
Many USAID career staff tell me now that because of the control
that the State Department and OMB the Agency now reviews
every project every year. Even though officially projects last five
years, every year the overseers review everything, and if they need
money for other initiatives, they shut down a project, and move the
money somewhere else.

It is very destructive to the development process to have one-year
projects. Someone in the administration privately described our aid
program over both the Bush and Obama administrations in Af-
ghanistan as 13 one-year projects. And that is one of the problems
that has not been looked at, at all.

Professor Dan Honig at the Johns Hopkins School of Advanced
International Studies did a detailed analysis of 8,000 aid projects
from five or six aid agencies—e.g the World Bank, USAID, the
British Aid Agency—and he looked at the degree of autonomy of
local managers had versus highly centralized systems where every-
thing has to be approved at the headquarters. And he found a sig-
nificantly higher level of success in highly decentralized systems.

USAID used to be the most decentralized aid agency in the
world, and other development agencies were jealous because they
could actually make decisions in the field without going to Wash-
ington all the time. That has been reversed in the last 10 years,
and it has damaged our development programs. The only holdout
in the old system of decentralization is the MCC. That is not dis-
cussed much, but in my view, it is extremely important.

The second issue I think that we need to look at is the issue of
who we are competing with. China has an entirely new model of
development cooperation. Actually it is not a new model. It is the
model we used in the 50s and 60s. It was an infrastructure-based
model for development. What has led to the 12 percent growth
rates in China? Of course that rate has collapsed now, but for 20
years the focus was on infrastructure in China. Most of their devel-
opment, in fact, was physical development. It was building, dams,
bridges, ports, and highways, and rural roads.

We stopped doing those projects a long time ago. Congress and
OMB argued these projects were too expensive, damaged the envi-
ronment and had maintenance problems. It took too long to build
the projects and maintain them, and the consequence of that is
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that many of the Western donors and the World Bank have gotten
out of the infrastructure business. This has opened up the field to
China, which is now filling the gap. Much of the MCC’s spending
is on infrastructure projects because that is what developing coun-
tries need and want.

The third question I would like to raise here is the relative inde-
pendence of the MCC from the use of foreign aid for geostrategic
purposes. Now, I was a diplomat for a year and a half. I know how
important the USAID programs are to our national security. If the
State Department or the Defense Department wishes to use foreign
aid for very short-term strategic purposes, they have an account to
do that. It is called the ESF (the Economic Security Fund) account.
Congress appropriates money every year to that account. They
should use that account, not the rest of our aid budget.

What the Defense and State Departments do in strategically im-
portant countries is use our regular aid budget and sometimes the
MCC for diplomatic and national security purposes. This is inap-
propriate, even under Federal statute. I think it is on the edge of
frankly being illegal sometimes when they do this. Several coun-
tries have been approved for compacts that were not eligible. The
MCC staff strenuously opposed it. USAID also opposed it, but the
State Department under pressure from the Defense Department,
for strategic reasons, approved a couple of these countries. I do not
want to go into the details here. I am happy to do it privately.
There are national security interests at risk. I understand why
they did it from a diplomatic standpoint. But these countries were
fvell below the corruption index requirement under the MCC legis-
ation.

I completely agree with Jim Kolbe’s comments on the importance
of separating the MCC from the strategic short-term interests of
the United States. That is not the purpose of the program. It is
clear in the statute that it was designed by the White House or the
Congress for this purpose. If they need to make those kind of com-
mitments, they should do it through the ESF account.

These are my comments. I endorse the program. I think it is very
important. But I think we need to protect the MCC’s original man-
date in the original legislation.

[The prepared statement of Mr. Natsios follows:]

PREPARED STATEMENT OF ANDREW S. NATSIOS

Mr. Chairman, thank you for the opportunity to testify today on the strengths and
weaknesses of the Millennium Challenge Corporation, and to propose some changes
in the authorizing legislation.

The Millennium Challenge Corporation was created by President George W. Bush
as major reform in the international aid system, where we would reward those coun-
tries that made significant strides to improve their governance, economic freedom
and expand investments in their people. President Obama has continued White
House support for the program which indicates that the MCC business model has
strong bipartisan support. More than 10 years after the 102nd United States Con-
gress passed the authorization for the MCC, we can take stock of its successes.

The MCC makes three major contributions to the international development prac-
tice. First, the MCC relies on transparent and readily available indicators to select
countries for participation in compacts, which is advantageous in multiple ways—
it makes the MCC effect possible, for one. Second, the MCC compiles the data it
uses for selection in a scorecard of all twenty indicators, which it publishes for all
countries for which is has data. This scorecard is now a valuable tool for private
investors considering entry into a developing country. Third, and importantly, com-
pacts are locally designed, driven and carried out with input from the MCC staff.
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Local ownership of compacts is important because project success rates increase
substantially when the management of projects is decentralized. Professor Dan
Honig, at the John Hopkins School of Advanced International Studies, has shown
a significantly higher success rate in aid projects where the local managers have a
much higher degree of independence than those where management decisions are
highly centralized. Over the past 10 years there has been a significant centralization
of decisionmaking in U.S. Government aid program in the State Department which
has compromised the integrity and success rates of these programs, given the find-
ings of Honig’s research. The MCC has the last hold out in the federal foreign aid
system to this creeping centralization, but it too is at risk.

The reality is, of course, that within certain bounds, recipient countries (and
project managers in the field) are much better suited to make crucial decisions
about how projects should take shape. With increased local participation and local
management, it is also more likely that projects are carried through till the end—
both because the project was tailored to local needs, and because local officials will
take ownership of the projects. Moreover, the local implementation authorities cre-
ated when a compact is awarded contribute to building the capacity of governments
in the recipient countries. Accordingly, locally driven compacts will tend to be more
sustainable in the long run.

One success story that is worth mentioning is the George Walker Bush Highway
in Ghana, which was built with funding from the MCA. The highway is an embodi-
ment of Ghana’s success in its efforts to rapidly modernize its economy and political
system. The highway has substantially improved market access in regions of Ghana
that had been relatively isolated from international markets.

After 10 years, we can conclude, with some assurance, that the MCC is a success
story. We have certainly learned many lessons, but moving forward we should refine
the MCC and not reform it.

In my testimony below are several suggested reforms to the MCC. The two most
important improvements are the composition of the board—where the Secretary of
State should not hold the chairmanship if we expect the MCC to live up to its man-
date—and the use of the current corruption indicator, the purpose of which is more
effectively carried out by the rule of law indicator.

Moreover, while the MCC is successful in its mandate, it is not an alternative to
the United States Agency for International Development (USAID). The MCC is de-
signed to only operate in the most ideal conditions—those where good governance,
economic freedoms and investments in people have already been demonstrated.
Much of USAID’s work is specifically designed to operate under other and more
challenging local conditions, as is necessary to fulfill its much broader mandate.

Strengthening the MCC is more important now than ever. The MCC compacts
provide alternatives to Chinese loans and infrastructure development which do not
encourage good governance or improved local capacity. The MCC has focused much
of its funding on infrastructure, particularly in Africa, because that is what the
people and leaders of the countries have chosen to focus their projects on. Donor
government tend to appropriate money for sectors which are popular in wealthy
countries, such as health, education, and the environment while what the devel-
oping countries need and want to build their economies are roads, bridges, and
other infrastructure. When countries are left to make development decisions them-
selves, they prioritize these projects over social services because they know that we
have forgotten that without economic growth and the tax revenues it generates,
social services are unsustainable. Chinese aid is heavily focused on infrastructure
and that is why it is so popular in the developing world. The MCC effectively re-
wards those countries that strive to achieve improvements for their citizens, but the
relatively small budget of the MCC is dwarfed by China’s efforts.

THE “MCC” EFFECT

A central and important difference between the MCC and other development
agencies is the insistence on a commitment to good governance, economic freedom
and investments in citizens in recipient countries. Potential recipient countries are
well aware of the transparent, quantitative and objective thresholds that they must
fulfil to qualify, which spurs reform and improvement in governance. Research by
Bradley Parks and Zachary Rica (2013) found that policymakers in developing coun-
tries are sensitive to the eligibility criteria of the MCC, which acts as an external
incentive to improve governance. The MCC effect is real, and it is a major contribu-
tion to the development community, where it will act as an example for other aid
agencies. I saw the MCC effect at work while I served on the Board of Directors
as USAID Administrator.
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Studies show that improving governance, economic freedoms and social opportuni-
ties for citizens is important for economic development—an idea championed by
Amartya Sen, who received a Nobel Prize for his work—which shows the comple-
mentarity of these different areas to economic growth, development in general and
poverty alleviation in particular. The idea is firmly rooted in theory and evidence,
and several major studies have come out detailing the relationship, including the
report by the World Bank, “Assessing Aid—What Works, What Doesn’t, and Why.”

The better countries score on these indicators, the more likely they are to success-
fully turn an MCC compact into economic growth, and the more likely it is that the
economic growth benefits those citizens in poverty. However, improving governance,
economic freedoms and social opportunities is also an end in itself for the 20 indica-
tors the MCC uses to measure this. In fact, many of the indicators are measures
of fundamental human rights, such as access to primary education, property rights
and the right to participate in government. The MCC effect is such that even before
funds are committed to a compact, the United States makes a difference in the lives
of millions, with the promise of rewarding those governments that pursue these
rights and freedoms for their peoples.

Recognizing that reforms and improvements in governance, economic freedoms
and social opportunities can be costly, the MCC supports countries that have shown
commitment to improving governance, but do not yet qualify for full compacts, by
way of ‘threshold’ programs that assist governments financially to fund reform and
improvements. The difficulty with the threshold programs is they are so small in
funding and scope that their impact is limited. One refinement of the MCC would
be to approve fewer threshold programs with larger commitments of money for
longer periods of time which would increase their effectiveness.

While there is little doubt that the MCC effect is real, it is very difficult to meas-
ure the magnitude of the effect. The Office of the Inspector General of USAID
funded a quantitative study by Johnson, Goldstein-Plesser and Zajonc (2014) of the
effect, which yielded no conclusive evidence, one way or the other. Other studies
have attempted to find a measurable difference between those countries we would
expect to be affected by the MCC, and those that are not, with more but still limited
success. However, in all cases, the authors point out that these results should not
lead us to think the effect does not exist, but rather to conclude that we cannot yet
measure it.

In my own research (“The Clash of the Counter-Bureaucracy and Development”
published by the Center for Global Development, in 2010),! I demonstrate how the
focus on quantitative measures of success damages and distorts how we approach
development because it ignores a central aspect of development theory—that those
development programs that are most precisely and easily measured are the least
transformational, and those programs that are most transformational are the least
measurable.

This does not mean that we should stop attempting to estimate and measure our
success, but instead that our overreliance on numbers and figures to evaluate devel-
opment success is misleading and undermines good development practice. The OMB,
the GAO, the IG, the State Department’s Foreign Aid office, and Congressional over-
sight committees have forced both the MCC and USAID to collect massive amounts
of program data which is never used by anyone and which does not actually dem-
onstrate outcomes successfully. This entire system of aid oversight needs reform.

There are four distinct reasons why the MCC effect is difficult to measure. The
first is simply that the tools we have available to do so are so crude that subtle,
but important improvements in governance, economic freedom and social opportuni-
ties are too small for our tools to capture. The second issue is that many indicators
that are used by the MCC on the scorecard, especially those relating to corruption
and good governance (where the most important local reforms take place) are not
appropriate for tracking change over time. Moreover, because the indicators are
measured, collected and published by third parties (which is in other aspects a
strength of the MCC indicators), a change in governance this year may not show
up for a year or two, simply because measurement, preparation of the indicators,
and publication, take time. But we also know from other research that many devel-
opment programs display a time lag between the end of a program and the improve-
ment in outcomes.

A third challenge is that the MCC is still a relatively small program, with a rel-
atively modest budget. The threshold programs, which exist to help governments
improve governance, economic freedom and social opportunities, by law accounts for
less than 5 percent of the MCC’s total budget. The current budget for the MCC is
creating change, but we cannot expect transformational change—the profound shift

1 http://www.cgdev.org/publication/clash-counter-bureaucracy-and-development
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of indicators—without committing at a higher level over a longer time horizon. If
we hope for the MCC to have a great impact by catalyzing reform, then the com-
pacts must be larger in size. The MCC can accomplish this within existing appro-
priations by approving fewer, but larger, compacts.

A fourth, and important challenge is the long time horizon associated with the
type of change we are working to incentivize. Investments in anticorruption this
year, for example, will not substantially change the indicator the following year or
two, even if the program is as successful as one could hope for. Many development
outcomes, especially those relating to changes in governance, attitudes and business
practices change slowly, and they are not always appropriately captured by quan-
titative indicators. Many of USAID’s most successful governance projects showed
results over a decade or two, not over months or years. As USAID has been gradu-
ally absorbed into the State Department, the length of development projects have
become shorter and shorter, and that poses a significant threat to the efficiency and
success rate of our foreign aid programs because there exists an inverse relationship
between project length and project success. In other words, when projects are forced
to work on a short time-horizon, development outcomes are adversely affected. Dur-
ing the cold war, aid programs covered timespans of 20 years, they gradually
declined to 10 years, and while I served as USAID Administrator they declined to
5 years. Many aid projects today in practice last one year as they are constantly
being reassessed as the State Department or OMB wants to free up money for some
other diplomatic initiative.

Despite these measurement issues, it is still clear that the MCC effect is real.
Passing the MCC’s scorecard does not automatically lead to funding of a compact
for the country, so the effect is more profound than reforms for the sake of securing
funding. As a corollary to the MCC effect, passing the MCC’s scorecard is an impor-
tant signal to the private sector that looks to “passing” the scorecard as a seal of
approval akin to the World Bank’s “Cost of Doing Business Index.” In the study by
Bradley Parks and Zachary Rica (2013) at College of William and Mary, the MCC
ranked as one of the three most influential external assessments of government.

If one relies on qualitative evidence instead, the MCC effect is even clearer. The
MCC and others have provided testimony of instances where governments directly
sought the MCC’s guidance and assistance in overcoming governance obstacles, par-
ticularly with respect to corruption. Examples of a direct impact of MCC criteria
range from Albania to Sierra Leone and Armenia. In Sierra Leone the government
ﬁr;lally passed the scorecard in 2013 after years of reforms guided by the MCC and
others.

It is important not to overstate the magnitude of the MCC effect, but it is a sig-
nificant aspect of the MCC’s success. So too is it important to recognize that the
MCC effect is not the explicit goal of the MCC, which is poverty reduction through
e(ﬁ)nomic growth, but rather an additional outcome of the program beyond poverty
alleviation.

THE COMPLEMENTARITY OF THE MCC AND USAID

The MCC is not an alternative to USAID, and it is crucial that the MCC is not
seen as such. The MCC has a more limited scope, concentrated in countries where
we would expect development programs to be the most successful because good gov-
ernance, economic freedoms and investments in human capital contribute substan-
tially to economic growth. The ownership and local project management, which is
important to the MCC model, is likewise only possible because the countries that
pass the threshold are much more likely to possess the capacity to manage a com-
pact than countries that do not qualify. While the MCC’s single mandate is to allevi-
ate poverty through economic growth, many mandates that cannot be achieved with
MCC’s model fall to USAID.

Among those mandates which fall outside the mission of the MCC is the work of
the U.S. Office of Foreign Disaster Assistance that provides humanitarian aid in
complex emergencies such as conflict and famine, and the work of USAID’s Office
of Transition Initiatives, which supports U.S. foreign policy objectives by supporting
political transitions and supporting democracy building. Additionally, USAID was
an indispensable leader in the U.S. nation-building efforts in Afghanistan and Iraq,
and it will continue to be important for their recovery as well as in global health
programs.

The MCC and USAID are thus complementary institutions that can reinforce the
other’s work, but they carry out fundamentally different tasks within the develop-
ment process. USAID often operates in unstable conditions, where good governance
is absent or has collapsed and where economic freedoms are a distant dream. Often
USAID works in those environments to save and protect life, to enable basic mar-
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kets to function and to prevent situations from deteriorating. The MCC, by its legal
mandate, only operates in stable conditions and where markets function relatively
well and is thus not a substitute for USAID.

Even in the countries that pass the MCC scorecard and where the MCC can thus
operate, USAID fills many other roles than those relating specifically to economic
growth. A third of the U.S. Government’s foreign aid budget (much of it adminis-
tered by USAID) is focused on global health, specifically on the world-wide eradi-
cation or treatment of different diseases such as Polio, HIV/AIDS, Ebola, and
Malaria. USAID’s very successful trade capacity building, “World Bank Doing Busi-
ness” reforms, and economic competitiveness programs by their nature require pol-
icy dialogue with local business leaders and technical assistance which the MCC is
not designed to do. In fact, while the MCC funds the threshold programs to assist
governments in improving governance, economic freedoms and social opportunities,
it is most often USAID that is contracted to carry out those programs.

FOCUSING ON CORRUPTION

Of the twenty indicators on the MCC’s scorecard, a single indicator reigns above
the rest. Whereas countries must place higher than the median in half of the indica-
tors to qualify, control of corruption is an indicator that a country must pass to
qualify, no matter how good the average of the others indicators is. It is a difficult
requirement, and rightly so, in recognition of how central corruption is to the eco-
nomic, political and social maladies in poorly governed countries. We possess an
abundance of evidence that corruption is bad for economic growth, bad for poverty
alleviation and bad for political inclusiveness. President George W. Bush was the
author of the requirement which he insisted be written into the legislation, and
which has inspired anticorruption reforms and campaigns in several MCC candidate
countries.

We should continue to place a high premium on reducing corruption, but we can
refine the MCC’s ability to use the hard indicator as a tool for selection, and for
inducing change in countries that wish to qualify. The current indicators for corrup-
tion are largely “perception”-based, meaning that if those surveyed perceive a high
prevalence of corruption, then the country will score poorly on the indicator.

Perception does affect economic behavior, but it is only a minor part of what the
indicator is actually attempting to measure. Because corruption is hard to quantify
and measure (most people don’t advertise their own corruption), the indicator uses
perception as a way to estimate the full level of corruption in a country. It is what
scholars would call a proxy—the use of an indicator that can be measured to
extrapolate about a phenomenon that cannot. However, the perception aspect of the
indicator can have unintended consequences that work against what the President
and Congress designed the MCC to achieve.

One of the tools USAID uses widely to combat corruption is increasing public
awareness of corruption and its destructive consequences, and educating people
about how it can be dealt with. In many countries corruption is viewed as a way
of life and not an aberration of government, which is a major obstacle to effectively
combating corruption. However, raising public awareness about corruption—so it
can be detected, reported, deterred and sanctioned—will also tend to raise the per-
ception of corruption because the public is increasingly made aware of its presence
and negative effects, and that increase in perception—even though corruption has
not increased—is detrimental to the MCC’s work. Simply put, with the current indi-
cator, those countries that effectively improve on corruption can simultaneously be
penalized for their efforts.

The solution is simple because the contributions of the hard target in the corrup-
tion indicator can be achieved with another established measurement: the Rule of
Law indicator. Rule of law captures corruption in government through multiple
measures, ranging from the independence of the judiciary and agents of the law, the
impartiality, independence and accountability of the police force, the protection
against government overreach in expropriation and so forth. The hard target for cor-
ruption should be based on this indicator instead. However, moving the hard target
from the corruption indicator to the rule of law indicator requires the approval of
Congress in any future refinement of the legislation.

INDEPENDENCE

On the matter of MCC independence, it is crucial that this be strengthened. The
main benefits of the MCC’s approach—the transparent, indicator-based system that
spurs the MCC effect—depend on the MCC’s credibility in using indicators for selec-
tion. The President’s wish that the MCC would provide a new, innovative and effec-
tive kind of aid, based on hard evidence, is derived in part from the MCC’s trans-
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parent and predictable methods. Another central facet of the MCC’s success—local
ownership, design and implementation of compacts—is indelibly linked to the MCC’s
ability to create sustainable capacity in compact countries. Anything but evidence-
based selection of the best projects would undermine the MCC’s work and the best
use of aid funds in the MCC model. Recall that the MCC’s mandate already ensures
that aid is spent in the interest of the United States by focusing only on those coun-
tries that already have significant levels of political and economic freedoms and in-
vest in their people.

In general, the involvement of the State and Defense Departments in specific de-
velopment and humanitarian aid decisions has undermined the effectiveness of our
aid, for USAID and the MCC alike. We have to make a very clear decision about
whether or not our foreign aid is a grand strategy tool that we wish to employ to
reward or punish other countries when they either support our goals or oppose
them, respectively. Foreign aid is often used for entirely contradictory purposes—
sometimes development for the purposes of development or other times as a tool of
diplomatic and national security strategy. Hans Morgenthau argued this in his now
famous 1962 article, “A Political Theory of Foreign Aid,” where he suggested aid
was given as a form of legal bribery to induce a change of diplomatic behavior on
the part of the a recipient of the aid. On the other hand, we can decide—as the
President and a bipartisan Congress did when it authorized the MCC—that the pur-
pose of our foreign aid is to create a stable, democratic, and resilient world around
us, which ultimately more broadly supports our foreign policy in profound ways.

South Korea is an excellent example that demonstrates the power of good develop-
ment. Over the course of 30 years, USAID spent about 6 billion dollars (in 1960’s
dollars) in development programs to support economic growth and basic public goods
such as sanitation, schools and infrastructure, which ultimately support economic
growth as well. With the help of U.S. Government aid, South Korea rose out of pov-
erty to be a prosperous, democratic and stable ally that is indispensable to the
United States in preserving peace in East Asia. South Korea is a strong and active
partner that keeps North Korea in check. However, USAID’s work in South Korea
would not have been as successful if it had been used to support of shorter and more
parochial diplomatic objectives of U.S. foreign policy.

Using aid as a bargaining chip might satisfy short term goals in some cases by
buying the support of a warlord or important political faction, but it undermines the
developmental use of aid to create prosperity and support the longer term interest
of the United States. That should not come as a surprise: if aid allocation is not
made based on the development potential, but instead based on political, short-term
priorities, then our development funds will not be effective. In such cases, of which
there are many, USAID is then criticized for the lack of results in suboptimal devel-
opment programs that they are forced by the State and the Defense Department,
and sometimes Congress, to design without regard for their development potential.
In many cases these “development aid” funds are outright damaging our longer term
goals. As USAID has been absorbed into the State Department, good development
aid has become increasingly harder to do.

In fact, even the MCC is affected, despite the original intention of its mandate.
As chairperson of the board, the Secretary of State has a disproportionate influence
on compact decisions. Only one Secretary of State—Condoleezza Rice—shied away
from making the MCC work for more parochial State Department objectives. She
recognized that the independence of the MCC was one of its strongest attributes,
even if the ultimate decision of the board did not align with her own preference.
While it makes sense that the Department of State should be represented on the
board, the Secretary of State should not hold the chairmanship. In fact, I would sug-
gest an outside chairperson who does not hold public office as a statutory require-
ment. If the State Department wishes to reward an ally with aid for strategic pur-
poses which is an important tool in a diplomats toolbox, they can use the Economic
Security Fund account which was designed precisely for that purpose. I served on
the U.S. delegation at the Hong Kong trade round in 2005 and watched to my dis-
may as USDA and State Department diplomats attempted to promise MCC com-
pacts to countries for supporting the U.S. position in the negotiations on agriculture
trade. I strenuously objected as the use of compacts for this purpose which in my
view was an egregious violation of the intent and purpose of the MCC statute. These
U.S. career officers backed down and the compacts were never promised.

Moreover, the intention of the President and the Congress of the United States
was for the MCC to be entirely independent from political and strategic pressure,
as was abundantly clear at the time of the MCC’s authorization. When the State
Department, or any other actor, affects compact or threshold decision outcomes, it
is in violation of federal law and in violation of the original intentions of the MCC’s
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founders. Several countries have been approved which clearly did not come close to
meeting the indicators.

The independence of USAID and the MCC is imperative because developing coun-
tries put faith in the advice our development agencies offer. In many countries our
aid agencies are well regarded and trusted, which occasionally leads aid workers
having highly developed and influential relationships with government ministries
and civil society organizations. If the perception among recipients is that our devel-
opment programs are designed to serve U.S. short term strategy in mind, the work
of USAID and the MCC will be made more difficult, even in the best designed
projects.

I spent a while as a United States diplomat, so I have the utmost admiration for
the State Department’s work in diplomacy. In my view, our diplomats are among
the best in the world. They should leave the management of aid development pro-
grams to development professionals in USAID and the MCC.

OPERATING IN FRAGILE STATES

The MCC faces challenges in countries where governance, economic freedoms and
social opportunities are suboptimal. In a few cases this fragility led to the early ter-
mination or suspension of compacts because the relevant indicators fell. While that
is regrettable, I would argue that the termination and suspension of these compacts
should be looked at as a success for the MCC. While the MCC could certainly
improve its ability to help countries progress in governance, economic freedoms and
social opportunities, as could all other aid agencies in the world, terminating the
compact is not a symbol of failure but evidence of success in the rigor and discipline
of the process. It is a victory for those countries that work hard to make real, sus-
tainable improvements in their indicators.

If entry into a compact is based on a certain level of indicators that must be
achieved, then those levels should be enforced after the compact has begun as well.
Otherwise the improvement in the indicators is insincere; countries could improve
to qualify, knowing that they could simply reverse reforms once the compact is
granted. By enforcing the levels of the indicators after a compact is initiated, the
MCC prevents opportunistic behavior. Enforcement is thus paramount to the MCC’s
mission of sustainable improvements in governance, economic freedoms and social
opportunities.

CONCURRENT AND REGIONAL COMPACTS

A significant impediment to economic development is a lack of intraregional infra-
structure and cooperation. One particular category of countries—those that are
landlocked—depend almost entirely on their connection with neighbors for access to
the rest of the world, as demonstrated by Paul Collier in his seminal book, “The
Bottom Billion.” In fact, the infrastructure projects including airports for landlocked
countries is their connection to the global economy. Even for those with global mar-
ket access, development tends to be closely related to the development of neigh-
boring countries. Concurrent compacts would enable the MCC to operate in this cru-
cial area of development, which is necessary for long run sustainable development
in many areas, particularly in Africa.

A crucial aspect of economic development in many countries is market access: the
greater a country’s access, and the wider the market for its products for export, the
more trade country a country can sustain. Intercountry trade improvements in par-
ticular can be beneficial to economic growth. If the regional compacts are carried
out appropriately, the benefits that accrue are even beyond economic growth. With
better connectivity, and cooperation in a compact, the MCC will assist in building
bridges—literal and figurative—that will enable governments to increase coopera-
tion in many areas, including security, politics, border control and epidemiological
control, all of which are in the interest of the regions and the United States of
America alike.

A regional compact would, of course, be a new type of challenge for the MCC.
Whereas a traditional compact only has one qualifying government, regional com-
pacts would by definition have more, and all governments should pass the thresh-
olds for the regional compacts to be implemented. It also requires significant coordi-
nation between the administrating bodies set up in each country to handle the
Millennium Challenge Accounts. While these factors would complicate the approval
process, it would not make it impossible for regional compacts to be approved and
managed.
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THE PERFORMANCE INDICATORS

These indicators are an important aspect of the work the MCC does, and a funda-
mental requirement for the MCC effect. There are several aspects of the indicators
that are worth considering, both to refine how they are used in the future and to
understand their limitations.

Importantly, the indicators are used as a transparent and easily identifiable cutoff
for eligibility. In theory, this means that compacts are only awarded to those coun-
tries truly committed to good governance, economic freedoms, and social opportuni-
ties. It also means that countries have tangible goals they can work toward. Finally,
the aggregate of the indicators—the MCC scorecards, which the MCC publishes for
all countries that fall in the income categories every year—is also used by private
and public actors alike to gauge how well a country performs in governance, eco-
nomic freedoms, and social opportunities.

As a whole, the general level across all indicators will provide an insight into
country performance in these aspects. Once we look at individual indicators, how-
ever, it becomes more troublesome to gauge the current conditions, because some
of the indicators simply are not precise enough. This lack of precision does not stem
from a lack of effort to measure the indicators well, but rather from a lack of data
and, more importantly, from the fact that many of these indicators are trying to cap-
ture things that are very difficult to quantify. Judging a country’s performance, and
especially comparing the performance between countries, based on a single indi-
cator, is unwise.

Consequently, the indicators are only useful for the MCC’s purposes as a grouping
of indicators, the total of which forms the scorecard. Refinements can surely be
made to the specific indicators used, but as a whole, the MCC’s use of the indicators
is in line with the original intention of the President and the Congress. Our biggest
contribution to the MCC here would be to encourage the MCC to upgrade to new
measures as they become available, but in a transparent and timely manner. For
the corruption indicator however, congressional approval is necessary.

The trouble comes when the indicators are used for other purposes than meeting
the qualification threshold. Because the indicators are as crude as they are on their
own, measuring the contribution of a threshold program for example—those
designed to help countries in areas where they struggle—is difficult. What would
be even worse is if we were to judge a compact based on whether it improved the
indicators, because that is not the purpose of the compact—its purpose to is create
economic growth and poverty alleviation. The indicators simply are not appropriate
for evaluating the outcomes of programs, and they were never intended to be by the
President and the Congress.

Moreover, the use of the indicators as a measure of the success of any develop-
ment program is problematic. Beyond the timelag in measurement mentioned above,
another and much more important timelag exists. To put it simply: development
takes time. Attempting to quantify the success of programs in the next fiscal year
is often nonsensical. In the case of South Korea, USAID helped lay the foundation
that eventually enabled the South Korean economy to soar; the true extent of the
benefits from USAID programs in South Korea were not known for at least two dec-
ades. With respect to governance and social opportunities in particular, perceptions
and attitudes are among the major impediments to improvements, but perceptions
and attitudes take a long time to change. Even where the MCC provides the tools
for positive change, much of the benefit will not materialize for years.

A related issue pertains to the difference between output and outcomes in devel-
opment. Output is oftentimes easy to measure: how many miles of road built, how
many farmers trained, how many village councils established? However, what we
ultimately want to know—what we term outcomes—is whether the road improved
market access and reduced poverty, whether the farmers that were trained trans-
lated their training into improved crop yields or whether the village council were
in fact inclusive and effective at using their mandate. Measuring the output does
not guaranty a good outcome—nor does the absence of outputs mean that there can-
not be successful outcomes. The overmeasuring of development thus yields little use-
ful information and instead creates a significant amount of paperwork that serves
no good purpose.

The MCC began with 17 indicators, and three more have since been added to the
MCC’s scorecard. It is hard to disagree with the indicators, either because they are
morally important, or because we believe a new indicator is connected to economic
growth. If we know the phenomenon that the indicator measures is important to
economic growth, why should we not include it on the scorecard? The answer is
again that the fixation on measurement is hurting the MCC’s ability to carry out
good compacts, and it also causes undue stress on the governments vying for a com-
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pact. Because the scorecard should be read as a whole and not as individual indica-
tors, adding more indicators does not necessarily improve compact selection—it
does, however, mean that potential recipients have to spread their already sparse
government capacity to more indicators. This dilutes the efforts that governments
are able to expend on individual areas, hurting progress. Most developing countries
have limited capacity and weak institutions—even the ones which rank high in the
indicators—which means their capacity to reform and make improvements in their
countries have limitations. Piling one indicator on top of another will overwhelm
their capacity to focus their efforts on a few reforms of the greatest significance.
And, it creates a greater burden on MCC to compile and publish the scorecards with
a greater number of indicators.

Without arguing that any specific indicators are unimportant to economic growth,
we should reduce the amount of indicators on the scorecard (or at least freeze the
number of the indicators at their present level) to improve the effectiveness of the
scorecard on governments’ behaviors and to reduce the adverse effects overmeasure-
ment will have on potential recipients.

The MCC’s reliance on a certain level of several indicators has led some observers
to be concerned with the “conditionality” of MCC compacts, because conditionality
was the main culprit behind the failure of much aid spending from the World Bank
and other agencies in the 1980s and 1990s. However, the conditionality of the MCC
is fundamentally different in several ways.

First, MCC conditionality takes place before compact-signing and without guaran-
tees that a compact will be awarded, by excluding those countries that do not meet
the requirements for application. Applying for a compact and moving towards the
indicator levels is entirely voluntary—if a country does not find it in its own interest
to enact the reforms necessary, it is not adversely affected, except by forgoing the
potential funding.

In that same vein, the MCC’s conditionality does not force specific policy prescrip-
tions on countries. The MCC’s conditionality is an “end goal” of a certain level in
the indicators, as opposed to specific methods for reaching that goal. The World
Bank prescribes specific (and sometimes inappropriate) policies that countries are
forced to follow, but for the MCC indicators, it is largely up to countries to decide
how to improve the indicators in ways which are most compatible with local cir-
cumstances.

Moreover, World Bank (and International Monetary Fund) conditionality in the
1980s and 1990s was often enforced for countries eligible for loans without which
the recipient governments could not function, such as loans to sustain basic public
goods or loans to help stabilize a country’s currency during a time of crisis. Coun-
tries had very few choices but to accept the conditions, since without the loans and
grants, the situation could deteriorate past a point of no return. In practice coun-
tries would agree to a laundry list of World Bank reforms which they would not end
up implementing. In the case of the MCC, compacts cannot be held ransom in the
same way, because they are designed to be above and beyond other efforts by
USAID, the World Bank and other aid agencies, and because the compacts are not
designed to sustain governments, but rather to create economic growth and reduce
poverty.

In conclusion, the MCC has demonstrated success in achieving President Bush
and the Congress’ original aspirational goals of the authorizing legislation, but the
legislation can be refined with some of proposed amendments suggested in this tes-
timony. Thank you for the opportunity to speak today.

The CHAIRMAN. Thank you. Thank you very much.

Dr. Birdsall.

If T could just, so we do not leave that hanging, we are going to
want to meet with you privately to ascertain whether what you just
said relative to some of the things that may be happening at MCC
and USAID are occurring. We want to set that meeting up, and
Senator Cardin and I both will attend that, okay? Thank you.

STATEMENT OF NANCY BIRDSALL, PH.D., PRESIDENT, CENTER
FOR GLOBAL DEVELOPMENT, WASHINGTON, DC

Dr. BIRDSALL. Chairman Corker, Ranking Member Cardin, mem-
bers of the committee, thank you for this timely hearing. I am very
privileged to have the chance to testify.
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When MCC was created by the Bush administration, it was a
bold bipartisan experiment, as we have heard, consistent with
American values and foreign policy objectives. The idea was to sup-
port countries where the need is great and where foreign aid is
most likely to be effective.

What is equally important, as we have heard, about the Agency
is that over the last decade, MCC has set the standard in the aid
community in other ways: using evidence to guide decisionmaking,
focusing on results, adhering (as Congressman Kolbe said), dog-
gedly to transparency, and partnering with countries in a way that
ensures that countries take the lead in their own development. In
quantitative assessments by my organization and the Brookings In-
stitution, MCC has consistently scored near the top of more than
150 aid agencies around the world on aid effectiveness measures.

Today I want to focus on two areas where congressional action
is needed to allow MCC to continue to build on its record of suc-
cess, and two areas where continued support from Congress will
help the Agency deliver even more of a development impact. And
I will close with a plea to Congress about how to help USAID move
in the direction by applying some lessons—the lessons learned from
MCC.

First, regional compacts, which we have heard much about. I rec-
ommend that Congress authorize MCC to undertake a pilot project
at the regional level with separate and additional funds above its
country-based compact funds. Why? As you have heard, MCC has
been active on the African continent, especially on major infra-
structure investments, like roads and power. But with 54 small
economies, the region’s market is highly fragmented. The economic
future for Africa is, therefore, in the kind of cross-border invest-
ments in Africa that you could compare to what the U.S. did during
the Eisenhower administration with the interstate highway system.

Cross-border power projects in West Africa are probably the big-
gest impact opportunity for MCC right now. But the experience of
the World Bank and the multilateral development banks on re-
gional projects involving two or more countries, the experience is
it is really hard to do. Negotiations are far more complex and take
longer, and transactions costs and administrative costs are higher
than with single country projects.

The point, however, is that MCC has two big advantages over the
multilateral development banks. It has grant financing and the
confidence that the U.S. government and U.S. businesses are in-
volved in these projects. That is an asset, as Dana Hyde said. I am,
therefore, pleased that Congress is considering concurrent compact
authority for MCC. Without concurrent authority, there is little in-
centive for the Agency and little incentive for countries that are eli-
gible to go regional despite the huge potential returns.

Second, the issue of country candidacy. The MCC mandate is to
focus on poor countries, itself a good idea, below currently GNI per
capita of just over $4,000. More fundamentally, I think it is to work
with responsible governments in countries with a lot of poor people
to help them grow into middle class societies, where the middle
class eventually helps entrench and sustain responsible govern-
ment without outside support.
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The problem is that the current cutoff leaves out still poor coun-
tries that in every other respect would qualify for MCC compacts,
and where the vast number of people live well below the United
States poverty line, well short of what we would call even lower
middle class. Consider Tunisia, a struggling democracy in a dif-
ficult region where most people live well below the U.S. poverty
line, or Mongolia, which at the moment is at risk of losing a second
compact because its per capita income GNI has risen, where most
people are still poor and poorly educated, but where GNI is above
the cutoff slightly because of recent foreign investment in its min-
ing sector. U.S. support can help build a good government there—
it can help a good government there, create the institutions, and
make the investments that are still needed desperately on roads,
schools, et cetera, that will spread that wealth to its people. But
it will take time, in effect, building a middle class society. So I rec-
ommend that Congress ask the MCC to explore other measures to
define country candidacy in terms of need that are more sensible
reflections of a country’s long-run needs.

Now, I want to go to two issues where Congress can encourage
even greater MCC impact. One is a focus on funding measureable,
verified development outcomes. I recommend that Congress encour-
age MCC’s ongoing efforts to pilot what we call pay for perform-
ﬂncz approaches, like cash on delivery aid and development impact

onds.

With this approach, U.S. taxpayer money goes out the door only
when development outcomes are achieved, like the number of addi-
tional households with affordable electricity access, not just when
new—not just paying for new power lines, but paying for the out-
come that we want of access to electricity. This kind of approach
definitely creates greater country ownership and accountability of
the kind that MCC has pushed on so effectively.

The second issue where Congress can help with its support is the
idea of subsequent compact, second-round compacts. I recommend
Congress continue to allow MCC to enter into subsequent com-
pacts. Development simply does not happen in five years even with
the most successful partnership. Subsequent compacts should not
be automatic. MCC should have the discretion to enter into subse-
quent compacts where warranted.

Finally, let me close by encouraging Congress to take the MCC
ethos beyond MCC. MCC has benefited from the start with the
clear mandate to focus on aid effectiveness. USAID in contrast is
burdened after over 50 years with an accumulation of congressional
earmarks by country and sector, as well as other directives. I rec-
ommend Congress ask USAID to prepare a review of the directives
and informal mandates that reduce its flexibility and undermine its
ability—the ability of its excellent staff to maximize the impact of
American taxpayers’ foreign aid dollars.

Thank you very much.

[The prepared statement of Dr. Birdsall follows:]

PREPARED STATEMENT OF NANCY BIRDSALL!

Chairman Corker, Ranking Member Cardin, and members of the Committee,
thank you for the opportunity to testify on the Millennium Challenge Corporation,
a small but critical agency when it comes to U.S. efforts to reduce poverty and pro-
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mote economic growth abroad. I am honored to be here and very pleased the Com-
mittee is holding this hearing.

My name is Nancy Birdsall and I am the president of the Center for Global Devel-
opment, an independent, non-partisan think tank headquartered here in Wash-
ington, DC. CGD conducts research and produces analytical outputs aimed at
improving the policies and actions of rich countries, including the United States,
that affect developing countries.

The Center has been closely watching MCC from the agency’s inception. And since
MCC celebrated its tenth year anniversary just last year, this seems a fitting
moment to reflect on its record and consider its future.

MCC was a bold experiment when it was created by President George W. Bush
in 2004. The concept was simple: channel U.S. taxpayer money to poor countries
that have responsible governments and sensible policies—those that encourage pri-
vate sector activity, invest in schooling and health, fight corruption, and support
democratic rights. This is consistent with American values and foreign policy objec-
tives. Evidence suggests that these are the countries where foreign aid is most likely
to make a difference by encouraging the policy changes that support longrun, sus-
tained, poverty-reducing growth.

MCC'’s approach to delivering foreign assistance has set a standard for aid agen-
cies around the world. It uses evidence to guide decisionmaking; it focuses on
achieving and measuring results, evaluating the vast majority of its programs; it
gives partner countries the lead role in identifying and implementing its invest-
ments; and, overarching all this, it is among the most transparent donors world-
wide. In quantitative assessments of the efficiency and effectiveness of more than
100 global aid agencies conducted by the Center of Global Development with the
Brookings Institution, MCC consistently scores near the top of aid agencies world-
wide on a set of aid effectiveness measures.2

Today, I will focus on two areas where congressional action is needed to allow
MCC to build on its strong record of success and two areas where continued support
from Congress will help the agency deliver even more development impact. I will
c}lloscfvI Vgéh a plea for Congress to help other U.S. agencies apply lessons learned from
the .

(1) REGIONAL COMPACTS

Congress should authorize concurrent compact authority, and encourage MCC to
pursue a regional pilot project with separate and additional funds above its country-
based compact funds. Since regional projects bring an extra set of challenges, I rec-
ommend the agency start with a single pilot project accompanied by an independent
review.

MCC has a strong record with road and power projects in bilateral compacts, but
in regions like sub-Saharan Africa with many small economies and highly frag-
mented markets, some of the highest-return, growth-spurring investments only
result from facilitating regional connections. In the U.S. context, for example, the
Eisenhower Interstate Highway System was a federal initiative that linked people
and markets across states—which no single State could have managed or would
have financed.

To date, MCC has not been able to help eligible countries benefit from these kinds
of returns because neighboring countries are rarely at the same stage of compact
development at the same time; one country often has a compact underway by the
time its neighbor is eligible. Concurrent compact authority (making countries eligi-
ble for a regional compact concurrent with a country compact covering some or all
of the same period) offers a relatively simple fix to this shortcoming in the current
MCC mandate.

Lack of this authority has impeded MCC’s ability to encourage the necessary and
often complicated negotiations between or among countries that is central to the
planning and design of a cross-border investment—particularly since governments
will generally choose to move expeditiously to lock in a national compact, rather
than risk the more complicated, if higher-return, potential of a regional deal.

Outside funders do not have adequate incentives to work with countries to
develop cross-border, regional projects despite their high returns. The multilateral
development banks’ (MDBs) still-limited experience explains why. With more than
one partner country involved, negotiations are complex and upfront transaction
costs mount quickly. The projects have long planning and implementation periods,
and require strong and continuous implementation support.? Even so, successes are
possible, as demonstrated by the Ethiopia-Kenya Interconnection energy project,
supported by the African Development Bank and the SIEPAC power grid in Central
America, supported by the Inter-American Development Bank.4
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MCC has at least two advantages over other funders of large, cross-border invest-
ments in low-income countries. First, its grant financing eliminates the need to
agree on the allocation of a repayment burden among beneficiary countries. Second,
MCC’s work on energy projects under the Power Africa umbrella indicates that the
backing of the U.S. Government is a powerful force in generating confidence on the
part of both private investors and partner governments in “getting to yes” on a com-
plex investment deal.

It’s easy to think about how regional engagement might be beneficial in the con-
text of electricity. The logic of a shared grid across borders is clear. To work, coun-
tries involved need to commit to a strong regulatory and financial structure outside
the auspices of a single government for power trading and pricing.> Grant money
can play an important role in supporting upfront technical work and provide comfort
to private investors in the guarantee of purchasing power agreements.

As many of you have recognized with your support of the Electrify Africa bill, reli-
able, affordable energy access is a massive constraint to growth in sub-Saharan
Africa and elsewhere. A future regional power project covering Liberia, Cote
d’Ivoire, and Ghana might be one promising pilot, for instance. MCC already has
considerable experience with power under Power Africa and regional power invest-
ments in West and Southern Africa show potential.®

(2) A MORE SENSIBLE MEASURE OF NEED FOR COUNTRY CANDIDACY

Congress should allow MCC to explore whether an alternative measure of need
to Gross National Income per capita (GNI) could produce a candidate pool that bet-
ter reflects the significant poverty and development need in potential partner coun-
tries; one option is median daily consumption per person.?

As set out in the agency’s authorizing legislation, only countries with a GNI below
$4,125 (for FY2016) comprise the starting candidate pool for MCC engagement.
Millions of people who are poor by any reasonable standard live in countries above
this cutoff; and many countries above that level, despite good governance today, are
not yet on a secure trajectory of sustained growth. American taxpayers want to sup-
port building middle class, democratic societies in the developing world, in which
good government emerges and persists as income-secure taxpayers have the where-
withal to hold their governments accountable.® Many countries with GNI per capita
above $4,125 are not yet middle class societies.® Consider Tunisia, a struggling de-
mocracy where per capita GNI is above MCC’s cutoff. Yet one half of its population
survives on less than $8 a day (Tunisia’s median consumption level), compared to
median (income) in the United States more than 10 times higher at over $50 per
person a day.l© The democratic government of Tunisia needs support if it is to stay
on a trajectory of sustained, broad-based growth in a difficult region. Or Mongolia,
also with median consumption of about $8, whose GNI per capita exceeds MCC’s
cutoff principally because of high foreign investment in its mining sectors, especially
coal, copper, and gold. In Mongolia, it will take years to create the institutions and
make the investments in health, education, roads, and energy that will bring the
benefits of its newfound wealth to all of its people.

No single measure is perfect. Median consumption or income can be low because
of a high concentration of income at the top of the distribution. But a country with
low median income where corruption or tax or other policies fail to address high
inequality would not be eligible for an MCC compact given the standards embedded
in the MCC scorecard. Were MCC to adopt a measure like median income as a
determinant of candidacy, the agency should consider investment grade and restrict
partnerships with certain investment grade countries. Where the use of its grant
resources 1s appropriate, MCC could target its funds to crowding in private invest-
ment.

(3) FOCUS ON FUNDING MEASURABLE, VERIFIED DEVELOPMENT OUTCOMES

Congress should support MCC in its ongoing efforts to pilot pay-for-performance
approaches, such as Cash on Delivery Aid. These are agreements, developed by my
colleagues and me at the Center for Global Development, in which donor agencies
pay a partner country for the delivery of independently measurable and verified
preagreed outcomes, like the number of additional households with affordable elec-
tricity access or average gains in learning of 10-year olds, rather than inputs such
as new power lines or schools built.

Another approach—one which MCC is also exploring—is Development Impact
Bonds (DIBs), also developed in part by the Center for Global Development. DIBs
are also an outcomes-based approach in which private investors are invited to
finance investments up front and are repaid if and when measurable results are
verified. Given limited U.S. assistance dollars, this leveraging of private sector
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impact investors should be particularly welcome. Other donors have begun to exper-
iment with pay-for-performance schemes—including the World Bank (Program-for-
Results) and the UK’s Department for International Development.

Pay-for-performance schemes fit well with many aspects of MCC’s model. They
promote greater country ownership and encourage innovation by providing partner
governments with increased flexibility to find the best ways, within their own local
context, to achieve agreed-upon targets. The approach is particularly useful where
countries need to implement politically or bureaucratically difficult reforms if
expected results or outcomes are to be gained. Political and institutional reforms are
difficult to measure. It is most effective for countries to undertake them because
doing so is key to increasing, for example, energy access or raising agricultural pro-
ductivity or reducing waiting time for ships and trucks at ports and borders.

MCC has positioned itself on the cutting edge of thinking about results; to remain
there it should push forward in its exploration of some of these new ways to link
payments to outcomes.

(4) MORE IMPACTFUL PARTNERSHIPS THROUGH SUBSEQUENT COMPACTS

Congress should continue to allow MCC to enter into subsequent compacts. Devel-
opment simply does not happen in 5 years, even with the most successful country
partnership.

MCC was set up to work with well-governed developing countries. But develop-
ment is a long-term project. It took Korea, one of the world’s fastest growing coun-
tries in the 1960s and 1970s, something like 30 years to become what it is today:
a middle class democracy. Tanzania (which is currently eligible for a second com-
pact) would have needed to increase its per capita income by over 900 percent—over
50 percent per year—during the course of its first compact to reach upper-middle
income status. More to the point, subsequent compacts can also capitalize on institu-
tionalized relationships and lessons learned.

MCC’s strict, 5-year compact timeline is a feature that sets it apart from other
U.S. Government agencies. But the importance of the timeline is in its application
to each compact—providing an incentive for timely implementation and forcing reas-
sessment of continued engagement—not to MCC’s overall relationship with a coun-
try. Second compacts (and potentially beyond) should not be automatic; but where
warranted, a longer relationship should be welcomed.

(5) TAKING MCC BEYOND MCC

Congress should help other U.S. development agencies rise to the standard that
MCC has set.

USAID and the State Department, which together control three quarters of U.S.
foreign assistance dollars, should—for far more of their portfolioll—clearly dem-
onstrate value for money, apply greater country selectivity, give partner countries
more responsibility for identifying and managing aid investments, and further their
commitment to transparency and rigorous evaluation.

This is easier said than done. MCC benefited from a fresh start as a new agency
12 years ago, and many of the features that have contributed to its excellence had
been learned over many years in the aid community, and were hard-wired into
MCC’s culture and mandate from its inception. Compared to USAID, which is bur-
dened with an accumulation over many decades of congressional directives on
spending by country and sector as well as others, MCC has the flexibility to make
reasonable demands on partner countries, to work with them on their own prior-
ities, and to target results-focused investments (though still with appropriate over-
sight and quality controls).12

Congress must be a willing partner for a meaningful shift to take place through-
out the U.S. development apparatus. A review of the external constraints that pre-
vent USAID from exercising greater flexibility would be a good start toward build-
ing on the lessons of MCC. I also recommend that Congress request a comprehen-
sive review of directives and informal mandates that constrain USAID and under-
mine key principles of aid effectiveness.13

CONCLUSION

In conclusion, I hope that Congress will continue its strong bipartisan support for
MCC and encourage the agency to continue to adhere to its model. But I also urge
Congress to push MCC to explore innovations within its model that would allow the
agency to have even greater impact.
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Senator CARDIN [presiding]. Thank you all for your testimony.
Senator Corker has gone to vote. There is a vote on right now. I
am going to ask questions for the record, so I will pass. I will want
to follow up on the issue Mr. Natsios raised on the objectivity of
decisionmaking and, Congressman Kolbe, on your point about how
W% éan improve the corruption efforts—anticorruption efforts by
MCC.

Senator Perdue.

Senator PERDUE. I will be very brief. We have to go make this
vote. Thank you for your testimony and your work. As I mentioned
to the earlier panel, I am concerned about the fact that because 40
percent of the money we have spent in the last seven years is bor-
rowed, we have borrowed some $50 billion to support our USAID
and our MCC work over the last just seven years alone.

And so, Congressman, I applaud what you guys did. It is funny
how fast 10 years goes by. In that period of time, the earlier testi-
mony was that of the programs that we have done, some 58 are
averaging about 16 percent return versus the 10 percent threshold.
In that period of time, though, there are some 21 projects that were
done without having met the threshold for internal rate of return
or the benefit cost analysis was not even calculated. And in addi-
tion, there were two specific projects where it looks like there was
undue influence for strategic reasons for approval for a project
without MCC or without MCC doing a benefit cost analysis.

So my question goes back to the original thinking. Given that
over that period of time we spent—of a billion dollars a year, we
spent $100 million on our own overhead in managing that, which
means in the last 10 years we spent a billion dollars in overhead
that did not help—did not go to any direct help. What is the—what
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was the original thinking, and how was that debate won with re-
gard to why MCC versus charging a part of USAID to focus on
eliminating poverty through economic growth?

Mr. KoLBE. Well, I will take a stab at it. I am sure Mr. Natsios
will also have an answer. I think the—first of all, I want to say
that I do disagree a little bit with the CEO, Ms. Hyde, in saying
that there has never been any pressure on MCC. That is not true.
There has been pressure from the get-go during the Bush adminis-
tration as well as ongoing, and I think it is a natural thing that
the State Department and others are going to say, but, you know,
we have some strategic interests.

Senator PERDUE. But do we not have to protect

Mr. KoLBE. That is what we need to do is—what the role of Con-
gress is to make sure that it is protected from doing that. And I
think the outside independent private sector board members have
been the critical factor in making sure that happens.

Senator PERDUE. Can I ask you another question? I do not want
to get you off that line of answer, but the fact that the board re-
ports directly to the Secretary.

Mr. KoLBE. He is chairman of the board.

Senator PERDUE. He is chairman, so that means that——

Mr. KOLBE. Yes.

Senator PERDUE [continuing]. There is no undersecretary or as-
sistant secretary that has responsibility for MCC. Is that correct?

Mr. KOLBE. That is correct.

Senator PERDUE. Is that working out in your mind in terms of
operational review and maintaining that independence?

Mr. KoLBE. I think it has worked as best that it can. I mean,
I guess you could think of other places that it might report, but I
think it is logical that the Secretary of State be the chairman of
it. And I think the fact that it has a board that includes several
agencies plus the four outside members, I think has been critical
to maintaining the independence of the board.

So I think by and large I would agree with Ms. Hyde that it has
been successful in resisting, for the most part, that pressure, not
all of it, but for the most part it has been successful in doing that.

To go to the thrust of your original question, the idea of it at the
time we created it was that USAID had a different mission, and
this was—the idea here was to work with countries that had a
commitment to governance, to good governance, and focus solely on
that so that they met objective criteria. And I can remember from
the day we passed that legislation, a line of ambassadors outside
my door lining up to say how do we get in. How are we going to
get into this? And I would say it is not up to me. I am not going
to get you into it. It is going to be your meeting these criteria that
is going to do it.

So I think it has been successful in that sense.

Senator PERDUE. Thank you. Mr. Natsios?

Mr. NATsios. USAID was deeply involved in the initial drafting.
In the original conception of this, USAID was supposed to run it,
and there were disputes among the White House staff we were
working with about who should run the MCC. I do not want to go
into it all. The President actually twice told his staff he did not
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want to have two foreign aid agencies, and he did not understand
why the staff kept insisting.

Senator PERDUE. Well, the question is what should we do? What
is the best use of the money?

Mr. Nartsios. Well, USAID administrators, Peter McPherson,
who was USAID administrator under Reagan, and Brian Atwood
under President Clinton and I argued in a an article we wrote for
Foreign Affairs in late 2008 that the U.S. Government should go
back to the model for managing aid under President Nixon when
he became President. He recentralized all of the aid programs in
one place, USAID.

If you wanted to get other domestic agencies involved—for exam-
ple the U.S. Geological Survey has seismologists. I mean, USAID
does not have seismologists, so USAID would sign interagency
agreements to bring their expertise into development programs on
disaster preparedness. These domestic agencies had to report to
AID and perform or they would be shut off from money.

That is not the case now. We have two dozen different agencies
in the Federal government doing aid programs all over the world,
and they do not report to anyone frankly.

Senator PERDUE. I understand.

Mr. NATSIOS. And they do not report to you, I might add. These
are domestic—they report to domestic committees, and oversight
committees domestically do not know anything about this. It is the
Foreign Affairs committees that should have the oversight, not all
these domestic oversight committees of the Congress in my view.

So I have advocated with my colleagues—with Brian Atwood and
Peter McPherson in an article that came out in Foreign Affairs in
October/November of 2008 to restructure the whole system very
substantially to put these functions back in USAID the way—and
Nixon did this, and I might add, with support and help from Hu-
bert Humphrey, interestingly enough. The old adversaries, they got
together on these reforms in the—in the late 1960s after Nixon had
defeated Humphrey for the Presidency. But on this they agreed.
We needed a strong aid program.

Two, it is not quite true to say this is new. In the 1980s and the
1990s, we have the Development Fund for Africa, and it was per-
formance based. A country had to perform to get the funding. This
concept is not new. We had in place, and because of all the massive
cuts in aid in the 1990s after the end of the Cold War, the whole
program was shut down, and the program collapsed.

So there is—there are roots in the past, and we do know it can
have an effect because we can show that from the record of the
1980s and early 1990s.

Senator PERDUE. Thank you. Thank you, Mr. Chairman.

Senator CARDIN. We are going to go into a very short recess. The
chairman will back in a moment to continue. There he is. We are
not going to go into recess.

The CHAIRMAN [presiding]. Thank you all. And whether there are
a lot of members here or not, it is good for our record. It is much
appreciated. I know you will have other questions. I ran to go vote.
I know they are going to do the same. I doubt either one of them
will be back. And I did not hear the question Senator Perdue, so
I apologize if I end up being redundant.
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The other two witnesses—Congressman Kolbe and Dr. Birdsall—
is it your opinion that, in essence, the effectiveness of USAID pro-
grams, which I know is not the focus today, really has been in
many ways minimized due to State’s involvement in other strategic
interests? Is that something that the two of you share?

Dr. BIRDSALL. I think it is actually reasonable to see some of the
work of USAID as directed to countries that are strategically im-
portant at key moments for the U.S. I do not think that is the
issue. I think the difference between MCC and USAID is that MCC
had a fresh start. It is not encumbered with—I think you were not
here when I said that USAID after 50 years is encumbered with
a lot of earmarks, and directives, and informal mandates.

And, therefore, USAID as a bureaucracy has grown various
forms of risk aversion, what Andrew Natsios calls the counter bu-
reaucracy, which is the inspector general functions. All of these
make sense, but after 50 years I do believe it is time to ask USAID
to come back to Congress and explain what of these encumbrances
might help liberate it to behave more along the lines of the MCC
model in those countries that are ready with good government to
maximize the impact of U.S. taxpayer support. That is the dif-
ference.

So I would not support at the moment moving the MCC, some-
how sticking it inside USAID or sticking its functions inside
USAID. I think that would be misguided. We have something that
works. It works very well. It is adhering to the model that Con-
gress mandated at the time of the legislation. And, you know, I
would move in the direction of helping USAID undo some of the ac-
cretion of burdens that it labors under and that make it less effec-
tive.

The CHAIRMAN. Congressman Kolbe.

Mr. KoLBE. Well, I would agree that I do not think that the an-
swer is to put the MCC into USAID. I would disagree with my good
friend, Andrew, on that. He is right that there are precedents for
this. There are roots that are found elsewhere. But I think the dif-
ferences, as he said, there are some 30, 40, maybe as many as 50
different agencies in the U.S. government that have some of its fin-
ger into the area of foreign assistance in one way or the other. So
the addition of the MCC is not as though you are really adding
that much more to the—to the explosion of these agencies.

Why I think MCC is different is that it has taken the criteria,
performance based as he talked about, in USAID. It has taken it
and put it into writing into the law, into the standards, and I think
that has made a difference. It has had—instead of changing with
each country or with each kind of project you go to, there is a set
of criteria to qualify before you even get to the threshold. And I
think that has made a huge difference in these countries and in the
kind of assistance that we have given.

And T think it has been transformational. If you were to ask me
the single most important thing that I think USAID or that the
MCC has been able to do has been to change the way these coun-
tries think and to try to get into the MCC to make changes inter-
nally in their own laws in their countries.

Mr. NATSI0S. Could I just add something, Senator?

The CHAIRMAN. Yes, sir.
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Mr. NATSIOS. There are basically four or five different ways to al-
locate money through aid programs, regardless of which donor gov-
ernment you are in—DBritain, Germany, the United States, Can-
ada—countries that have aid programs or the World Bank. One is
a performance-based system. The Development Fund for Africa
that I mentioned earlier in the Reagan administration and First
Bush administration were performance based. The MCC is per-
formance based.

There are need-based programs. A third of all our aid, $10 bil-
lion, goes to health programs, about a third. It is the largest sector
by far. It is a need-based program. You would not send aid to a
country based on their performance for malaria programming.
What if they did not have any malaria? I mean, there is no point
in having a malaria program if there is no malaria in the country.

We respond to health needs, and the AID program actually has
a rigorous set of indicators that it uses to allocate money unless the
State Department interferes. And when I say they interfere, we
should have had an HIV/AIDS program in India or Russia because
they had the highest rates of increase. When I was AID adminis-
trator, the decision was made over our objections to put it in Viet-
nam. There was no reason to put in Vietnam except a strategic one,
which is we wanted an aid program there, and we did not want
anybody complaining about it in Congress.

But from a technical standpoint, it should not have been in Viet-
nam. It should have been India or Russia where the infection rate
increases were much greater. For the most part, the HIV/AIDS pro-
gram is where it should be, but there was an exception made in
this particular case that was a problem.

So the third way in which we allocate is based on interest, our
national interests, and that is appropriate. And AID should run
those programs, but it should come out of the ESF account. Up
until the 1990s, when policymakers had a strategy, like Egypt, or
Jordan, or Israel, that money all came out of ESF. Now, we take
it out of the Development Assistance Account. We take it, and we
use the MCC for it, too.

In one case, the U.S. ambassador to the country and the USAID
mission director opposed their own country getting an MCC com-
pact because of the high level of corruption. They did not want to
say it in cables because they were afraid their opposition would be
leaked and it would cause a huge furor. They came back to Wash-
ington to try to stop the compact because they said the country
clearly did not qualify.

The CHAIRMAN. This is within MCC?

Mr. NATs10S. This is within MCC, yes. And I can tell you from
direct experience they told me what they said, and they were ig-
nored. I know why they did it, State did it, for counterterrorism
reasons.

The CHAIRMAN. But there is an MCC board.

Mr. NATs10S. No, the board was not—the board ignored the indi-
cators and approved the compact. You know, the thing is I used to
sit in those meetings as AID administrator. The chairman of the
board is the Secretary of State. Just think of who the four secre-
taries of state who were under the MCC: Colin Powell, a historic
figure, Condi Rice, Senator Clinton, and John Kerry. You are going



52

to sit there and argue as a Federal official with the Secretary of
State sitting there who is insisting that they ignore the indicators?

I think maybe having the Secretary of State appoint someone,
but not him or herself sitting as the chairman of the board, would
be much wiser.

The CHAIRMAN. Do the other two witnesses agree?

Mr. KoOLBE. It is an interesting concept, and in an ideal world I
think that would be right. But I do not think practically speaking
you could substitute for the Secretary of State. I think the Sec-
retary of State has to be in that position.

The CHAIRMAN. And tell me why you say that.

Mr. KOLBE. Just because I think of the role that the Secretary
of State plays in the overall foreign policy of the United States, and
I think it is the most significant position and the most significant
role. And I think it would be difficult to substitute somebody else
in that position. I think politically it is difficult. I am not sure it
could fly here in Congress or fly with any administration.

%\I/Ir. Natsios. I agree with you. I do not think it would fly politi-
cally.

Dr. BIRDSALL. There are in the world——

The CHAIRMAN. So let me just if I could, and I want to hear from
you, too, Dr. Birdsall. But it seems to me that what you are saying
validates some of the criticisms directed at MCC that some of the
decisions that they are making are not economic, but based on
other interests. And it seems to me that a great way of nullifying
that would be to ensure that the Board was, in fact, truly inde-
pendent. So I am a little confused by the response.

Mr. KoLBE. Well, I think maybe you were not in the room when
I said that I did disagree with Ms. Hyde in that there had not been
pressure on the CEO or on the MCC or to not succumb. I agree
with Andrew that there have been times, and I think there have
been times when it has succumbed to that pressure.

But by and large, I think it has worked. I think it has worked—
in terms of what it was designed to do I think it has worked. As
he has pointed out, there are other projects that are specifically de-
signed to focus on our national security needs, and those, as he
said, should be done out of ESF.

But I think the Millennium Challenge Corporation, it is not per-
fect, but I do think it has worked by and large as well as can be
expected, and it can be improved. And as I said in my testimony,
I think one of the roles of this committee and of Congress is to be
sure that it does have the independence. One of the things that
could be considered would be to add another outside director so
that you would have five independent directors and four from gov-
ernment agencies. It was deliberately done the other way around.

I might add when the draft came up from the Bush administra-
tion, it had zero outside directors on it. It was all government. And
that was one of the things that we changed to make sure there
were outside directors for it.

The CHAIRMAN. How are those outside board members selected
today?

Mr. KOLBE. They are selected through a list that is provided by
the Majority Leader and the Speaker of the House to the President,
and he selects from that. So it is bipartisan.
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The CHAIRMAN. But, in essence, the administration decides who
is on the board.

Mr. KoLBE. Well, but picking from a list that is submitted by the
leadership in Congress.

The CHAIRMAN. And how broad is that list typically?

Mr. KOLBE. It is pretty small, the number that is submitted.

The CHAIRMAN. So then by virtue of that, basically the two lead-
ers are deciding.

Mr. KoLBE. Correct.

The CHAIRMAN. They submit two names each, and——

Mr. KOLBE. And the minority leaders.

The CHAIRMAN. Yes. Yes, I got it.

Mr. KOLBE. So it is the Speaker and Majority Leader in the
House and Senate, and the minority leaders in both.

The CHAIRMAN. Dr. Birdsall.

Dr. BIrDSALL. There are type one errors and type two errors in
the world, and we are focusing here on a type on error. I would—
I would be very careful about mandating some change in the cur-
rent arrangement. I would want to hear the examples that Andrew
has in mind, how egregious were they.

I have a vague recollection in the early years of Georgia being
one of the countries that was made eligible for MCC. It was close
on all of the other—on all of the various measures, but it did not
meet one or two of them. I would be interested in getting back to
the committee after consulting with staff at CGD who know more
about this.

I am much more concerned about type two errors. I am not sure
you heard all of my testimony. There are a number of countries—
I mentioned Tunisia, I mentioned Mongolia—that may not be eligi-
ble for another compact because of an increase in its GNI per cap-
ita. These are countries that can still—they would pass MCC eligi-
bility on all other measures other than this extremely crude need-
based GNI per capita where there are millions of people that are
far from middle class, far from working class.

So my view is that that—that Congress should ask MCC to look
more carefully at that measure because the type errors are far
more important where the MCC model is cut off or never gets
started in countries like Tunisia in a very difficult neighborhood,
GNI per capita now over $4,000. It does not make sense to me. It
takes longer to develop the institutions and make the investments
that MCC can support so that a country like Tunisia is a little bit
more solid and entrenched as a democracy that is working well for
its people.

The CHAIRMAN. And those standards are set by Congress right
now, the GNI?

Dr. BIRDSALL. The GNI is in the legislation.

The CHAIRMAN. Yes. Yes.

Mr. KOLBE. Could I just

The CHAIRMAN. Yes, sir.

Mr. KOLBE. Could I just add something to that? She used the
word “close,” and I think that is an important point here. Part of
the problem as I see it with the MCC is the must pass criteria of
corruption, which I think is an important standard. But the data
is weak on that, and the countries tend to cluster right around the
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medium, so it is very easy for one to go just above or just below
that we think really does not qualify. It moves from one side to the
other.

That is why I mentioned in my testimony that I think we need
to do some work looking at ways we can strengthen the corruption
index and get better data involved. I do not have the answer to
that here today, Senator, but I think that is one of the things that
does need to be looked at.

The CHAIRMAN. Okay.

Mr. NATSIOS. Senator, if I could, I put in my testimony an alter-
native to the current board structure because I completely agree
with Jim that the Transparency International Corruption Index is
widely used but it has problems.

But what they do is they send surveys out to the business com-
munity in the country and ask, did you have to pay a bribe to get
the government to approve something? Do you know what hap-
pened in one country? It was Kenya, at the time one of the most
corrupt countries in the world. All of a sudden there is a big
change in their ranking. The political leaders apparently went to
the business community and said, you are embarrassing us by an-
swering the surveys that you have to pay bribes. And all of a sud-
den Kenya has improved in the rankings.

The same thing happened in the Philippines. Look at the Phil-
ippines’ indicator. They moved from 141 out of 172 countries, one
of the worst in the world. Now they are 85. There has not been an
improvement in corruption problems in the Philippines. It is be-
cause they went to the business community and lobbied them to
stop writing bad things in these questionnaires.

A better standard on the corruption index would be the rule of
law. We can assess the rule of law, and the independence of the
court system, and how corrupt the police are, and how abusive the
police are in these countries. The rule of law—in fact, empirical
evidence, the most important factor that causes state failure is the
collapse or the nonexistence of the rule of law or very weak rule
of law.

Governance is central to a state collapse, and the empirical evi-
dence from scholars on this is overwhelming. We used to think it
was, whether there were tribes and ethnic or religious groups fight-
ing all of it is actually of peripheral importance. The centrality of
the cause or the central reason for the cause of state failure is the
absence of the rule of law and bad governance.

And so, that in my view should be a standard that a country, if
you cannot get above, you should not be eligible. But I would not
use the corruption index alone because it is a questionable method-
ology. So I agree with Jim entirely on that, and I did put this in
my written testimony.

The CHAIRMAN. Do all of three of you—I guess one of the reasons
for this hearing today is a push towards regional compacts. Just
based on what I have heard, can you share with me your feelings
about allowing MCC that flexibility?

Dr. BIRDSALL. I support that. I think that the Congress should
give—should authorize at least one pilot project at the regional
level. What I said when you were not here is that we know from
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the experience of the World Bank and the African Development
Bank, these are tough to do.

Bureaucracies do not even want to do them because they take a
long time to negotiate. They are more complex. The costs of admin-
istering, and monitoring, and supervising are higher. And countries
do not necessarily want to do if it takes away from opportunities
in their own country compact. So this is an issue where huge re-
turns are possible, especially in Africa—West Africa, as Dana Hyde
said. And I think MCC has the assets to do it, both U.S. credibility
that has been built up and grant-based money that can be used to
crowd in private money, private domestic and foreign investment,
that is central to energy and infrastructure projects. So I would—
I would definitely go for that.

Mr. KOLBE. Yes, I would support it. It is logical to me. If you
take a West African country whose compact has to do with building
the infrastructure for farm to market roads and transportation sys-
tems, those transportation systems may lead to its border, but to
a port in the next country. So you really need to have the kind of—
the ability to do regional.

The best example I think that was talked about earlier with Ms.
Hyde is the Golden Triangle in Central America. It is impossible
to think about El Salvador’s economic development without think-
ing about Honduras and Guatemala. They simply are an entity
really to go together economically, and you really have to think
about them together.

Mr. Natsios. I endorsed the idea in my testimony as well. I
think they are much more difficult to administer and to get agree-
ment. Many of these countries do not like each other. There is a
reason they do not have trade. They put up trade barriers between
each other. When I was USAID administrator, the prime minister
of one country said please talk to our neighbors because they are
stopping our goods from going through to a port for export.

So I think they should get the authority, but it think they are
going to have trouble using it practically.

The CHAIRMAN. So if I could just to try to draw a consensus out
of your testimony, first of all, if I understand what all has been
said, you would prefer to see USAID move in the direction and hav-
ing the freedom and the flexibility that MCC has versus it moving
in the other direction. That is a consensus position. All three of you
support the notion of regional compacts, even though, as has been
mentioned, there are many complexities.

And thirdly, I think there is agreement that we should really be
looking at the qualification standards that are being looked at,
whether it is national income levels or whether it is the corruption
levels, that that is something that Congress really should be re-
viewing. And just for what it is worth, we have had real concerns
recently, on a bipartisan basis and throughout almost the entire
committee, if not the entire committee, on things like the TIP re-
port and other areas where what is supposed to be objective deci-
sion making is being influenced by an inappropriate degree of polit-
ical influence, for example with respect to decisions made on Ma-
laysia, Cuba, other places relative to other kinds of things. I do not
know if it is true. I think many people think possibly that was the
case.
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You would call them type two errors. Would put standards at a
higher level than concerns about political influence? How should
we, as we leave here, think about the issue of political influence
over decision making because I think there is consensus on the
first three.

Dr. BIrDSALL. Can I make a comment on that?

The CHAIRMAN. Yes.

Dr. BIRDSALL. I would say that Congress could ask MCC to bring
back to Congress whatever changes in the measures of corruption,
for example, and in the use of those measures the application in
terms of standards and this use of where a country is if it is at the
median. I do not particularly—median in terms of the list of coun-
tries on, say, behavior, on spending on their people.

It is not always sensible because of crowding of a group of coun-
tries around the median. Suppose they are all spending 20 percent
on education and 20 percent on health. Suppose they—more or less,
you know. Slight deviations from that for a country can throw it
off the list. So some of this is about wonky data issues of standard
errors and so on.

So my sense is that it would make sense to ask the MCC to come
back to Congress with some ideas where changes are needed, not
on the general notion that there should be a scorecard, not on the
general notion that the focus should be on poor countries with sen-
sible government, but on how that is implemented in terms of re-
cent data, better data in some areas, use of statistical measures.

I see problems there. I mean, one example seems to be—I may
not have it exactly right, but we could get back to you on this, that
Honduras when it moved from being a low-income country to a
lower-middle-income country, then different standards were at-
tached to it, and it was missing out for some period on eligibility.

Well, in the general the question is not, you know, now it is in
a higher standard group. That does not make sense. If the trend
is correct, as Dana Hyde said, if it is moving in the right direction
on something like corruption, you know, if it is—if it is better than
it was a year ago, or two years, or three years ago, it is not sensible
to cut it off, which apparently it was at risk at some point.

I mean, maybe it is a bad example because Honduras had many
problems, but it clarified for me the problems with the implementa-
tion of standards that make sense in principle, how are they—what
are the actual measures and how should they be implemented?

The CHAIRMAN. Well, as a result of that suggestion, I will ask my
staff now to ensure that is one of the QFRs we send to the director
as a result of this meeting. Any other input on those two issues?

Mr. KOLBE. I would just add that I think I agree with what Dr.
Birdsall, except that you might want to consider adding into that
some independent analysis, recommendation as to whether it is a
consortium of universities doing a study or something and not rely-
ing just on the MCC to tell you what—how to rejigger the criteria
for eligibility.

The CHAIRMAN. Good suggestion.

Dr. BIRDSALL. Yes, that is a good idea.

The CHAIRMAN. That is a good suggestion. Yes, sir?

Mr. NaTs10S. I agree with Congressman Kolbe’s suggestion and
with Dr. Birdsall. There is a book your staff might want to read.
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In fact, maybe you should not read it because it will upset you. It
is called Poor Numbers by Morten Jerven and it is an academic
book. And it looks at a lot of the data the World Bank has collected
and different U.N. agents have collected in Africa. And a lot of it
frankly is made up.

The notion that we have achieved all the MDGs, a lot of it is sim-
ply manufactured stuff for these international conferences. I am
sorry to say that, but there is scholarly evidence now. It is a good
book, and it is a disturbing book, that we rely too much on num-
bers. That is why I urged in my testimony that we use qualitative
rather than just quantitative measurements because the numbers
can be distorted. If you saw how they were made up in some of the
finance ministries, I think you would be a little shocked.

The CHAIRMAN. Well listen, we certainly appreciate the expertise,
knowledge, background, insights that all of you three have pro-
vided. If you would, there will be additional questions I know, and
if you could—we are going to take questions here in the committee,
without objection, to you by the close of business Thursday. If you
could respond fairly quickly, we would appreciate it.

If there is any additional thoughts that you have, you know, over
the next few weeks that you would like to share with our staff, we
would much appreciate that.

The CHAIRMAN. And, again, thank you for helping found this.
Thank you for the tremendous insights that all of you have relative
to foreign aid and MCC in general.

And with that, the meeting is adjourned. Thank you.

Mr. NATs10S. Thank you.

[Whereupon, at 12:15 p.m., the hearing was adjourned.]

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

RESPONSES TO ADDITIONAL QUESTIONS FOR THE RECORD SUBMITTED
TO MS. DANA HYDE BY MEMBERS OF THE COMMITTEE

Ms. Hyde’s Response to Senator Corker

Question 1. MCC’s unique performance indicators evaluate a candidate country’s
record of ruling justly, investing in people, and establishing economic freedom. MCC
economic assistance 1s intended to go to recipients who embrace core values of eco-
nomic and political freedom.

¢ Do the current indicators adequately capture the kind of policy environment
that is needed for private enterprise to thrive and grow?

Answer. Yes, to the extent possible. The indicators MCC uses are not perfect, but
they are the best available given the range of countries and available data that can
be gleaned. The third party indicators on the MCC Scorecard measure a country’s
commitment to ruling justly, preserving economic freedom, and investing in its peo-
ple and they are intended to assess the degree to which the political and economic
conditions in a country serve to promote broad-based sustainable economic growth
and reduction of poverty.

Countries that score well on these indicators have faster growth potential, and so
are better candidates for successful partnerships, and having the type of environ-
ment that is conducive to stronger private enterprise. In fact, several indicators in
the Economic Freedom category look at various aspects of the environment for pri-
vate enterprise directly: (1) Access to Credit (a measure of the scope and accessi-
bility of credit); (2) Business Start-Up (time and cost to start a business); (3) Trade
Policy (a country’s openness to trade); and (4) Regulatory Quality (a measure of the
quality of the rules-based environment). The other indicators also all give a sense
of the broader environment in which the private sector has to function, such as Rule
of Law, Government Effectiveness, Control of Corruption, and the range of indica-
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tors in Investing in People, which can allude to the quality of the workforce. MCC’s
Board will look at all of these factors, as well as supplemental information, in gaug-
ing the overall policy health of a given country, and discuss what it means for pri-
vate enterprise, among other considerations. MCC is, however, always open to con-
sidering new and better indicators and are continually engaging with stakeholders
on this very question.

¢ How does MCC review the effectiveness and accuracy of the performance indica-
tors it uses?

Answer. MCC continuously reviews the indicators it uses on the scorecard and
regularly consults with a range of civil society and academic stakeholders on govern-
ance indicators in order to understand what data is available and how it compares
to what MCC is currently using. This is particularly important when certain indica-
tors have not been regularly updated or when better methodologies have been iden-
tified providing better indicators for a particular policy area.

MCC has an open door policy on this and welcomes stakeholders to discuss par-
ticular datasets, which happens often. When a change is needed, MCC will update
indicators accordingly, consulting externally and with its Board before making the
change. For example, in FY 2016, more comprehensive and more regularly-updated
data providers were identified to capture the Freedom of Information Act and Inter-
net Filtering sub-components of the Freedom of Information indicator. These were
adopted and replaced the former datasets MCC had been using for those sub-compo-
nents, and involved extensive consultations with institutions like Freedom House
and the Open Society Foundation. In all cases, MCC needs to make sure the data
is public, regularly updated, has broad country coverage, and has a sound and com-
prehensive methodology.

At the same time, MCC is also cognizant of the need to not “move the goal-posts”
on candidate countries which would dilute the “MCC Effect” (the positive impact of
MCC’s rigorous commitment to sound policies beyond the agency’s direct invest-
ments, such as policy reforms incentivized by the scorecard) and cause the scorecard
to lose credibility. MCC seeks always to balance continuous improvement while en-
suring prudent stability in the scorecard. Fundamental changes, therefore, such as
changing the passing rules, or adding in entirely new indicators are done with a
long term perspective.

Transparency is a critical element to this process and all changes are highlighted
in the annual Selection Criteria and Methodology Report, submitted to Congress
each September.

¢ How and why have the various indicators that MCC uses changed over the
years?
Answer. The scorecard has been changed significantly twice:

FY 2004-FY 2005: Original Scorecard: 16 indicators with 6 in Ruling Justly, 4 in
Investing in People, and 6 in Economic Freedom:

To pass an indicator, you had to be above the median except for inflation (be less
than 15%).

To pass scorecard overall, you had to (1) pass at least half in each of the three
categories (i.e., 3 in Ruling Justly, 2 in Investing in People, and 3 in Economic Free-
dom), and (2) pass Control of Corruption (the only “hard hurdle”).

There was no Democratic Rights Hard Hurdle.

FY 2006-FY 2007: Minor Change: The Credit Rating indicator was dropped in
favor of Days to Start a Business.

FY 2008-FY 2011: Addition of the Natural Resource Management and Land
Rights and Access indicators:

MCC added Natural Resource Management (NRM) to the Investing in People cat-
egory.

We added Land Rights and Access (LRA) to Economic Freedom.

Both NRM and LRA were added due to intense Hill and stakeholder interest in
having indicators which captured land and environment issues. There was a con-
gressional requirement that an MCC country demonstrate a commitment to “the
Sustainable Use of Natural Resources” which had historically been done via supple-
mental information because at the time there was no good indicator to capture this.
Consultation with a range of NGOs eventually led to the identification and construc-
tion of the LRA and NRM indicators by 2007-08.

MCC also combined time and cost to start a business indicators in the Economic
Freedom category into one “Business Startup” indicator.
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As a result, scorecard now had 17 indicators with 6 in Ruling Justly, 5 in Invest-
ing in People, and 6 in Economic Freedom.

As before, to pass an indicator, you had to be above the median except for infla-
tion (for which a passing score was less than 15 percent).

To pass the scorecard overall, you had to first pass at least half in each of the
three categories (i.e., 3 in Ruling Justly, 3 in Investing in People, and 3 in Economic
Freedom), and then also pass Control of Corruption (the only “hard hurdle”).

There was no Democratic Rights hard hurdle.

FY 2012-FY 2016: The Current Scorecard: MCC reviewed all indicators being
used to make sure we were using best-in-class. Additionally, the agency added indi-
cators to make sure the full suite of issues that needed to be captured were being
captured, and changed the “pass half in each category” requirement to “pass half
overall” in order to reduce the volatility that the Investing in People category in-
duced and also to better reflect the economic literature which reflects that that
there is no one recipe for economic growth.

MCC added two new indicators to Economic Freedom to better capture the role
of women in driving economic growth, as well as Entrepreneurship: Gender in the
Economy, and Access to Credit.

One indicator in Ruling Justly was replaced: Voice and Accountability was re-
placed with Freedom of Information because of a clearer dataset, as well as added
in sub-measures of internet filtering, and Freedom of Information legislation.

MCC split Natural Resource Management into two indicators: Natural Resource
Protection and Child Health, to better capture two distinct issues that had pre-
viously been combined.

MCC added a second hard hurdle. In addition to the Control of Corruption hard
hurdle, a country must now pass one of the two Democratic Rights indicators, either
the Political Rights or the Civil Liberties indicator.

MCC also, based on consultations with Freedom House, changed the indicator
from a median pass to minimum score.

To pass the scorecard overall, a country now needed to pass the Control of Cor-
ruption indicator, pass the new Democratic Rights hurdle and pass at least 10 out
of the 20 indicators overall (as opposed to half in each category).

Question 2. Countries selected for MCC compacts do not have to meet the score-
card criteria every year after a compact has been signed.

¢ Does this undermine the purpose of the scorecard?

Answer. No. Even after signing a compact, MCC’s Board still looks at a country’s
scorecard performance since all countries are expected to maintain or improve their
commitment to good governance. If a country shows evidence of a clear backing
away from this commitment, MCC may take, and has taken, action including sus-
pension or termination of assistance.

# Please provide the criteria according to which MCC suspends or terminates a

compact.

Answer. MCC has a clear policy on suspension and termination (found here:
www.mcc.gov/resources/doc/policy-on-suspension-and-termination) which lays out the
three reasons that may trigger why MCC might look at the range of options avail-
able:

The Country Has Engaged in Activities Contrary to the National Security In-
terests of the United States; or

The Country Has Failed to Adhere to Its Responsibilities Under a Compact,
609(g) Grant Agreement, Threshold Program or Related Agreement (which
could include failure to implement a compact as required or fulfill another con-
dition which MCC required); or

The Country Has Engaged in a Pattern of Actions Inconsistent with MCA Eli-
gibility Criteria meaning that MCC has determined that the country has taken
actions that result in, or could reasonably be expected to result in, a policy re-
versal, a decline, or a deterioration of performance, in one or more of the policy
indicators used to determine eligibility, most notably the MCC policy scorecard.

In all cases to date, MCC has taken action based on the third reason: a country
has engaged in a pattern of actions inconsistent with the eligibility criteria, such
as a flawed election or an undemocratic change in governance. In its most extreme
form, of the 32 compacts approved to date, MCC has suspended or terminated a
compact partnership, in part or in full, six times.
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¢ Armenia (2008) [De facto partial termination due to flawed elections]

+ Madagascar (2009) [Terminated due to military coup]

# Nicaragua (2009) [Partial termination due to flawed elections]

¢ Honduras (2009) [Partial termination due to undemocratic change in gov’t]
+ Malawi (2012) [Suspended over governance concerns; reinstated later]

+ Mali (2012) [Terminated due to military coup]

Question 3. Every MCC compact is subject to a rigorous and data-driven impact
evaluation. While these evaluations show how standards of living were raised or
economic growth was created after the compact was completed, they don’t address
the details of how a compact was implemented, including the overall performance
of the host government in meeting the demands of compact implementation.

¢ How does MCC measure progress of compact implementation?

Answer. Because implementation is in the hands of our partner country, MCC has
developed a number of oversight tools to ensure the proper progress is being made
in every activity the compact funds. MCC opens a Resident Country Mission, for in-
stance, generally inside our embassy, with two direct hire U.S. nationals to provide
daily oversight of compact activities. These Resident Country Missions are aug-
mented by quarterly field visits from MCC technical experts and independent engi-
neers that allows MCC to regularly monitor all risks including completion risk and
whether funding is on budget, and then take appropriate action to manage comple-
tion risks. These actions may include terminating or descoping projects and activi-
ties.

Each quarter for each country, MCC convenes a Quarterly Portfolio Review (QPR)
with management and the Country Team (including the country mission, sector ex-
perts and others) to discuss compact risks and results.

When risks are elevated, appropriate response from Headquarters staff may re-
quire more frequent site visits, extended TDYs, or mobilization of other outside as-
sistance. When the Resident Country Mission and Washington sector experts deter-
mine a problem with project implementation exists—either because of funding
issues or more common completion risks due to the five year clock -- visits and over-
sight becomes more frequent and a possible project rescope/deobligations may occur.
Because MCC must provide a ‘no objection’ on all procurements and the hiring on
key personal, and all funds flow from the U.S. Treasury direct to the vendor/con-
tractor after works are certified, the agency maintains significant leverage to ensure
projects are properly managed.

MCC assesses how these changes affect costs, beneficiaries, and ERRs and places
key tracking indicator information on its website. Additionally, after consultations
with this Committee, MCC has started to issue comprehensive compact summary
reports on its website. These publically available compact-wide assessments aggre-
gate in one place the performance indicators available as well as providing greater
context for project progress and changes during implementation. Post-implementa-
tion independent evaluations are also posted here as they become available, plus
original ERRs as well as updated close-out ERRs, when available.

¢ How does MCC track the progress of a nation’s government’s commitments to
threslz)old programs and compacts and hold it account for its role in implemen-
tation?

Answer. Every MCC compact and threshold program includes commitments by
the partner country’s government to ensure successful implementation. These com-
mitments are stated in the grant agreements and range from broad policy commit-
ments, such as enacting and implementing reforms in a sector, to specific fiduciary
obligations, such as exempting MCC assistance from taxes.

MCC tracks these commitments and holds governments to account for their com-
pliance in several ways. The most critical commitments are typically expressed as
conditions to disbursement. Every quarter, the country government must certify
whether it has satisfied the applicable conditions prior to that quarter’s disburse-
ment of MCC funds. If a condition is not satisfied, MCC may withhold all or part
of a disbursement of the grant. MCC has exercised this right on several occasions.
For example, MCC has withheld disbursement on road construction projects in com-
pacts until the government has reformed its road maintenance regime or increased
the budget for maintenance. In policy-focused threshold programs, government re-
form commitments are also tracked through the monitoring and evaluation plan.
For instance, the M&E plan will track whether a country is increasing its tax to
GDP ratio, or decreasing commercial losses in the provision of water and electricity.

MCC regularly conducts portfolio reviews of programs in implementation to track
and assess progress. If a government is not meeting its commitments, MCC will en-
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gage with the government through MCC’s Resident Country Mission in coordination
with the U.S. embassy to encourage compliance. In extreme cases, MCC may sus-
pend or terminate all or part of a compact or threshold program in accordance with
its suspension and termination policy.

After consultations with SFRC, MCC has begun ‘after-action compact reports’
posted on our website that list the compacts’ initial goals, economic estimates and
the required conditions precedent agreed to by the countries, and then the status
of those commitments and which were met.

Question 4. There appears to be a growing trend whereby certain countries have
been cracking down on international NGO’s and civil society through politically mo-
tivated investigations or registration laws. These actions appear designed to chill
the activities of these civil society groups or drive them out altogether. It would be
inappropriate to provide a compact to a candidate country that is unduly perse-
cuting civil society.

¢ Please describe how MCC includes a government’s enabling environment for

civil society in its scorecard indicators?

Answer. MCC has a scorecard indicator provided annually by Freedom House, the
Civil Liberties indicator, which explicitly captures this issue. This indicator meas-
ures (on a scale of 0 to 60) Freedom of Expression and Belief, Associational and Or-
ganizational Rights, Rule of Law, and Personal Autonomy and Individual Rights.
Freedom House provides a full public narrative on why it scores a country a certain
way on each of these issues, which allows MCC to see the trajectory over time more
clearly as well as the reasons behind that trend, and to engage directly with coun-
tries on specific areas of concern. The enabling environment for civil societies cuts
across all aspects of this indicator, but especially the sub-section on associational
and organizational rights.

MCC’s Freedom of Information indicator also captures some aspects of the ena-
bling environment for civil society, since it includes explicit measures of freedom of
the press, internet freedom and access to information. This indicators helps ensure
we have a full picture, together with Civil Liberties, of what the civil society space
looks like in a given country.

¢ How does MCC apprise the Board of candidate country performance on engage-
ment with civil society?

Answer. MCC staff, including the CEO and the in-country teams, meet regularly
with local civil society organizations and constantly monitor this issue in partner
countries, then apprises the Board of Directors of candidate country performance re-
garding engagement with civil society in three ways:

1. By actively discussing the performance of the country on the Civil Liberties and
Freedom of Information indicators, including their trajectory over time, and
what the accompanying narratives say about the performance;

2. By actively bringing supplemental information to the Board to help show real-
time developments in a country’s civil society environment that may not be cov-
ered by the indicator due to data lags or issues not captured directly by the in-
dicator;

3. By the Board members themselves—MCC’s private sector members are often
leading members of civil society, and will often host their own consultations
with in-country civil society groups to get a richer picture of the civil society
environment in a country, and brief the rest of the Board accordingly.

Question 5. MCC has a number of governance and other performance indicators
to measure a country’s policy performance. MCC’s selectivity with respect to can-
didate countries was, in part, intended to lead to incentivize countries towards pol-
icy improvements. However, the compact candidate pool is faces limitations, particu-
larly with regards to the number of eligible countries.

¢ Why does the promise of an MCC compact not act as more of an incentive for
more countries to make policy changes to qualify for a compact?

Answer. MCC’s high standards for governance, most readily exemplified by the
scorecard which sets a clear and transparent criteria for countries to gain MCC com-
pact eligibility, establish a high bar for inclusion in the program. There is clear evi-
dence, dubbed the “MCC Effect,” of countries working to improve their performance
on MCC’s scorecard in hopes of not only eventual selection for MCC compact or
threshold eligibility, but also because they recognize the scorecard can provide a
“road-map” for a broader policy reform agenda. From Cote d’Ivoire to Togo, Niger
to Guatemala, and many more, MCC has a wide range of examples of countries
using their scorecard to improve their overall policy performance. MCC meets al-
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most weekly with country stakeholders trying to understand the scorecard, what
they need to do to improve performance, and how MCC can better-connect them to
the indicator institutions.

Furthermore, in a 2013 study by the College of William and Mary, when asked
to identify the three most influential external assessments of government perform-
ance from a list of 18 options, respondents to an independent survey of development
stakeholders repeatedly identified MCC’s scorecard eligibility criteria.

In some cases, a country’s pathway to change is long and the incentive effect
takes time to manifest itself; that is why we see some emerging MCC partners in
our second decade with whom we could not work in our first. We have found that
in the presence of a government with a sincere commitment to the wellbeing of its
citizens, the MCC Effect is alive and well.

Ultimately, however, there are many factors that influence a country’s willingness
and ability to change, and sometimes even the incentive provided by a potentially
sizeable grant cannot overcome countervailing forces.

Question 6. A significant portion of MCC’s funding has gone to infrastructure de-
velopment. For example, over half of the MCC funding since 2004 has gone to the
transport sector, mostly roads, water supply and sanitation, and energy infrastruc-
ture. Once this infrastructure is built, it must be maintained.

¢ What steps does the MCC take through its compacts to ensure that this infra-
structure is adequately maintained after the MCC compact concludes?

Answer. One of our core principles is country ownership, which is the idea that
countries are full partners in designing and implementing compacts. This is an in-
dustry best-practice approach that helps to ensure long-term sustainability of our
investments. The ownership a country exhibits when they are developing the pro-
posals and managing the projects helps insure sustainability. The MCA, which is
the accountable entity set up by the government with a mixed government/private
sector/civil society board structure, is essentially a joint venture between our coun-
try partner and the United States that ensures U.S. funded projects are imple-
mented effectively in tight timelines without waste fraud or abuse, while fully in-
vesting the partner country government in ensuring the sustainability of our joint
work.

In addition, because the agency measures the benefit streams of its investments
over 20 years, MCC takes the long view with all of its projects. Each compact has
conditions precedent (CPs) that must be satisfied before entering into force and,
thereafter, for compact funding disbursements. MCC has begun listing these CPs on
our website and tracking their success at closure. For instance, CPs on a road con-
struction project typically will include reform to the country road maintenance sys-
tems generally, not just targeted to the MCC-funded road segments. This both en-
hances sustainability environment for the newly-constructed road and avoids any
risk that the compact project would get special attention from government funds
while other roads languish in need of maintenance. MCC also works with partner
countries to establish maintenance plans once projects are completed.

For example, in Burkina Faso, MCC funds was used to put in place critical policy
reforms to ensure long term sustainability of road infrastructure. In addition, MCC
funded technical assistance activities that are aimed at building the institutional ca-
pacity of the road agency to develop a 5-year road maintenance plan and implemen-
tation mechanisms. MCC funds were also used to setup innovative matching fund-
ing schemes that incentivized the government of Burkina Faso to contribute long-
term sustainable financing for road maintenance. Another example is Liberia where
we are funding the establishment of a training center and training the technicians
in the electricity sector to better operate and maintain the assets of Liberia’s elec-
tricity utility that includes the Mt. Coffee Hydropower Project whose rehabilitation
we are also funding.

In Jordan, where MCC funded a program to provide additional water to one of
the largest cities—Zarqa—through wastewater treatment, the compact implemented
several measures to instill operational and financial sustainability, including re-
aligning and raising water and sewerage tariffs to reflect the cost of service, mobi-
lizing private sector finance and technology to construct and operate wastewater
treatment, mobilizing private company to manage and maintain all water and
wastewater assets and operations in Zarqga under a performance-based management
contract, and funding capital equipment and training for the maintenance of sewer
trunk lines.

Progress on these promises by the government are tracked and will factor into
possible considerations of a subsequent compact.
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Question 7. MCC is currently limited by law to using no more than 25% of its
budget for lower middle income countries. Some argue that the pool of lower income
countries is shrinking as Lowering Income Countries (LICs) graduate up to Lower
Middle Income Country (LMIC) status.

¢ How do these limitations impact MCC’s work?

Answer. The current definition of candidate countries as only low and lower mid-
dle income countries may not capture “need” adequately. Substantial poverty exists
outside of low income countries, and increasingly, donors are adjusting their oper-
ations to reflect this view of the world. MCC is exploring whether other measures
of poverty and well-being exist—ones that may better capture countries currently
excluded but that are, by most reasonable estimates, still very poor. For example—
looking at median income levels, different poverty indices, or inequality measures.

Because MCC'’s overall appropriations level is significantly smaller than originally
envisioned, the 25 percent cap for LMICs means the agency is limited-even more
so than originally intended-in its ability to support and spur sound economic and
social policies and good governance in countries that may have widespread and per-
sistent poverty and to work with them to promote poverty reduction through eco-
nomic growth.

Ms. Hyde’s Response to Senator Cardin

Question 1. In his written testimony, Mr. Natsios suggested that given the limita-
tions of the underlying data behind the control of corruption indicator, the hard hur-
dle for candidate countries should be replaced with the rule of law indicator.

a. How does the data quality between these two indicators compare?

Answer. The underlying quality of the data for the two indicators is essentially
the same, with 19 of the 21 sub-sources comprising “Control of Corruption” and
“Rule of Law” coming from the same source, although the specific survey questions
asked and other data pulled from those sub-sources are different for each indicator.

Both the “Control of Corruption” and “Rule of Law” indicators are produced annu-
ally by the World Bank’s Worldwide Governance Indicators group (WGI), and are
each comprised of 21 sub-sources that are a mix of perceptions-based surveys, expe-
riential surveys, expert assessments, donor assessments, and private sector assess-
ments. They are produced by a range of public and private institutions such as the
Economist Intelligence Unit, the Gallup World Poll, Freedom House, Global Integ-
rity Indicators, among others. The Rule of Law indicator uses two sub-sources that
Control of Corruption does not (Heritage Foundation Index of Economic Freedom
and State Department Trafficking in People Report) and Control of Corruption uses
two sub-sources that Rule of Law does not (Transparency International Global Cor-
ruption Barometer Survey and Political Economic Risk Consultancy Corruption in
Asia Survey).

Because the WGI group chooses specific aspects or questions from these sub-
sources relevant to the concept they are trying to measure, it aggregates them using
a sophisticated weighting methodology. Further details can be found here:

http://info.worldbank.org/governance/wgi/index.aspx#doc-methodology.

From the Economist Intelligence Unit, for instance, WGI will pull questions re-
lated to violent and organized crime, fairness of judicial process, enforceability of
contracts, speediness of judicial process, confiscation and expropriation of property
and intellectual property rights for the Rule of Law indicator, and for Control of
Corruption they will pull surveys on corruption among public officials. In another
example, the Gallup World Poll survey that WGI uses for Rule of Law asks, “Have
you had money property stolen from you or another household member?” and for
Control of Corruption asks “Is corruption in government widespread?” World Eco-
nomic Forum Global Competitiveness Report’s questions on the cost of crime and
violence and judicial independence will go into the Rule of Law indicator whereas
their questions on the prevalence of bribes in the judiciary and public trust of politi-
cians find their way into the Control of Corruption indicator.

b. How quickly does each indicator respond to policy reforms or other on-
the-ground changes?

Answer. In general, there is a one to two year data lag for both indicators. Both
Control of Corruption and Rule of Law data appearing on MCC’s FY 2016 scorecard,
released in November 2015, are generally capturing the state of those surveyed in
calendar year 2014 and the early part of 2015. Each of the institutions creating the
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21 sub-sources used for the respective indicators typically updates their data on a
one to three year data cycle.

c. Is simply swapping one indicator for another in this sense the best way
to incentivize potential candidate countries to tackle corruption?

Answer. Because there is no difference in data quality or time lag, it would make
no difference in terms of the volatility of either indicator. The difference, though,
is what type of information is more desirable to be made a hard hurdle. Control of
Corruption seeks to capture the extent to which public power is exercised for private
gain (including both petty and grand forms of corruption, as well as capture of the
state by elites and private interests) whereas Rule of Law seeks to captures the ex-
tent to which agents have confidence in and abide by the rules of society (in par-
ticular the quality of contract enforcement, property rights, the police, and the
courts, as well as the likelihood of crime and violence).

As a result, Control of Corruption is directly capturing all aspects of corruption,
while Rule of Law is looking at the overall institutional strength of the country,
which includes (indirectly) the ability for corruption to flourish or not flourish.

d. Do you feel making this statutory change would preserve the intent of
provision while simultaneously allowing MCC sufficient flexibility to bal-
ance the indicator score with the sometimes conflicting realities that are ob-
served on the ground?

Answer. There is no statutory change needed. MCC’s Board of Directors has the
authority to change or update as needed the criteria used to determine eligibility
through the annually updated Selection Criteria and Methodology Report. The
scorecard is the first and primary piece of evidence the Board uses to select coun-
tries as eligible for assistance. It takes the “hard hurdles” very seriously. However,
the Board uses sound judgement to analyze what the scorecards do, and sometimes
do not say. It considers supplemental information on a potential partner country’s
economic context, investment climate, and capacity. And it must look at the overall
policy performance in a country, the opportunity to reduce poverty through economic
growth, and the availability of MCC funds. While swapping out one hard hurdle for
another would imply switching priorities from a specific focus on corruption to a
broader focus on the overall strength of a country’s rules-based institutional envi-
ronment, it would not necessarily change the Board’s overall discretion in making
selection decisions.

e. What implications would this switch have for candidate countries? How
would the existing pool of candidates fare if the rule of law indicator was
made a hard hurdle in place of the Control of Corruption indicator? Are
there previous compact countries that would have been made ineligible if
this change had been adopted?

Answer. Because of the substantial overlap between Rule of Law and Control of
Corruption, the impact of making Rule of Law the hard hurdle in place of Control
of Corruption would be small. While passing the scorecard is not the only deter-
minant of country partner eligibility, the existence of any hard hurdles, and the im-
portance the Board places on passing the hard hurdles is, in and of itself, a limiting
factor in country selection. This would be true regardless of which indicators are
designated as hard hurdles.

If Rule of Law had been the hard hurdle, there were at least five countries that
passed Control of Corruption when they were selected but not Rule of Law, pri-
marily in Latin America (Honduras in FY 2004, El Salvador in FY 2006, Colombia
in FY 2009, El Salvador for a second compact in FY 2012, and Liberia in FY 2013).
During their compact development phase, Honduras, El Salvador, and Liberia all
failed Rule of Law which would have most likely precluded signing a compact.

If Rule of Law and not Control of Corruption were the hard hurdle in FY 2016’s
selection round, the low income countries of Bangladesh, Kenya, and Nicaragua all
would have passed their scorecards instead of failing and therefore would have po-
tentially been competitive for selection. For lower middle income countries, Kosovo
passed Control of Corruption this year but failed Rule of Law (and was selected as
eligible) but Moldova failed Control of Corruption and passed Rule of Law and was
not chosen.

f. Have you identified alternative measures of corruption that could be
adopted in place of the current metric, for example, Transparency Inter-
national’s Corruptions Perception Index? If so, what are the advantages and
disadvantages of each?

Answer. Yes, MCC has spent—and continues to spend—significant effort looking
at alternative measures of corruption. To date, WGI’s indicator that measures con-
trol of corruption, while not perfect, is currently the best indicator available because
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of its scope of countries covered, how often it is updated, the transparent, evidence-
based methodology and the general level of comprehensiveness in their assessments.
The other alternatives miss one or more of these important conditions. For example,
Transparency International’s respected Corruption Perceptions Index (CPI) is not as
comprehensive because it asks those surveyed how corrupt they perceive their pub-
lic institutions to be, but does not dig down further and therefore yields little in
terms of evidence and actionability. On the other side of the spectrum is Global In-
tegrity’s Country Reports, which rate a wide range of specific anti-corruption insti-
tutions and mechanisms in a given country and therefore ensure a wide range of
evidence behind scores as well as highly specific sets of actions a country could
take—such as to strengthen certain institutions or pass certain laws—however it
does not satisfy MCC’s need for wide country coverage and regular updates.

g. Would a hybrid of the Control of Corruption indicator and the Rule of
LaW? indicator be practical and more informative for MCC’s country selec-
tion?

Answer. Because there is such a great deal of overlap between the two indicators,
a hybrid of the two indicators would not cause a big change in who passes or fails
their scorecard overall. On average, 80-85% of all candidate countries either passed
both indicators or failed both indicators.

As discussed above, only 5 countries would have newly passed the scorecard in
FY 2016 if Rule of Law was the hard hurdle (Bangladesh, Indonesia, Kenya,
Moldova, Nicaragua) while 4 would have failed (El Salvador, Kosovo, Liberia, Mo-
zambique).

h. Would you recommend any statutory changes to allow more flexibility
in the application of the Control of Corruption indicator?

Answer. No. The MCC statute provides the flexibility needed. Section 607(a) of
the Millennium Challenge Act of 2003, as amended, stipulates that, “MCC’s Board
shall determine whether a candidate country is an eligible country.[and] such deter-
mination shall be based, to the maximum extent possible, upon objective and quan-
tifiable indicators.”

The mechanics of the scorecards themselves and the Control of Corruption “hard
hurdle” is not a formal part of MCC’s legislation. MCC submits to Congress an an-
nual Selection Criteria and Methodology Report (SCMR) which outlines how MCC’s
Board will assess countries for compact eligibility against the wide range of factors
outlined in section 607(b) of the Act, including the reliance to the maximum extent
possible on objective and quantifiable indictors. It is therefore MCC’s annual SCMR
which determines and prescribes the Control of Corruption hard hurdle.

1.Would you support Mr. Natsios’ suggestion to adopt the Rule of Law in-
dicator in place of the Control of Corruption indicator?

Answer. As discussed above, there is a minimal difference between the two indica-
tors in terms of which countries would newly pass or newly fail, and the Board looks
seriously at failure of Rule of Law when making its selection decisions. Ultimately,
the issue with Control of Corruption versus Rule of Law is not which should be the
hard hurdle, but rather how we can find indicators that capture all the issues stake-
holders are concerned about, and do so in a way that is comprehensive, evidence-
based, and highly actionable.

This is why MCC is focused on supporting efforts to create stronger governance
indicators, as it is doing through the Governance Data Alliance (GDA) which is a
community of data producers, users, and funders committed to the effective produc-
tion and use of high-quality data to advance governance reforms in countries around
the world. MCC helped form the Alliance in 2014 to address the persistence of inad-
equate data coverage and mixed quality in assessing a range of governance dimen-
sions in countries around the world, and the twin challenge of data producers often
lacking insight into who the actual users of their data were. No single organization
can solve these problems alone, and the GDA recognizes the need for collective ac-
tion to strengthen the ongoing future production and use of governance data. The
Alliance addresses these problems by facilitating coordination and knowledge-shar-
ing among governance data producers, collecting and analyzing user data and be-
havior to better enhance the GDA’s collective understanding of target governance
data users’ actual needs, and developing mechanisms to ensure that governance
data producers are responsive to these needs.

A first product of the GDA will be the imminent launch of a publicly-available
“dashboard” that consolidates all GDA members’ governance data into once place so
that a user can immediately see what data is and is not available for a given coun-
try or topic, and producers can see where the gaps and overlaps are to help coordi-
nate future data production efforts.
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Question 2. What is MCC’s view on the suggestion made by other panelists that
Congress should amend MCC’s authorizing legislation to identify a different meas-
ure of poverty than the GNI per capita metric currently used? Which metric do you
feel best captures poverty for MCC’s purposes?

Answer. Poverty is changing in ways that are not well captured by average per
capita income measures. In the world today, the largest numbers of poor people live
in marginalized pockets in middle income countries. Similarly, for countries with
high inequality, measuring average per capita incomes obscures important informa-
tion, as it does not show the degree to which growth is shared (or not shared) by
those at the bottom of the income distribution.

The current definition of candidate countries as only low and lower middle income
countries using GNI, therefore, may not capture “need” adequately. Substantial pov-
erty exists outside of low and lower middle income countries, and increasingly, do-
nors are adjusting their operations to reflect this view of the world.

MCC is exploring and will discuss with Congress and other stakeholders whether
other measures of poverty and well-being exist—ones that may better capture coun-
tries currently excluded but that are, by most reasonable estimates, still very poor.
For example—looking at median income levels, different poverty indices, or inequal-
ity measures.

Question 3. The MCC legislative mandate is to lessen poverty through economic
growth. In your view, are sufficient funds being provided to each country to make
a significant difference in their poverty levels?

Answer. While there are a number of factors that contribute to overall economic
growth in a developing country, MCC’s approach is to maximize potential impact by
working in partnership with country representatives to understand and unlock the
binding constraints to private investment to reduce poverty. This potential impact,
however, is often limited by the funds which can be effectively absorbed by partner
countries in five years as well as the available of funds MCC has to deploy. In some
instances we may not be able to fund high-ERR projects due largely to budgetary
limitations. In FY 2015 and FY 2016, the President proposed significantly higher
funding levels for MCC. The lower amounts ultimately appropriated will require us
to adjust planning going forward, however, our role is to use our limited, but still
significant, grant resources to help support and spur country commitments to sound
economic and social policies, good governance and investments in their own tools to
accelerate and sustain public and private investment in their country’s future pros-
perity.

Question 4. Mr. Natisos suggested in his verbal testimony that in the past, several
countries had been approved for compacts that did not meet the scorecard criteria.
Furthermore, he asserted that compacts had been previously awarded for geo-
political reasons. Are you aware of any such instances? How does MCC’s governance
structure maintain impartiality when selecting compacts?

Answer. There has only been one instance of a country being selected and ap-
proved for a compact despite not passing the scorecard, and it was in the first year
of MCC’s existence. Georgia failed the Control of Corruption in FY04 the first year
of MCC’s selection process when scorecard standards were not yet regularized, and
publically available supplemental information was used to augment the information
found in that case. While it was still failing the following year in FY05 at the time
of compact approval, Georgia later improved their scorecard performance and subse-
quently passed by FY07.

Note that there have been cases of previously selected countries not passing the
scorecard at the time of compact approval. The Board selects a country as eligible
to develop a compact in one fiscal year, but this does not guarantee a compact.
Board approval of a compact happens after the program proposal has been devel-
oped, which may be two to three years after initial selection. The Board looks at
scorecard performance at these milestones and more.

MCC’s Board has made 47 initial compact eligibility selection decisions since FY
2004 resulting in 32 approved compacts. Six compacts did not make it to approval,
and nine compacts are currently still in development.

MCC’s Board has approved 32 compacts as of December 2016. Of those 32 com-
pacts, 5 (detailed below) had failing scorecards at the time of Board approval, and
this has not happened again since Indonesia’s approval in September 2011. Further-
more, except for Georgia in FY05 (as mentioned above), none failed when selected
for initial eligibility and in all 5 cases, the Board noted that the failures were not
due to policy backsliding since initial selection. Instead, they were due to:
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1. Changes MCC made to the scorecard that caused a failure due to the addition
of new indicators as opposed to a decline in scores. This happened to Namibia
when it was approved in July 2008.

2. Supplemental information that accounted for data lags, such as what happened
to the first Georgia Compact when it was approved in August 2005.

3. The sudden graduation from low income to lower middle income categories. The
LMIC category has significantly higher medians and there is a high possibility
that a country will fail in their first years of transition. Congress recognized
this and provided relief for any country caught in this circumstance so that each
country is allowed to remain in its income category for funding purposes up to
three years before transitioning, and MCC’s Board often uses the same logic
when weighing the impact on scorecard performance. This happened to Morocco
(approved August 2007), the Philippines (approved in August 2010), and Indo-
nesia (approved September 2011).

MCC’s governance structure helps maintain impartiality in two ways:

Structurally: MCC is governed by a Board that is chaired by the Secretary of
State, but includes the Secretary of the Treasury, the U.S. Trade Representative,
the USAID Administrator, and four private sector members. The private sector
members are often major civil society leaders (current members include senior offi-
cials from the International Republican Institute and the Open Society Foundation),
and come from both sides of the political aisle. All perspectives are brought to the
table and discussed frankly in the months before a board meeting at a staff level
as well as at the Board meeting by principals.

Reliance on the Scorecards: MCC’s legislation in section 607(a) directs the Board
to make its country selection decisions by relying, to the maximum extent possible,
upon transparent and independent indicators to assess countries’ policy perform-
ance. In application, as per the annual Selection Criteria and Methodology Report,
this means relying on the scorecards as much as possible as a pre-requisite to selec-
tion. As a result, Board decision impartiality is ensured by the close adherence to
the principle of passing the scorecard and demonstrates that the mix of indicator
objectivity and multi-stakeholder governance structure works. Scorecards and the
Selection Criteria and Methodology Report are made public, which holds MCC ac-
countable to all outside stakeholders for our process and our decisions. Finally, Con-
gress, though the normal Congressional Notification process, is able to examine
country partner performance at several steps on the pathway to compact approval.

Ms. Hyde’s Response to Senator Isakson

Question. The Millennium Challenge Corporation builds role models throughout
the developing world. That penetration of MCC compacts and projects is high on the
continent of Africa. Recently, MCC signed a compact with Benin. Can you describe
Benin’s path to becoming a Compact Partner? How was the MCC Effect a contrib-
uting factor to this partnership? Finally, one of the keys to economic growth in
Benin is the Port of Cotonou. Please describe how Benin and MCC came to the deci-
sion to work on the Port and how will the main components of the project fit within
MCC’s accountability framework.

Answer. Nearly 75 percent of Benin’s 10 million people live on less than $2 a day.
After becoming eligible to develop a compact in May 2004, the people of Benin
worked with MCC to identify constraints to economic growth and—after a consult-
ative process with the people, civil society and private sector stakeholders—signed
a compact to reduce poverty in 2007. In 2011, this program ended successfully after
addressing obstacles to investment and economic growth by modernizing and ex-
panding the Port of Cotonou, often referred to as the “lungs” of Benin; promoting
land security; improving access to capital for micro- and medium-sized enterprises;
and creating a more efficient judicial system. The $188.5 million Access to Markets
Project improved the Port of Cotonou’s security, expanded its capacity, enhanced
intraport traffic flow, and invested in cost-reduction measures-all of which helped
create a more modern facility prepared for increased movement of goods. The vol-
ume of merchandise flowing through the port increased from 4 million metric tons
in 2004 to 7 million metric tons in 2010, exceeding the port’s previous capacity.
MCC’s investment in the Port of Cotonou continues to contribute to economic growth
and trade, while exemplifying the power of private sector-led partnerships to lever-
age public resources. Creating a more competitive, efficient port makes Benin an an-
chor for regional trade and investment. The modernized port is expected to attract
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more than $250 million in financing from the private sector, which will increase rev-
enues and create more jobs.

MCC'’s investments doubled the capacity of the port and led to infrastructure and
port administration improvements that have contributed to the competitiveness of
the Port of Cotonou, which has registered a doubling of container traffic in the past
decade. The port was chosen as an investment because of its centrality to Benin’s
economy—up to one quarter of national income is dependent on the port. During the
first compact MCC applied the major elements of its accountability and quality as-
surance framework to ensuring timely completion of works, including regular audits,
use of independent engineering services, and high-level political engagement on sig-
nificant policy an operational issues. An impact evaluation of MCC’s investment in
the port is currently underway.

Because of Benin’s continued improvement on governance and the successful com-
pletion of the 2007 compact, the MCC Board of Directors selected Benin as eligible
to begin a second compact in 2011. During the finalization of that compact proposal
in 2014, however, Benin failed MCC’s scorecard when it failed the Control of Cor-
ruption indicator. MCC’s Board decided to limit the agency’s engagement in the
compact development process and issued a statement saying that a compact with
Benin would not be signed unless this indicator score improved. This had major re-
percussions in Benin’s political leadership, leading Benin’s President to direct his
government to take a number of steps, including the establishment of a national
anti-corruption commission, public declarations of assets by government officials,
and removal of onerous roadblocks, among other actions. In FY 2015, Benin passed
the Control of Corruption indicator (and improved again in 2016) and the MCC
Board restored full eligibility. In advance of signing the compact in September 2015,
Benin’s leadership took decisive steps to improve the policy environment for the
electric power sector, the focus of the second compact, including by establishing an
independent regulatory authority and committing to far-reaching sector reforms con-
cerning tariffs, utility operations, and the environment for private investment in
power generation. The steps taken by the government to tackle corruption and to
improve electricity sector policy can be considered an effect of the country’s engage-
ment with MCC.

The $375 million compact signed September 9, 2015, which includes an additional
$28 million contribution from Benin, is designed to strengthen Benin’s national util-
ity, attract private sector investment, and fund infrastructure investments in elec-
tric generation and distribution as well as off-grid electrification for poor and
unserved households. In addition to making infrastructure investments in on and
off-grid power, this compact supports the sustainability of Benin’s electric power sec-
tor through professional regulation, stronger utility operations and private sector
participation in generation. The investment also supports Benin’s newly created reg-
ulatory authority in its efforts to conduct tariff studies and develop a rate-making
and licensing framework; contribute to tariff reform; put into place the policy and
institutional framework required for off-grid electrification; and introduce standards
for energy-efficient household practices.

Question. I am a cosponsor of S. 1605, which would authorize regional compacts
for MCC. Please elaborate on how these compacts will make MCC’s work more
impactful. Additionally, please explain how these compacts will operate under MCC
accountability framework, which is one of the strongest components of the MCC
model. How will you ensure that mission creep does not infiltrate into MCC’s work?

Answer. We live in a global economy, where growth is more dependent than ever
on economic integration to increase production and efficiency and the United States
is missing potential impact if opportunities to strengthen regional markets around
developing nations are not considered. This is particularly true in places such as Af-
rica—where MCC is heavily invested—and in sectors such as infrastructure—where
70 percent of MCC’s $10 billion portfolio has been invested.

Poor countries can grow faster, create more jobs, and attract more investment
when they are part of dynamic regional markets. Enhanced regional integration can
connect those countries to export opportunities and to import factors needed for
their own economic activity, such as power or water. For instance, the World Bank
estimates that regionally integrated infrastructure could double Sub-Saharan Afri-
ca’s share of global trade.

By approaching growth opportunities from a regional perspective, MCC will be
able to make high-return investments in countries that will benefit from economies
of scale. Regulatory mismatches and actual physical barriers constrain countries’
ability to realize the full benefits of trade with neighboring countries, effective man-
agement of common resources, or the creation of larger consumer markets. Financial
or regulatory integration, transport networks that cross borders, or management of
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resources like energy or water all can benefit smaller or less developed economies,
which are sometimes otherwise unable to reach the scale they need to be seen as
consumer markets or investment destinations.

MCC has the proven operational frameworks in place to deliver economic impact
through a country-driven process, and from that has gained the trust and reputation
needed to address the added complexities of regional projects. The agency is able
to leverage its reputation for clean procurements, economic justification for every
project and country buy-in to ensure accountability. The authority in the MCORE
bill, S. 1605, will allow MCC to develop regional projects while still adhering to the
agency’s important country-owned processes that demand accountability.

The authority in the legislation allows MCC to maintain its very focused, data
driven model for country and project selection as well as local implementation and
accountability because it will allow for multiple bilateral compacts to be knitted to-
gether into a regional project. The agency framework will seek to spur economic
growth through a combination of policy reforms and infrastructure, justified by rig-
orous economic analysis.

MCC’s accountability framework will, therefore, apply to any and all potential re-
gional partners, as with the current bilateral agreements. As with traditional com-
pacts, there will always be a possibility that a country partner will fail to meet
MCC’s standards on good governance and be suspended or terminated. Because of
this, MCC will look to structure regional investments to be scalable to individual
country partners in the event one country is suspended or terminated.

Ms. Hyde’s Response to Senator Perdue

Question 1. 1 was a bit troubled by my visit to MCC’s office in Jakarta this Au-
gust. More than 50% of the $600 million (5 year) compact for Indonesia was not sub-
ject to cost-benefit analysis. I was particularly concerned about the Green Prosperity
project, which makes up for $333 million of the Indonesia compact.

¢ Can you explain to me, why was a cost-benefit analysis not completed for the
Green Prosperity Project or for the procurement modernization project?

Answer. MCC performs cost-benefit analyses for our projects to create Economic
Rates of Return (ERRs). This assessment is done at the beginning and the end of
our projects, but how early we have sufficient data to perform this analysis depends
upon the project. The Green Prosperity project in our Indonesia compact is a grant
facility that is structured to solicit proposals for the private sector, select the best
proposals, and then finance those proposals. This is one approach that MCC uses
to leverage additional outside private sector capital. Because these proposals from
the firms were solicited as part of implementing the compact, ERRs for the invest-
ments were not available at the time the compact was signed.

Importantly though, ERRs were still assessed before each proposal was funded-
just not as early as they are assessed for more traditional projects. The signed com-
pact stipulated that all grants provided through the Green Prosperity grant facility
would have to meet a cost benefit test and have an Economic Rate of Return (ERR)
that surpassed MCC’s hurdle rate before the funds were released. Because this
project was structured as a grant facility around proposals to be solicited after the
compact was signed, no firm ERRs could be generated before details of the proposals
were known. The Green Prosperity Facility was designed, therefore, to fund pro-
posals that would come after the compact was signed and bring private investment
to locally-driven energy production, building on a separate compact activity that
works to clarify land use and licensing—a prerequisite for any successful infrastruc-
ture development in Indonesia.

The economic analysis of this project began before the compact was signed. How-
ever, the Government of Indonesia originally proposed a series of renewable energy
projects to MCC based on the results of a constraints analysis that showed access
to electricity in remote areas was a constraint to the country’s economic develop-
ment. As part of MCC’s due diligence during compact development, preliminary
project appraisal and cost-benefit analysis were done on a sample of projects in
these sectors to inform project eligibility requirements and to show there were via-
ble projects that could meet the full economic analysis and receive funding once the
grant facility was launched. At the same time, MCC included a covenant in the com-
pact that outlined legal and regulatory reforms necessary to attract private invest-
ment in this sector.

As a result, the Green Prosperity Facility will provide co-financing only on a com-
petitive basis, generally Public Private Partnerships, with a valid cost-benefit anal-
ysis used to determine ERRs for each. A proposal must meet MCC’s threshold ERR
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of at least 10 percent to be eligible for funding. After a call-for-proposals, 51 were
received and reviewed, leaving 23 short-listed proposals for electricity generation by
small hydro, biomass, or biogas technologies that were ultimately selected for co-fi-
nancing subject to successful final negotiations. The ERR was devised by comparing
the economic cost of supplying electricity via the proposed technology to the eco-
nomic cost of current fossil fuel based electricity supplies.

The estimated ERRs for all 23 proposals selected for partial funding were above
10 percent, ranging from approximately 12 percent to over 45 percent. Using our
ERR criterion demonstrates that the overall economic cost of supplying electricity
via the proposed renewable technology in each of the 23 proposals is less than the
current economic cost of supply via fossil fuels.

With respect to the Procurement Modernization Project, corruption and other inef-
ficiencies in government procurements starve government funds which should be
going to their own social services. While there is a strong intuitive link between the
efficiency of government procurement and a country’s economic growth, it is difficult
to find hard data that meets MCC’s standards to determine a baseline for meas-
uring the quality of each procurement based on the improved practices the project
would deliver. Ultimately, the project is working to provide Indonesia, and the inter-
national development community, with a better understanding of how this procure-
ment reform effort will deliver an improvement in goods and services while address-
ing corruption. Some spending units have already reported savings of 16 percent
and higher following their engagement with the project.

¢ Do you have information on the economic rate of return for either of these

projects now? Does this green energy project offer a better return on investment
than say distributing diesel generators to these remote areas?

Answer. Cost Benefit Analysis (CBAs) has been or will be done for the Green
Prosperity awards before they are funded. MCC will have ERRs, as well estimates
of annual economic benefit and cost streams, assumptions about the number of di-
rect beneficiaries, unit costs and benefits, etc. for all awarded GP grants.

At this point, we have estimates for all grants that have been awarded for both
energy and natural resource management projects.

On-grid: Regarding energy projects specifically, the GP Facility solicited
proposals for supplying electricity into the national grid in remote areas of
Indonesia (“on-grid” projects). Electricity is typically in short supply in
these areas and is currently supplied mainly from a combination of fossil
fuel generating units operated by the national electric utility. 51 proposals
were received and after careful review 23 proposals to generate electricity
by small hydro, biomass, or biogas technologies were short listed and ulti-
mately selected for co-financing (subject to successful final negotiations and
validation of the preliminary economic analysis). An ERR was estimated for
each short-listed project by comparing the economic cost of supplying elec-
tricity via the proposed green technology vs. the economic cost of current
fossil fuel based electricity supplies. The estimated ERRs for all 23 pro-
posals selected for partial funding were above 10 percent, ranging from ap-
proximately 12 percent to over 45 percent. This means that the overall eco-
nomic cost of supplying electricity via the proposed renewable technology in
each of the 23 proposals is less than the current economic cost of supply
via fossil fuel. In these remote areas off Java, current electricity supply
costs tend to be relatively high due to the small scale of generating units,
technical inefficiencies, and high fuel and transportation costs. Because of
this, renewable technologies can, under the right circumstances, supply
electricity at lower economic costs in Indonesia.

Off-grid: The Facility is currently soliciting proposals to supply electricity
using renewable technologies (small hydro, biomass, biogas) to remote areas
of Indonesia not currently supplied by the national grid (“off-grid” projects).
As described above, ERRs will be estimated for all short listed proposals,
and only proposals with ERRs above 10 percent will be selected for co-fi-
nancing. Alternative sources of energy (e.g. kerosene lighting or diesel mo-
tors) often cost more than electricity. Thus we anticipate receiving a num-
ber of well thought out and designed proposals with ERRs in excess of 10
percent.

# Without the initial CBA on half the Indonesia compact projects, does this hinder
your ability to do rigorous impact evaluations?

Answer. No. Because MCC’s due diligence included sector surveys and is ensuring
each Green Prosperity Project has or will have a positive cost benefit analysis before
funding, the lack of an initial CBA prior to the appraisal of individual projects does
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not affect the ability to conduct a rigorous impact evaluation. The ability to rigor-
ously evaluate a project depends on the clarity of project design and the implemen-
tation strategy, which a CBA simply reflects rather than informs. Building a CBA
into the process of individual project (as opposed to the umbrella program) approval
has helped instill in our government partners the need for objective, economically-
focused criteria for project selection and award of grants. For every project in this
compact, MCC is working to learn lessons from implementation and offer these to
the Indonesian government and other donors, as well as to ensure the sustainability
of the projects after the MCC compact ends.

Question 2. 1 was troubled to find that according to a study by the Center for
Global Development that in MCC’s first ten years, about 9% of MCC’s portfolio-
roughly $800 million-did not demonstrate acceptable returns at the time of project
approval.

¢ Can you explain to me why so many projects were approved with either a cal-
culated economic rate of return below 10%, or in some cases, no calculation of
the economic rate of return?

Answer. MCC’s Economic Rate of Return (ERR) calculation is an assessment per-
formed to estimate the anticipated effect of our work. Our rigorous analytic frame-
work is in place for all of our projects, though the nature of the projects will deter-
mine when or how we can calculate anticipated costs and benefits.

For traditional projects, ERR projections are available well in advance. For other
projects, such as those which fund proposals solicited from the private sector or from
local communities, prospective ERRs cannot be calculated before MCC has received
the proposals. This is a timing issue-these projects will have ERRs, but do not have
thgamdat the time of project approval, because the proposals have not yet been re-
ceived.

MCC also has introduced a practice of calculating ERRs at the end of MCC’s five
year investment. These closeout ERRs provide an updated estimate for the returns
of the investment over its lifetime. While not all projects achieve the original esti-
mated ERRs, the closeout ERRs help us assess our project’s success, and help us
learn and improve future project designs. As of October 2015, MCC has calculated
closeout ERRs for 58 projects, representing $2.9 billion, with an average. ERR of
16%.

When projects are approved at lower projected estimated rates of return, MCC
transparently documents the mitigating economic assumptions which tend to reflect
two scenarios. The first is that MCC partner countries remain poor, with very low
levels of economic activity and extremely challenging growth dynamics where useful
and accurate economic data is limited. This can result in both low ERRs and dif-
ficulty in producing a useful ERR.

For instance, the ERR spreadsheets for the Burkina Faso roads, mentioned in the
CGD paper, can be found on our website. Burkina Faso is one of the poorest coun-
tries in the world. It is landlocked, borders the Sahara Desert and has a gross na-
tional income per capita of $670. 80 percent of Burkina’s poor live in rural areas
and the country faces several severe constraints to economic growth. MCC compact
investments targeted very poor beneficiaries, 68 percent of whom earned less than
$2 per day. These investments were made with the understanding that the Govern-
ment would adopt significant institutional and policy reforms around road mainte-
nance, agriculture, water management and land tenure intended to improve the
larger investment climate, all of which were met. However, the estimated direct
benefits from the project investments were projected to be less than anticipated over
the 20 year compact period. This was due in part to the difficulty of gathering suffi-
cient reliable baseline data, especially concerning potential agricultural increases in
zones connected by the roads investments, during compact development. Nonethe-
less, the Government and MCC expects more than 1.1 million people to benefit from
the investments to improve land tenure security and land management, enhance ag-
riculture production, expand access to markets through roads, and address primary
school completion rates for girls. And MCC will conduct and share post-compact
ERRs and the investments will be independently evaluated to assess whether they
achieved the expected results.

Another of the projects that CGD highlights, the Namibia Indigenous Natural
Products, did have an ERR below the hurdle rate at the time of investment. How-
ever, based on more current estimates of costs and benefits, the updated ERR will
be higher than the 10 percent hurdle rate due to a higher demand for these kinds
of natural products in the world market than anticipated. While MCC does strive
for the best evidence to inform our investment decisions, and looks for those with
high economic rates of return and benefits for the poorest when we approve invest-
ments, the Namibia example shows the uncertainties in the analysis.
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As noted above, MCC may approve a project but, because of the nature of the in-
vestment, cannot complete the ERR until later. Both Indonesia’s Green Prosperity
and the Philippines’ community-driven small infrastructure projects are examples of
this. Even though we were able to use economic analysis to determine the project
framework, because both projects are based on calls for proposals, and since that
call cannot happen until after the compact is approved, MCC must ensure economi-
cally valid investments are made through stipulations in the actual grants.

In all of these cases, ERRs allow us, together with our partners, to measure and
prioritize the best and most effective possible interventions. MCC will continue to
make investments based on the best possible evidence that they will be cost-effec-
tive. In all cases, we will continue to share with Congress and the public the pre-
investment evidence, cost-benefit calculations when projects are complete, and rig-
orous, independent evaluations. While even the best forecasts may still fall short
when they are implemented in complex and changing environments, it is critical to
use and share the evidence-from investment decisions, implementation and results-
so that MCC can be held accountable and provide other USG and international do-
nors the results.

Question 3. Looking at the Indonesia example, as well as a few others, I'm con-
cerned about how truly independent MCC is from State or presidential priorities or
initiatives. Tanzania’s second compact, for example, focuses on the energy sector,
making it a big deliverable for the President’s Power Africa Initiative. However,
about 70% of the programs (worth $285 mil/5 year compact) is lacking a cost-benefit
analysis. Despite this, the compact was put before MCC’s board for consideration.

¢ Why did the MCC (reportedly) not conduct a CBA of Tanzania’s second compact
proposal prior to consideration of the MCC Board?

Answer. MCC maintains a strong commitment to evidence-based decision-making
in our programs, and works to ensure our programs are cost-effective with sound
program logic that will produce real impact. MCC is committed to ensuring that our
proposed investment in Tanzania meets MCC’s economic analysis standards and is
justified by a satisfactory economic analysis prior to compact signing. At the time
of consideration, MCC communicated to the government of Tanzania, as well as the
Board and Congress, that while initial economic analysis justified the projects, more
analysis would need to be done and that the compact with Tanzania would not be
signed until that was complete. As such, the compact and its projects have been re-
viewed and discussed, but not yet approved, by the Board. MCC and the Govern-
ment of Tanzania continue to advance design and economic analysis work on all
compact projects.

It is important to note that Tanzania’s interest in, and MCC’s decision to support,
investments in the power sector in Tanzania and other countries is driven by the
dConstraints to Growth Analysis conducted by economists to help guide investment

ecisions.

¢ If that’s the case, why was there a rush to approve projects before they are bet-
ter defined?

Answer. MCC and the Government of Tanzania had been developing the compact
for approximately two years before the compact was presented to the Board of Direc-
tors. Over the course of the compact development process, and prior to signing a
609g funding agreement, MCC asked the Government of Tanzania to undertake po-
litically tough reforms to increase transparency and accountability in its energy sec-
tor. Some of the toughest conditions included the appointment of a regulator in Zan-
zibar, payment of approximately $37 million of the national utility’s arrears to the
private sector, adjusting electricity tariffs for inflation, fuel costs and foreign ex-
change fluctuations, and publishing technology-specific models for power purchase
agreements.

The government fulfilled all of these commitments with the expectation that MCC
would negotiate the compact proposal and advance it for Board consideration. The
MCC Board reviewed the Tanzania Compact in September 2015, but conditioned ap-
proval on two additional critical stipulations, (1) that Tanzania be determined to be
an appropriate partner for MCC as evidenced in part by passing MCC’s 2016 score-
card and (2) the projects to be funded under the compact meet MCC’s economic
analysis standards and would be justified by a satisfactory economic rate of return
(ERR).

While Tanzania subsequently did pass the Control of Corruption indicator, con-
cerning trends of policy performance have since emerged. Because of this, MCC’s
compact has not been provided to the Board for approval and, in November 2015,
MCC sent the Government of Tanzania a letter expressing MCC’s deep concerns re-
garding the ongoing electoral crisis in Zanzibar and the recent arrests made under
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cyber-crimes legislation. This letter reminded Tanzania that all country partners
are expected to maintain a commitment to good governance, which includes a strict
adherence to democratic principles, and protection of freedom of expression. In De-
cember, the Board deferred a vote on Tanzania’s eligibility for a second compact
until relevant governance concerns had been addressed.

¢ Do you believe that MCC has maintained its integrity as a truly independent
agency, as originally intended?

Answer. Yes. MCC relies on a rigorous data-driven approach to country selection
and project selection. Our reliance on transparent, evidence-based, and accountable
decision-making roots our independence and objectivity. Our Scorecards are built on
independent third-party data. We perform Constraints Analyses before designing all
of our compacts, in order to determine objectively what the binding constraints-to-
growth are in each of our partner countries. We rely on these analytics and data
to make key decisions.

By law, MCC’s CEO reports to a Board of Directors, which consists of five individ-
uals from the government—the Secretary of State, Secretary of the Treasury, U.S.
Trade Representative, USAID Administrator and MCC’s Chief Executive Officer—
and four highly regarded private-sector Board members appointed by the President
based on congressional recommendation and Senate confirmation. Each member
brings a different perspective on how to fulfill MCC’s very narrow mission. The
Board’s reliance on the scorecards as a critical component of selection decisions en-
sures MCC remains independent as it pursues its mission of poverty reduction
through economic growth in the best governed poor countries.

MCC does not operate in a vacuum. The agency would be remiss if it did not work
in concert with other aid agencies to ensure that our assistance is not redundant
or wasteful. We carefully weigh the opportunities we have to leverage other USG
(or third party donor) resources in order to avoid waste and ensure an integrated
effort in our partner countries.

The combination of MCC’s Board and an evidence-based approach to selecting
partners and making investments help ensure the agency maintains integrity and
independence in its decision-making.

¢ Why is this independence a vital part of MCC as an aid agency?

Answer. MCC was established in 2004 to be a different kind of development agen-
cy. We focus on a specific group of developing countries-those that have dem-
onstrated a commitment to good governance and sound social and economic policies.
We work alongside them to make large, long-term investments with high economic
and poverty reduction returns. We are able to tailor solutions for each country based
on what the evidence says are the specific barriers to growth and poverty reduction.

When creating MCC, Congress determined that independence was necessary to
ensure the funds would be used for a single purpose: making investments based on
transparent evidence and analysis. The independent design and approach improves
MCC’s accountability and helps MCC encourage and reward developing countries for
good policies.

Simply put, because MCC chooses countries based on how they perform on third
party indicators and not on what any U.S. government agency or administration
deems important to their short term interests, countries know that making tough
political reforms will be rewarded. This clear incentive structure permits MCC to
promote American governance values.

This transparent framework for encouraging difficult policy reforms benefits
American businesses who wish to trade with these emerging markets. Just as im-
portant, by investing in country-driven projects based in sound economic data and
local priorities, rather than Washington-based priorities, MCC is able to more effec-
tively and efficiently reduce poverty and create economic growth in a sustainable
way.

Question 4. I constantly hear feedback from constituents that we have too many
federal agencies. We have too much bureaucracy. And a lot of them are duplicative.
I wasn’t here in Congress when the MCC was created in 2004.

+ Can you explain to me, why do we have MCC, which has an annual budget of

a billion dollars, when we have USAID doing foreign assistance with a budget
of $17 billion per year?

¢ What does MCC do that USAID can’t?

¢ Why create another agency?

Answer. MCC and USAID are complementary tools and both play vital roles.
MCC’s efforts are highly focused and mission-based towards economic growth in a
small group of relatively well-governed poor partner countries as measured though
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objective data. We are able to tailor solutions for each country based on what the
evidence says are the specific barriers to private investment as the means to accel-
erate and sustain poverty reduction.

MCC, however, does not work in many places where the United States has impor-
tant interests, such as active conflict countries or U.S. allies which do not meet the
scorecard criteria. Also, MCC does not provide humanitarian and disaster response
which are core strengths of USAID. Since all MCC programs have an economic
growth tie and a country-led model, a health or education program at USAID and
one at MCC would look very different, for instance.

MCC has specific authorities designed to support its focused mandate and model
which may not work for USAID. Congress has authorized MCC to commit funding
for long-term investments in a select group of countries, work in partnership with
country representatives to design and implement programs to promote growth and
reduce poverty, and to create incentives for policy reform. MCC’s statutory guide-
lines require all activities be completed in 5 years and show a high, direct economic
rate of return. These requirements exclude many good and necessary development
activities that the U.S. may have an interest in financing.

In sum, because the U.S. has multiple objectives and needs a variety of tools to
respond, our national interests are better served by having both of these agencies
addressing different objectives with complementary strengths and mandates.

With its emphasis on country-led implementation, strict discipline on economic
analysis, and strong focus on building conditions for private investment, MCC’s
unique model works best in an independent agency. This independence has pro-
duced a culture of best practices and innovation. We have seen many of principles
that MCC is testing starting to be rolled into other development programs. Consoli-
dation into an agency with a much broader set of objectives and country partners,
and with different authorities, would undermine the effectiveness of the MCC
model.

Question 5. As you've discussed, MCC’s legislative mandate is to lessen poverty
through economic growth.

+ Do you anticipate a measurable decrease in poverty as a result of MCC com-

pacts?

Answer. There are a number of factors that contribute to overall economic growth
and poverty reduction in a developing country. MCC’s approach is to maximize po-
tential impact by working in partnership with country representatives to under-
stand and unlock the binding constraints to private investment in order to reduce
poverty. MCC holds itself to a high standard on measuring results such as poverty
reduction. Rather than just measure outputs (such as the number of farmers
trained) or intermediate outcomes (such as whether farmers are actually using the
new techniques), MCC is striving to show not just that poverty is being reduced,
but also that poverty is being reduced because of MCC’s interventions. To this end,
we have examples where our programs have produced measurable decreases in the
poverty of our beneficiaries in the form of increased farm sales and incomes and in-
creased household incomes. But we also have examples where our programs met or
exceeded program targets but the evaluations did not find an impact on incomes.

The Morocco performance evaluation showed mixed results. For instance, al-
though farmers participating in the Olive Tree Irrigation Project expressed satisfac-
tion with program’s activities (training and irrigation) and some reported increased
farm incomes, average gross farm income in the surveyed areas declined by 13 per-
cent likely due to adverse weather conditions in crop year 2012/2013. This does not
mean later years will not see an increase in incomes based on the new training and
irrigation, however. Participants in the similar Date Tree Irrigation Project reported
a 7 percent increase in their average gross farm income.

Because MCC has a variety of projects, what we are able to measure also varies.
For example, we have some programs with clearly defined populations who will ben-
efit from a program (such as the individual farmers mentioned above). In these
cases, we are able to design evaluations to assess direct benefits from our programs
on the beneficiaries. In other cases, we are investing in large-scale infrastructure,
like building or rehabilitating a road. In these cases, it is much more difficult to
identify individual beneficiaries, but we can measure good proxy or intermediate
outcomes. In the case of roads, these results would be defined by things like reduced
vehicle operating costs and, over time, changes in the price of goods that travel
along the roads to markets.
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¢ Are sufficient funds being provided to each country to make a difference in their
poverty levels? MCC’s annual budget, after all is only roughly $1 billion per
year. Can you explain?

Answer. An increase in MCC funding, as requested by the President, would en-
hance the agency’s ability to develop high-impact compacts on an expedited time-
table in key regions and to share expertise with other elements of the U.S. Govern-
ment. The lower amounts ultimately appropriated will require us to adjust planning
going forward, however, our role is to use our limited, but still significant, grant re-
sources to help support and spur country commitments to sound economic and social
policies, good governance and investments in their own tools to accelerate and sus-
tain public and private investment in their country’s future prosperity.

Donor funding alone will never be enough to lift an entire country’s population
out of poverty. MCC’s role is to invest a significant (but still limited) amount of
funds in a way that encourages countries to pursue sound economic and social poli-
cies and strive toward good governance, while we work in partnership to unlock
some of their most binding constraints to economic growth. These actions are de-
signed to help the countries themselves attract the public and private investment
required to sustain and accelerate their development progress. By creating the infra-
structure and policy environment necessary for additional investment to follow
MCC’s investment into our partner countries, we multiply the impact of our invest-
ment many times over.

¢ To what extent have MCC projected impacts matched actual post-compact im-

pacts and projected outputs matched actual outputs?

Answer. MCC uses projected ERRs to estimate specific quantitative post-compact
impacts. MCC is generally looking to fund projects with at least a 10 percent eco-
nomic rate of return (ERR) over a 20-year period. In fact, what we have seen-in a
sampling of projects recently completed-is that the average ERR upon completion
is actually over 16 percent.

Across MCC’s closed compacts, approximately 70 percent of the performance indi-
cators that were tracked either met or exceeded end-of-compact output targets. In
Armenia, Benin, El Salvador, Mozambique, Nicaragua and Vanuatu, over 85 percent
of indicators met their targets.

We also look at results from our independent evaluations, which focus on other
outcomes and results that occur in the post-compact period. These results are highly
project-specific and are difficult to generalize across the portfolio. Some examples in-
clude:

In Mozambique, one out of every two people lives without access to clean
water. One of our rural water supply activities showed that the program
cut down on the time women and girls spent collecting water and increased
consumption of cleaner water, but did not reduce water-related illness. We
learned that much of the water contamination came from dirty buckets and
bad storage practice after water was collected.

In Mongolia, heavy use of coal stoves pollutes the air and causes health
problems. Poor families also spend up to 40 percent of their income to fuel
stoves. MCC’s fuel subsidy reduced emissions-even more than anticipated-
but didn’t change fuel costs. Households said their homes were warmer at
night, suggesting users may have sacrificed fuel economy for comfort.

In Honduras, MCC helped rehabilitate a main highway and upgrade and
pave secondary roads. The independent evaluator calculated that the trans-
port cost savings would results in $547 million economic returns (from a
$138m project). But it also showed that better due diligence about costs-es-
pecially full engineering road cost estimates-could have helped target more
profitable roads and created more benefits.

Below is a chart that lists the percentage of outputs achieved, outcomes achieved,
and both. We define an output as a direct result of an activity, such as the goods
and/or services produced by the activity, and an outcome as the longer-term effect
that follows directly from the outputs of an activity (for example, the number of
miles of roads built is an output, while reduced transportation costs due to better
quality roads is an outcome). These percentages were all achieved by the end of the
compact. In those some cases when the partner country continued works after com-
pact closeout, the percentages for those projects would increase, but this is not in-
cluded in order to track the effectiveness of compact funds alone.
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Percentages of Outputs and/or Outcomes Achieved at Compacts’ End

Outputs Achieved (90 Outcomes Achieved (90 Outputs & Outcomes

Compact percent and above) percent and above) ACh'e;'re]g g%%vgﬁrcent

Armenia ..o 100 75 88
BENin .o 85 50 61
Burkina Faso .........cc....... 65 33 43
Cape Verde .. 57 35 43
El Salvador .. 93 93 93
Georgia ... . N/A 57 57
[C]1F:T 1T 58 50 53
Honduras** .....cccoevevvennnes 63 68 66
LeSOthO .evecveeceece 63 29 50
Madagascar® ... 71 24 34
Mali* oo 76 70 73
Moldova ......coeveevereirne 73 69 71
Mongolia .. 75 47 64
Morocco ... 66 31 52
Mozambique . . 90 75 88
Namibia ..ocoevveveeeceeenes 75 50 65
Nicaragua** ......ccccoveennee 94 72 87
Tanzania .......ccoeeeveevenen 58 46 53
Vanuatl .....ooeeeeeeceeeeeeeene. 89 100 92
71 47 60

Total excluding terminated
€oOmpacts ....ooovvereernn. 72 43 61

*Terminated
**Partially terminated (The % achieved should not be affected. Indicators affected by the partial termi-
nation were excluded from this count.)

¢ Are projects ever suspended or terminated due to failure to meet targeted out-
puts or deliverables? Why or why not?

Answer. Yes. MCC investments have been suspended for both declines in country
performance on MCC’s governance standards as well the performance of projects
and activities in implementation. Suspension or termination of a project or activity
is not uncommon given MCC’s careful and regular monitoring of status. This is a
benefit of day-to-day oversight, formal quarterly monitoring, and, more broadly, the
limitations of a strict five-year implementation period and defined project budget.
MCC monitors progress on all compact projects throughout implementation and has
taken action to suspend or terminate activities when appropriate, whether for fail-
ure to meet targets, for non-performance of contractors, or otherwise. Because com-
pact funds are actually paid directly to contractors and vendors and not to the part-
ner governments, works that are terminated can be either deobligated by MCC and
used for another country or reallocated to successful projects within the existing
compact framework depending on the reason for termination or the timeline and
economic analysis of the existing compact.

Several examples are provided below:

¢ The Government of Morocco proposed the Enterprise Support Project to help
with two of its critical economic priorities: reduce high unemployment among
young graduates and encourage a more entrepreneurial culture. High levels of
unemployment in Morocco stem from modest formal sector employment genera-
tion and a burgeoning labor supply. While the overall unemployment rate in
Morocco hovers around 10 percent, youth unemployment in recent years has
risen to approximately double that amount. The objective of the Enterprise Sup-
port Project was to improve the outcomes of two existing high-priority Govern-
ment of Morocco initiatives: Moukawalati, which translates as “My Small Busi-
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ness,” a national program intended to address high youth unemployment rates
and drive Morocco’s businesses to be more entrepreneurial and competitive in
the face of globalization; and the National Initiative for Human Development,
a multi-year initiative aimed at creating opportunities for the poor, vulnerable
and socially excluded. The project was designed to be carried out in two phases,
with continuation of the second phase subject to positive results from an impact
evaluation of the first phase. The pilot phase was completed in March 2012; al-
though it met its implementation targets and showed promising trends, the im-
pact evaluation did not show statistically significant impacts and the revised
economic rate of return did not justify scaling up the project for a second phase.
MCC did not continue with a second phase and the project was closed in May
2012.

¢ The Mozambique Nacala Water Supply Project was terminated because the con-
tractor failed to perform, despite the issuance of multiple cure notices and
warnings from the engineer and the client, MCA-Mozambique. The contractor’s
inability to perform jeopardized the timeline, and we reached a point during the
implementation period that keeping the contractor would prove problematic for
MCA-Mozambique after the conclusion of the compact. Though the project de-
sign was sound and, if constructed, would have delivered as designed, the
project was halted because of contractor performance issues.

¢ In the first Ghana Compact, the Agricultural Credit Activity was terminated
when sub-loans were not being repaid. About $19.6 million was disbursed to
sub-borrowers in 2009. Most of these sub-borrowers were smallholder farmers
cultivating less than 2 hectares. Due to a high percentage of the portfolio at
risk, MCC halted further lending in 2010 and undertook a series of measures
with its Ghanaian partner, the Millennium Development Authority (MiDA) to
recoup the on-lent funds. MCC requested MiDA to engage a forensic auditor to
ensure that funds were not diverted. The audit concluded that there was lax
oversight by the implementing entity, the Bank of Ghana. Due to this laxity,
MCC issued a demand letter to the Bank of Ghana requesting that it repay $6.7
million; these funds were paid in February of 2013.

Question 6. It has been more than 4 years since the first MCC compacts ended,
and so far, only a handful of evaluations have been publically released. Nineteen
compacts with more than three dozen sub-projects ended more than one year ago.

¢ When do you expect we will see evaluations of these completed projects? Will
you notify my staff when these evaluations are complete?

Answer. MCC’s independent evaluations are generally conducted 2-4 years after
our compact projects end. This is to give the projects sufficient time to ensure that
benefits accrue and that expected results can be measured in a way that is mean-
ingful. All of our program evaluations are posted on our evaluation catalogue online,
and we will alert Congress, including your staff, when these are posted. In addition,
MCC collects data during compact implementation, which allows us to monitor
progress and make any adjustments necessary.

MCC’s Monitoring and Evaluation Team is constantly working to add more eval-
uations to this catalogue. As of December 2015, MCC had completed and posted 14
impact evaluations (which measure our projects’ impact on poverty reduction) and
27 Performance evaluations (which measure our project outputs, like number of
farmers trained or miles of road paved). An additional 31 impact and 46 perform-
ance evaluations are underway or planned. These evaluations will continue to be re-
leased as the evaluators finish their analysis.

¢ Why is it taking so long to produce these evaluations?

Answer. MCC’s evaluations include not only immediate outputs of the invest-
ments, but also analyze the long-term impacts of these investments. As the impact
from a project may take time to be realized, MCC endeavors to collect data after
enough time has passed for the effects of a project to be fully realized. Evaluations-
especially impact evaluations, which measure long-term effects on poverty reduction
due to MCC projects-take time. Impact evaluations are often conducted years after
projects are completed. For example, the impact on farm income from training farm-
ers on new growing techniques may not be seen for one or two growing seasons after
the implementation of the new techniques.

Impact evaluations are often not finalized for several years after a compact closes,
in order to better analyze the long-term impacts of our investments. They are con-
ducted by independent firms under contract to MCC. Performance indicators are
tracked quarterly and are available on MCC’s website in a document called “Key
Performance Indicators.”
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Question 7. MCC is taking on a lot of infrastructure programs-roads and energy
infrastructure, specifically. These compacts only last five years, but most of these
projects will need proper upkeep and maintenance.

¢ What steps does MCC take to ensure that its programs, especially those build-
ing infrastructure, are maintained after the MCC program concludes?

Answer. One of MCC'’s core principles is country ownership, which is the idea that
countries are full partners in designing and implementing compacts. This is an in-
dustry best-practice approach that helps to ensure long-term sustainability of our
investments. The ownership a country exhibits when developing the proposals and
managing the projects helps ensure sustainability. Each compact partner establishes
an “accountable entity” (known as the MCA) through which the country implements
their compact program. MCAs have governing boards that include government, pri-
vate sector, and civil society members. MCC’s implementation oversight includes di-
rect daily interaction with the MCA entity leadership and staff. The structure of the
MCA and its close working relationship with MCC supports effective implementa-
tion on tight timelines, without waste, fraud, or abuse, while also ensuring that the
partner country government is fully invested in ensuring the sustainability of our
joint work.

In addition, because the agency measures the benefit streams of its investments
over 20 years, MCC takes the long view with all of its projects. Each compact has
conditions precedent (CPs) that must be satisfied before entering into force and,
thereafter, for compact funding disbursements. MCC has begun listing these CPs on
our website and tracking their success at closure. For instance, CPs on a road con-
struction project typically will include reform to the country road maintenance sys-
tems generally, not just targeted to the MCC-funded road segments. This both en-
hances sustainability environment for the newly-constructed road and avoids any
risk that the compact project would get special attention from government funds
while other roads languish in need of maintenance. MCC also works with partner
countries to establish maintenance plans once projects are completed.

For example, in Burkina Faso, MCC funds was used to put in place critical policy
reforms to ensure long term sustainability of road infrastructure. In addition, MCC
funded technical assistance activities that are aimed at building the institutional ca-
pacity of the road agency to develop a 5-year road maintenance plan and implemen-
tation mechanisms. MCC funds were also used to setup innovative matching fund-
ing schemes that incentivized the government of Burkina Faso to contribute long-
term sustainable financing for road maintenance. Another example is Liberia where
we are funding the establishment of a training center and training the technicians
in the electricity sector to better operate and maintain the assets of Liberia’s elec-
tricity utility that includes the Mt. Coffee Hydropower Project whose rehabilitation
we are also funding.

In Jordan, where MCC funded a program to provide additional water to one of
the largest cities—Zarqa—through wastewater treatment, the compact implemented
several measures to instill operational and financial sustainability, including re-
aligning and raising water and sewerage tariffs to reflect the cost of service, mobi-
lizing private sector finance and technology to construct and operate wastewater
treatment, mobilizing private company to manage and maintain all water and
wastewater assets and operations in Zarqa under a performance-based management
contract, and funding capital equipment and training for the maintenance of sewer
trunk lines.

Progress on these promises by the government are tracked and will factor into
possible considerations of a subsequent compact.

RESPONSE TO ADDITIONAL QUESTIONS FOR THE RECORD SUBMITTED
TO CONGRESSMAN JIM KOLBE BY MEMBERS OF THE COMMITTEE

Congressman Kolbe’s Response to Senator Corker

Question. The current Board membership of MCC consists of five public sector ap-
pointees and four private sector appointees. The MCC’s mandate is to seek poverty
reduction through economic growth unencumbered by important but unrelated non-
economic foreign policy objectives.

¢ Given the strong public sector representation on the Board, what would be the

benefits of greater private sector representation and what should be the proper
ratio?
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¢ What, in your view, would be the downside of allowing the board to vote for its
own chairman as opposed to having the Secretary of State have the position by
statute?

Answer. I think this is a rather novel idea and one that should be explored with
the administration. There will be significant pushback from State and the WH, but
it is worth seeking their views on this.

Arguments in favor of this approach:

a. Would give more independence to the Board
b. Might permit an individual, such as one of the private members with more time
and direct interest to serve as chair.
Arguments against this approach:

a. There will be a tendency on part of the government board members to defer to
SOS as Chairman, giving them an almost insurmountable bloc of votes to elect
the Secretary every time.

b. State might use this as an excuse to undermine the effectiveness of the MCC
and perhaps even actively work against its annual appropriation.

Question 2. Concerns have been raised in recent years that non-economic consider-
ations may have played a decisive role in granting some compacts in recent years.

¢ Do you share the concern that in some cases, MCC decision making may be un-
duly influenced by broader foreign policy or other priorities unrelated to eco-
nomic development? For example, should we be concerned that a country might
receive a compact based primarily on strategic considerations and not on eco-
nomic development grounds?

Answer. Absolutely. This has been the case on several different occasions. Only
once,, however, did the Board overtly violate the rule, that in the case of designating
Georgia as eligible for an MCC Compact. That is why the charter for MCC must
be very clear on this matter. The Congress must conduct periodic oversight, includ-
ing examination of the minutes of Board meetings to see if these pressures are being
applied. And that is why the private members of the Board are essential as they
will have the purposes and objectives of the MCC more clearly in their focus than
foreign policy executives from the administration who naturally have other consider-
ations in mind for the uses of a Compact.

¢ Please describe ways to improve MCC Board governance to prevent undue influ-

ence being exerted with the intent to make Board decisions based not primarily
on economic development grounds but on larger foreign policy strategic inter-
ests.

Answer:

a. Strengthen the language of the charter.

b. Periodically include report language in the appropriations bill calling this issue
to the attention of the executive branch when Congress believes undue influence
is being exerted.

c. Increase the number of private members of the Board of MCC

Question 3. There appears to be a growing trend whereby certain countries have
been cracking down on international civil society NGO’s through politically moti-
vated investigations or registration laws. These actions appear designed to chill the
activities of these civil society groups or drive them out altogether. It would be inap-
propriate to provide a compact to a candidate country that is unduly persecuting
civil society.

¢ Should Congress consider adjusting the indicators to include an evaluation of

the enabling environment for civil society in a candidate country?

Answer. This tendency might be a reason to strengthen the indicators to include
this as an evaluation point. I think the indicators already touch on this, but perhaps
need to be made more explicit. Certainly, persecution of civil society should be con-
sidered as important as an indicator on rule of law, transparency or commitment
to education or health care.

¢ Should the MCC develop internal reporting requirements so that the MCC

Board, before approving a country compact, is fully informed and in a position

to evaluate whether the candidate country has been taking actions intended to

discriminate and discourage civil society groups from engaging in legitimate
democratic development?

Answer. It should be part of the normal evaluation process and included in any

report to the Board which proposes to designate a country as compact-eligible. I
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don’t think these should be separate reporting requirements, but should be included
in the usual process of approving a country for a compact.

Congressman Kolbe’s Response to Senator Cardin

Question 1. What are your recommendations for reforming the control of corrup-
tion indicator? In your view, what is the best way to measure and hold countries
accountable for tackling corruption while simultaneously providing MCC the flexi-
bility to interpret data in the context of on-the-ground realities?

Answer. There needs to be an objective measurement for corruption. Unfortu-
nately, the current indicator is flawed in that it relies on a survey of companies
doing business in the country. More emphasis needs to be put on rule of law, which
is a more certain way of tackling corruption where it exists.

Question 2. With the rise of more middle income countries in the developing
world, the world’s poor will be increasingly located in countries outside MCC’s cur-
rent focus. Is the current approach to measuring poverty adequate? How might the
MCC respond to this changing face of global poverty?

Answer. The MCC measurement needs to be adjusted so that it can have broader
authority to make compacts with countries that might have been considered the
“poorest of the poor” when the MCC was created, have now advanced to low income
countries. This is a positive development for the world and people in poverty, but
MCC should be adjusting its sights to adapt to the changing conditions. If our objec-
tive is to continue raising the standard of living for the world population, then MCC
must adjust as the rising tide lifts country incomes upward.

Question 3. The MCC legislative mandate is to lessen poverty through economic
growth. In your view, are sufficient funds being provided to each country to make
a significant difference in their poverty levels?

Answer. The original plan for MCC was to gradually increase its appropriation
for compacts to $5 billion. We have never come close to achieving this and, indeed,
have found funding levels frozen at approximately $1 billion for several years. This
prevents MCC from entering into compact that might have deeper economic impact.

Congressman Kolbe’s Response to Senator Perdue

Question 1. Here we are about 10 years post enactment of MCC. In your view,
is MCC living up to your original intent for the enacting legislation-specifically with
regard to true independence from other foreign policy objectives?

Answer. Yes, I think it has lived up to its potential, which doesn’t mean it couldn’t
do more or do better. In contrast to a lot of agencies created by Congress, this one
has stuck to its mission and within the parameters of limited funding has fulfilled
its objectives. There have been constant attempts to chip away at its independence
by substituting criteria other than economic development for poor countries showing
promise with better than average governance standards. But for the most part, the
Board, largely as a result of the independence it gains from outside, private sector
directors, has hewed to its mission.

Question 2. I look to projects like Indonesia and Tanzania, which were presented
to the MCC Board without the requisite cost-benefit analysis, and in my view, seem
that they match up a little too conveniently with other presidential or administra-
tion initiatives and objectives. Is MCC maintaining its integrity, as you intended at
the time of drafting this legislation?

Answer. Not being involved in day to day MCC operations, I don’t feel qualified
to comment on this question except to say generally, as stated in the response to
the question above, that I think MCC had adhered by and large to its original objec-
tives. Congress and the Board needs to be constantly attuned to this issue and con-
duct proper, rigorous and frequent oversight to be sure the objectives are being met.

Question. 1 certainly appreciate the mission of MCC—reducing poverty through
economic growth. However, I constantly hear feedback from constituents that we
have too many federal agencies. We have too much bureaucracy. And a lot of them
are duplicative. I'm sure you heard similar things from your constituents when you
were in Congress. I wasn’t here in Congress when the MCC was created in 2004.

¢ Can you explain to me the debate surrounding MCC at the time of its creation?
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Answer. The debate at the time of creation centered around the question: could
we deliver aid in a fundamentally different way, one that made the recipient coun-
try responsible to developing a plan, for meeting the criteria for eligibility and
avoided most of the bureaucratic conditions put on other American assistance such
as “Buy America?”

¢ Why do we have MCC, which has an annual budget of a billion dollars, when

we have USAID doing foreign assistance with a budget of $17 billion per year?

Answer. USAID has a very different mission. Its assistance is given for a variety
of purposes, most of which are pout into law by Congress, and does not singularly
look at how assistance might be done if truly in a partnership with the recipient
country, freed of bureaucratic restrictions, and based first and foremost on achieving
standards of governance that have never been a part of USAID’s requirements.

¢ What does MCC do that USAID can’t?

Answer. See answer above. Its objectives and criteria for qualification for aid are
fundamentally different from USAID. Both have a mission and purpose. USAID has
a multiplicity of goals with its assistance, from improving health or education, to
promoting democracy and human rights, to promoting gender equality and to some
degree economic development. MCC is singularly focused on the latter.

¢ Why create another agency?

Answer. Because it would have been impossible to achieve the same goals estab-
lished in law for MCC within the existing structure and culture of USAID.

RESPONSE TO ADDITIONAL QUESTIONS FOR THE RECORD SUBMITTED
TO ANDREW NATSIOS BY MEMBERS OF THE COMMITTEE

Mr. Natsios’s Response to Senator Corker

Question 1. For many years after its creation, MCC was criticized for its slow dis-
bursement rates. Many, including you, have said that a large part of the reason for
the problem has been weak institutions in recipient countries.

¢ In your view, has this problem been solved? If so, what lessons can we take
away from these experiences with weak recipient country institutions?

Answer. What distinguishes highly developed from underdeveloped or poor coun-
tries is the legitimacy, density, productivity, and resilience of indigenous institu-
tions-governmental, private sector, and non-profit. USAID in its earlier history used
country institutions to spend aid dollars and programs suffered from low disburse-
ment rates (and accountability problems) which Congress, the IG and the GAO ob-
jected to. USAID moved in the 1990’s to NGOs and development contractors to im-
plement programs which increased the disbursement rate and reduced bad audit
findings. Development is all about trying to build local institutions. If Congress
wants USAID or the MCC to move money through local institutions, disbursement
rates and accountability will suffer.

Question 2. MCC supporters have long pointed to the “MCC effect” as an impor-
tant component of its value as a foreign aid program. These supporters claim that
the good governance indicators incentivize and encourage policy reforms in can-
didate countries. Clearly, countries that receive compacts have been rewarded for
their good governance efforts.

¢ To what extent has the promise of a compact actually led to countries taking
meaningful steps to change their policies to meet MCC standards? Has the
promise of a compact actually incentivized change?

Answer. Anecdotally (from my own experience when I served as USAID adminis-
trator) MCC standards do encourage policy reform and change. The one scholarly
study done of this I mentioned in my testimony suggested otherwise. I think the
study was flawed as it asked hundreds of officials in each developing country wheth-
er the MCC standards affected their decision making processes and the answer in
many cases was no. Reform does not begin and end with hundreds of such officials,
it begins with a few very senior leaders. They are the ones who would be
incentivized. To my knowledge there haven’t been any studies of this small number
of leaders, so we do not have academic evidence that the MCC affect works or does
not work. It’s an open question from an academic perspective.

Question 3. Threshold programs were originally intended to assist a country in
meeting scorecard criteria. They have since been redesigned and now focus on policy
reforms.
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¢ Are threshold programs enough of an incentive for countries to strive for com-
pact eligibility?
Answer. In and of themselves these threshold programs are not big enough to be
an incentive, but the promise of a large MCC compact later is a large incentive that
does encourage reform.

¢ Considering the modest budget request made by the President in his FY2016
budget for threshold programs (2.5%), are they even needed? What are thresh-
old programs doing that traditional USAID programming cannot?

Answer. Traditional USAID programming can do (and have done since the incep-
tion of U.S. aid programs) all of the things that the MCC does. In fact in many ways
MCC is what USAID used to be 30-50 years ago when the programs did far more
infrastructure projects than they do now and were run through host country coun-
tries through government ministries. Congress has been reluctant and even hostile
to giving money to USAID to do infrastructure programs except in Iraq and Afghan-
istan (the one place they are most difficult to do because they are a big bullseye
for the insurgencies to shoot at). This is because of opposition from NGOs (which
usually do not do large infrastructure projects) and from environmental groups
(which fear roads, bridges, and dams open up natural habits for development).

Too much USAID money comparatively is spent on human services and not
enough on good governance and economic growth. There is an imbalance in the aid
system because of earmarking by OMB and by Congress to politically popular pro-
grams and an underfunding of those which are not (as they are too esoteric). USAID
does not get that much money from OMB, (any) White House, or the Congress any-
more to do much policy reform (with some exceptions). Money spent strategically on
policy reform can (but not necessarily will) have a profound impact, but it is not
easily measured in the short term nor is it easy to see how it helps poor people di-
rectly over the short term (though over the long term it they do) and thus is not
particularly popular in Washington.

Question 4. Are there any adjustments to the indicators that you would rec-
ommend?

Answer. The more MCC, White House, or Congress increases the number of indi-
cators the less affect each will have as poor countries do not have the institutional
or organizational capacity to make that many changes to satisfy the demand for re-
form from donor governments. Few is better. As I indicated in my testimony the cor-
ruption indicator based on empirical evidence needs to be changed since it is the
most important indicator statutorily. However I don’t know many Senators and Con-
gressmen who are going to vote to abolish the corruption indicator even if it is im-
precise. The rule of law is a much better indicator, so perhaps the Committee could
consider combining a rule of law indicator with the existing corruption indictor.
That would help.

Question 5. MCC’s unique performance indicators evaluate a candidate country’s
record of ruling justly, investing in people, and establishing economic freedom. MCC
economic assistance is intended to go to recipients who embrace core values of eco-
nomic and political freedom.

¢ Do the current indicators adequately capture the kind of policy environment
that is needed for private enterprise to thrive and grow?

Answer. The World Bank Doing Business Report (which was almost abolished a
few years ago by the WB because of pressure by countries that do not do well in
the DBR index) is one of the best index on economic growth and business invest-
ment environment since nearly all of the sub-indicators which it is composed of are
based on empirical evidence. I think the DBR may be used by inference in the MCC,
but not directly (though I am not sure of this). USAID is the strongest supporter
of the DBR in the donor community and has had a program to implement business
climate reforms which we started when I was USAID administrator and continue
to this day.

Question 6. There is a growing trend whereby certain countries have been crack-
ing down on international civil society NGO’s through politically motivated inves-
tigations or registration laws. These actions appear designed to chill the activities
of these civil society groups or drive them out altogether. It would be inappropriate
to provide a compact to a candidate country that is unduly persecuting civil society.

¢ Should Congress consider adjusting the indicators to include an evaluation of

the enabling environment for civil society in a candidate country?
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Answer. Increasing the complexity of MCC evaluations and indicators is not a
good idea. It will simply increase the amount of paperwork and bureaucracy which
costs money.

¢ Should the MCC develop internal reporting requirements so that the MCC

Board, before approving a country compact, is fully informed and in a position
to evaluate whether the candidate country has been taking actions intended to
discriminate and discourage civil society groups from engaging in legitimate
democratic development?

Answer. I would not increase the number of indicators any further for reasons
stated earlier, though I am sympathetic to the argument. What would be a better
idea is finding a new Governing Justly indicator to substitute for the current one
which includes the environment for civil society.

Mr. Natsios’s Response to Senator Perdue

Question 1. Mr. Natsios, in your testimony you criticize the decision-making proc-
ess for U.S. foreign aid as being too centralized in the State Department. As the
chairman of the SFRC subcommittee that oversees foreign aid, I'm interested at
looking at how we do foreign aid broadly.

¢ Can you detail for me further the problems you see broadly with how we do for-

eign aid?

Answer. Attached to this email is an essay I wrote five years ago called “The
Clash of the Counter-bureaucracy and Development” published by the Center for
Global Development and an article for Foreign Affairs magazine published in No-
vember 2008 called two other USAID Administrators (Peter MacPherson under
President Reagan and Brian Atwood under President Clinton) and I wrote on aid
reform called “Arrested Development.” These two papers describe both the problems
and some solutions and though they are dated are still valid as most of the reforms
have not taken place.

¢ What recommendations do you have for how we can do this better?

Answer. To summarize the two articles our foreign aid program should be reorga-
nized structurally within the federal system, authority decentralized to the field
missions, more money spent training the large cohort of new young officers who
make up the USAID career staff, federal regulatory oversight over USAID and the
MCC is burdensome and dysfunctional, earmarked sectoral accounts should be made
more flexible, the Foreign Assistance Act simplified and rewritten, and the biggest
challenge to aid programs is the (absurdly) short time horizon for outcomes de-
manded by Washington and the instability of funding for long term commitments.

¢ How does MCC fit into this picture? Does MCC get aid right?

Answer. It gets right some things and does not deal with other issues of central
importance. The MCC has many admirable qualities the most important of which
is letting countries decide how to spend aid money which they usually decide to
spend on infrastructure (wisely in my view) and thus avoids sector earmarks. The
MCC rewards to good performers which by definition does not include fragile and
failed states (of which there are about 50 countries) which are the greatest threat
to the national interests of the United States? How do we deal with these issues?
MCC is one of many different approaches to aid, but what we do know is that there
is no magic bullet, no optimum answer to what ails the aid system. All aid programs
involve programmatic and managerial tradeoffs: aid officers must decide what the
priority objectives are in order to choose one tradeoff versus another.

¢ If so, how can the U.S. foreign policy-making apparatus incorporate these les-
sons into other types of U.S. foreign aid?

Question 2. Mr. Natsios, you highlight in your written testimony that MCC com-
pacts provide alternatives to Chinese loans and infrastructure development which
do not encourage good governance or improved local capacity.

¢ Can you discuss in further detail how MCC serves as a counterweight to Chi-

nese influence in developing countries?

Answer. Most leaders in the developing world know that what the Chinese offers
them in aid projects has a considerable downside; the construction quality of Chi-
nese aid infrastructure projects sometimes leaves a lot to be desired, the Chinese
use imported Chinese laborers to do the work instead of local workers (which the
local communities resent), the Chinese do not do much in the way of institution or
capacity building (though that may be changing), and the Chinese aid programs are
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almost all concessional loans (subpar interest rates) which they must paid back (the
USG phased out aid loans in 1982) at some point.

¢ With an annual budget of roughly $1 billion, can MCC really serve as an alter-
native to China’s large quantities of foreign aid?

Answer. Yes it can. Because of the above limitations in the Chinese aid program,
many countries prefer USAID or MCC aid help even though the MCC cannot com-
pare to the size of the Chinese aid programs.

Question 3. Mr. Natsios, in your testimony you point out that we over-rely on
numbers and figures to evaluate development success.

¢ Can you elaborate on this point?

Answer. My essay (“Clash of the Counter-Bureaucracy and Development”) (see:
http:/www.cgdev.org/sites/default/files/1424271—file—Natsios—Counterbureauc-
racy.pdfdescribed) in the first answer goes into the problems with quantitative
measurement in aid programming. I mentioned a book called Poor Numbers by
Morten Jerven during the hearing which offers a scholarly (rather dry) analysis of
the misuse of numbers in measuring economic growth in Africa.

¢ Shouldn’t we estimate and measure our success in foreign aid?

Answer. In the old USAID we had an office called CDIE (the Center for Develop-
ment Information and Evaluation) which used impact evaluations to analysis aid
programs which used to be to gold standard in determining aid success internation-
ally. If CDIE said something was working other donors and international organiza-
tions change their approach. Over the years the office became less effective because
it was not staffed or funded properly. It used field based survey across countries
to interview people at the local level to see if aid programs were successful or not.

Question 4. You also state in your written testimony that the entire system of aid
oversight needs reform.

¢ What are your suggestions?

Answer. The last section of the essay “The Clash of the Counter-Bureaucracy and
Development” proposed a series of regulatory reforms.

Question 5. Mr. Natsios, you mention in your written testimony that since MCC
was created, we've expanded the list of indicators for country qualification for MCC
from 17 indicators to 20.

+ Are we overwhelming these developing countries with too many targets?

Answer. The more MCC, White House, or Congress increases the number of indi-
cators the less affect each will have as poor countries do not have the institutional
or organizational capacity to make that many changes to satisfy the demand for re-
form from donor governments. Few is better. As I indicated in my testimony the cor-
ruption indicator based on empirical evidence needs to be changed since it is the
most important indicator statutorily. However I don’t know many Senators and Con-
gressmen who are going to vote to change the corruption indicator even if it is im-
precise. The rule of law is a much better indicator, so perhaps the Committee could
consider combining a rule of law indicator with the existing corruption indictor.
That would help.

¢ Can you talk about which indicators should be prioritized the most?

Answer. The key to development is democracy and improved governance (done
properly over the long term) and the right policies which encourage investment and
trains and supports entrepreneurship. There are earmarks in the aid budget for the
U.S. government for everything under the sun, except for democracy and governance
programs and economic growth (they don’t have a lot of support in Washington and
they take too long to show results). What distinguishes highly advanced countries
from those which are poor and dysfunctional are the productivity, density, legit-
imacy, and resilience of institutions-public, private, and non-profit.

¢ In your view, does adding additional indicators hurt a prospective MCC coun-

try’s ability to focus their efforts?

Answer. More indicators will weaken the program. It is better to strengthen exist-
ing indicators or to update them, but not increase them.

Question 6. In the hearing, you briefly discussed the three types of aid programs:
performance-based, need-based, and national interest-based. Would you elaborate on
which programs you think are best suited for different types of aid needs? Which
type of program would you suggest for aid programs in Africa? Would those differ
than your suggestions for aid in South America or Eastern Europe?
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Answer. I am writing a book on foreign aid and have created a framework for
thinking about the distribution formulas for all of our aid programs. These distinc-
tions I mentioned at the hearing are part of that framework, but only part. The
USG also distributes aid to countries and through sectors based on (1) “future risk”
and (2) on funding levels of aid in the previous year which I call the “inertial for-
mula option.” Generally global health programs and humanitarian response funding
for programs to keep people alive in war zones, famines, and natural disasters
should be need-based because by their nature they mean life or death for millions
of people. The inertial distribution option is used when the disruption of existing
programs would take place if money was constantly be moved around for other rea-
sons. Determining national interest is not easily made and we generally leave that
to the State Dept. and Congress to determine as it is a rather ambiguous term and
funding levels are often a function of negotiation between the recipient country
which we wish to influence or support and the State or Defense Dept. The MCC,
agriculture programs, economic growth programs, and democracy and governance
programs should be performance-based because their success is determined by the
political will and past performance of the recipient country itself.

Question 7. You also mentioned aid funds coming out of the Economic Support
Fund (ESF), specifically for interested-based and strategic aid programs.
¢ Would you elaborate on the decision-making process used to determine that
funds should be pulled from that account?

Answer. During the Cold War the State Department had control over the pro-
gramming of ESF funding in countries where the USG had critical national inter-
ests narrowly defined. Our aid programs in Egypt, Israel, and Jordan, for example
were and still are paid for from that account. The State Dept. would transfer the
funds to USAID with guidance as to which country should get how much money and
set broad goals for the use of the funds. USAID controlled the Development Assist-
ance Account, the Global Health Account, and Disaster Relief (IDA account). That
discipline was lost so that now State effectively controls all of the accounts with the
F reorganization of aid and is intimately involved from Washington and from the
Embassies in how program decisions are made. Secretary Rice’s reorganization of
aid programming in 2006 and 2007 centralized aid funding decisions in the State
Dept., but made the USAID Administrator dual-hatted so he or she would also serve
as the Deputy Secretary of State for Foreign Assistance (a new position). That
meant the USAID Administrator controlled both USAID funding and State Dept.
aid programs. In 2009 Secretary Clinton separated the two positions-the USAID Ad-
ministrator was no longer dual-hatted and lost control of both the USAID budget
and programs and State Dept. aid programs. Effectively the State Dept. now con-
trols all aid programming.

¢ Why do interest-based aid programs now use International Disaster Assistance
(IDA) or Development Assistance (DA) funds rather than ESF funds?

Answer. When the President or Secretary of State makes an announcement of a
new program or pledges USG funds at an international pledging conference State
Dept. and OMB searches for ways to fund these new programs with existing re-
sources since getting money for aid budgets in an era of fiscal restraint (the Execu-
tive Branch has not proposed a new federal budget in how many years?) they look
to USAID budget to get the money by shutting down existing programs. When the
USG faces a crisis such as the civil wars in Syria or Iraq the State Dept. tries to
ﬁﬁld funding from existing accounts, once again they shut down aid programs to do
that.

In the old, more independent, USAID aid program during the Cold War programs
typically lasted 10 to 20 years (which is how long it takes to create functioning insti-
tutions). The Green Revolution in Asia, one of the most successful aid programs of
the 20th century that helped us win the Cold War and save at least 300 million
lives (some say a billion lives) took thirty years to implement. The construction of
12 Engineering Schools in India linked with 12 of the best Engineering Schools in
the U.S. was a 20 year USAID (and its predecessors) program (1951-1971). The
high tech revolution in India today is based in those Indian Engineering Schools.
It took 20 years to build them and strengthen them to be what they later became.
Many USAID officers have told me that now all programs are reviewed each year
since the State Dept. took control of the program and if they don’t show immediate
short term results funding is shut down and transferred to other more pressing
needs. Evidence from political science research shows that new democracies require
at least (and often more) 12-16 years to take root and mature. They cannot show
sustainable results in three, four or five years.

¢ Can you speak to the pros and cons of each of these different funding streams?
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Answer. The DA account was supposed to be for long term programs, while the
ESF was for short term programs. The distinction does not hold much weight any
longer.

Question 8. You alluded to an example where several mission directors, with their
ambassadors, affirmatively tried to stop a compact because their country so obvi-
ously didn’t qualify, and yet, were being considered to become candidate countries.

¢ Could you relay more information on this instance to me (if necessary, in a pri-

vate letter)?

Answer I will provide the information to you privately.

¢ To what extent does the MCC board interact with USAID country mission direc-
tors? With U.S. ambassadors?

Answer. While I was in office there was little interaction between either the MCC
board or the staff and USAID or the Embassies as Washington put out a cable
which prohibited us from working with the country governments on the MCC pro-
grams. In practice we ignored the cable and helped design some of the MCC country
programs because the countries themselves had no idea how to do it. Now I am told
there is much more interaction between USAID and the MCC, especially when State
tries to interfere in program management (particularly in the threshold programs)
which neither USAID nor MCC likes. It does confuse officials in the developing
countries to have a MCC Mission Director and a USAID Mission Director. More
broadly the diffusion of USG aid programs abroad is rather chaotic since the dif-
ferent U.S. agencies and federal departments don’t always give the same advice
(sometimes they contradict each other).

¢ In your opinion, should there be more interaction between these parties or less?
Answer. More not less.

RESPONSE TO ADDITIONAL QUESTIONS FOR THE RECORD SUBMITTED
TO DR. NANCY BIRDSALL BY MEMBERS OF THE COMMITTEE

Dr. Birdsall’s Response to Senator Corker

Question 1. To date, the MCC Board has approved second compacts for six coun-
tries. Second compacts should require more selectivity than justpassing the indica-
tors required in a first compact. In addition, one could certainly argue that with re-
spect to whether a second compactwill be granted, the candidate country should be
carefully judged on how well it has implemented the first compact.

¢ Do you agree with this view? What additional standards would you recommend
be considered before granting a second compact?

Answer. Countries should be judged on implementation of their first compact, but
second compacts should not “require more selectivity” for two reasons: (1) poverty-
reducing growth is vulnerable to global external conditions and seldom takes a
steady, simple path and (2) the scorecard is not a perfect measure of policy perform-
ance. Further, it is extremely difficult to pass the scorecard consistently over a pe-
riod of seven or more years, from the time that a country is first selected to when
it would be under consideration for a second compact. Only one country, Lesotho,
has passed the scorecard every year since 2004.

In addition to the scorecard, it also makes sense for a country to be judged on
the quality of the partnership during its first compact, including whether the part-
ner country government was committed to undertaking agreed-upon reforms and
worked to implement the compact expeditiously. MCC should be able to make these
qualitative judgments but should be clear about when a country excluded from sec-
ond compact consideration because of weak first compact implementation could be
reconsidered. There may be compelling reasons, such as a change in government,
why a country that was not a strong partner during a first compact could be consid-
ered for a second compact in the future.

MCC also looks for countries to exhibit positive “trends” on the corruption and
democracy hurdles when under consideration for a second compact. However, I be-
lieve the agency should exercise caution and not weigh these “trends” too heavily,
especially with respect to the corruption indicator. Changes in a given country’s
Control of Corruption score over a period of a few years are almost always small
and well within the wide margins of error. Such small changes do not reflect sub-
stantive shifts in climate or policy.
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¢ Do you think that second compacts should be required to address development
issues above and beyond what is addressed in a first compact? What develop-
ment challenges should second compacts address?

Answer. The focus of any compact should reflect the priorities of the partner coun-
try government, as informed by the constraints-to-growth analysis and other eco-
nomic analysis that helps the two parties select projects most likely to achieve re-
sults. Second compacts might seek further progress in a sector addressed in a first
compact if that sector remains a constraint to growth and has funding needs that
are a good match for MCC investments. In other cases, it could make sense for a
subsequent compact to focus on a different sector(s).

Question 2. The MCC indicators are an indispensable part of MCC’s operations.
However, the indicators are only as good as the data available and the specific mod-
els and statistics used to evaluate a candidate country’s success in meeting the indi-
cator goals.

¢ Are the current data sets and models adequate and appropriate and effective?
What changes to the indicators or the date used to support evaluations do you
recommend?

Answer. The data MCC uses are not perfect proxies of a country’s policy perform-
ance, but such indicators don’t exist. What’s important is that the agency retains
flexibility in how it interprets imprecise data. Therefore, while the best approach
would be for MCC to remove the hard hurdle from the Control of Corruption indi-
cator entirely, a second best approach would be to maintain the hard hurdle for ini-
tial selection (i.e. the first time a country is selected for a compact) but remove the
stringency for reselections i.e., during the period of compact development. MCC
should continue to monitor the partner country’s policy performance, but no single
indicator will do this job sufficiently once a partnership has started.While no statu-
tory change is required to enable MCC to make this change, the agency will need
support from members of Congress and other stakeholders in promoting the respon-
sible use of data. Rather than focusing on whether or not the agency observes its
hard hurdle rules to the letter, Congress can encourage MCC’s board to engage in
a nuanced dialogue about policy performance and help ensure that eligibility deci-
sions are made based on actual governance quality rather than mere data noise.

That said, the agency should continue to look for better indicators as data sources
change. MCC has been exploring options for alternative indicators and methodolo-
gies, especially alternative governance indicators. One new initiative that may help
is the Governance Data Alliance, a group of civil society, private sector, and donor
data producers, users, and funders committed to attaining more effective production
and use of governance data. (MCC helped convene the initial group.)

I recommend Congress request a report every two years from MCC that outlines
the agency’s efforts to seek alternative sources of data. Among the factors the agen-
cy must consider when determining appropriate indicators are country coverage,
regular periodicity, public availability from a third-party source, and broad enough
applicability for most countries. To illustrate the last point, membership in the Ex-
tractive Industries Transparency Initiative, while important, is more applicable to
some countries than others. Beyond those basic criteria, another characteristic of in-
terest could be a greater focus on outcomes (e.g., percentage of electricity generated
that is paid for, percent of vaccines delivered vs. paid for).

Question 3. In the hearing, you mentioned that there are many countries that
may have pockets of wealth but also pockets of extreme poverty. There may coun-
tries that are badly governed but with pockets of well-governed regions within the
country.

¢ What are your views on sub-national compacts? For example, should MCC be

allowed to grant a sub-national compact if the economic rates of return are good
and the local or regional entity receiving the compact is well-governed, even
though the nation as a whole may not pass the MCC test either on the indica-
tors at a national level or because the country is “too rich” at the national level?

Answer. In some cases sub-national compacts could make sense. Changing the
definition of candidacy—to include countries with median consumption below $10
per day, for instance—would set the stage well for sub-national compacts in certain
countries that have large pockets of poverty. Sub-national or geographically focused
compacts in these countries could make sense.

However, the logic of a sub-national investment depends on the sector. Investing
sub-nationally in a sector in which the national government can intervene may not
make sense. For example, a sub-national compact relating to municipal water and
sanitation using an outcomes-based aid approach might make sense so long as the
central government has no ability to limit tariffs.
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¢ What are the dangers or problems with such an approach?

Answer. There are some practical questions and considerations about how the
agency might pursue sub-national compacts:*

How would MCC pick sub-national regions? MCC has long stressed the
importance of using high-quality, transparent, and broadly comparable
third-party data to evaluate countries for eligibility. This type of informa-
tion does not exist for sub-national units within most developing countries-
and certainly not for sub-national units across countries. This is less of a
restriction for countries that pass the (national-level) scorecard. In those
cases, MCC could plausibly work with sub-national units that express inter-
est. However, to the extent that MCC might work in well-governed pockets
of countries that do not pass the national-level scorecards, selecting where
to work in a transparent, comparative way would be more difficult. For ex-
ample, neither Nigeria nor Kenya pass the scorecard but could have rel-
atively well-governed sub-national units. However, it would be hard for
MCC to systematically and impartially compare policy performance among
36 Nigerian states. Comparing the performance of these states to counties
in Kenya-or to sub-national units in countries that do pass the scorecard-
could be even more complex.

Sectors are limited. MCC compacts are all accompanied by certain policy
and regulatory changes that the partner government agrees to undertake.
The success of MCC’s investment is contingent upon the partner govern-
ment’s contribution in these areas. Because of this, it would be important
for sub-national compacts to focus in sectors in which the sub-national gov-
ernment has jurisdiction and the national government is uninvolved.

Question 4. There appears to be a growing trend whereby certain countries have
been cracking down on international civil society NGO’s through politically moti-
vated investigations or registration laws. These actions appear designed to chill the
activities of these civil society groups or drive them out altogether. It would be inap-
propriate to provide a compact to a candidate country that is unduly persecuting
civil society.

¢ Should Congress consider adjusting the indicators to include an evaluation of

the enabling environment for civil society in a candidate country?

Answer. There is no need to do so. The current democracy hard hurdle requires
countries to pass either the Political Rights or Civil Liberties indicators. In practice,
most countries that pass one also pass the other. In FY 2016, 74 out of 81 MCC
candidate countries (91%) either pass both or fail both. The current Civil Liberties
indicator includes an assessment of freedom for nongovernmental organizations.
However, MCC should be open to changes to the indicators should better ones
emerge. For the agency to be able to make such changes it is important that its
flexibility to do so be preserved.

¢ Should the MCC develop internal reporting requirements so that the MCC
Board, before approving a country compact, is fully informed and in a position
to evaluate whether the candidate country has been taking actions intended to
discriminate and discourage civil society groups from engaging in legitimate
democratic development?

Answer. This would be a reasonable piece of supplemental information for MCC
to provide its board before asking it to make a decision about compact eligibility or
compact approval.

ADDENDUM

(1) As I indicated during my testimony, I wanted to provide additional details on
the history of country selection without complete fidelity to the scorecard and to the
scorecard-related challenges faced by countries who suddenly graduate to a new in-
come category.

Only two countries have ever been newly selected for compact eligibility despite
not passing MCC’s scorecard. This happened with Georgia on two occasions and
with Mozambique once. Georgia and Mozambique were each among the initial
tranche of countries selected for MCC compact eligibility in May 2004. In both cases,
MCC was aware of substantial reform efforts that had taken place in the months
since the data reflected on the scorecard were collected, and the agency was con-

1Rose, Sarah. 2014. Regional and Sub-National Compact Considerations for the Millennium
Challenge Corporation. Washington, DC: Center for Global Development. http:/www.cgdev.org/
publication/regional-and-sub-national-compact-considerations-millennium-challenge-corporation
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vinced that both countries would fully meet the scorecard criteria in the near future.
On this count the agency was right-Georgia passed by 2007, Mozambique by 2006.
Since the agency’s first selection round in 2004, MCC has been more inclined to wait
until existing reform efforts are reflected in the scorecard’s indicators before select-
ing a country. The only exception has been Georgia again, which was selected in
FY11 for a second compact despite not passing the scorecard. In this case, the coun-
try fell short by one indicator in the “Investing in People” category, but the data
did not reflect significant policy concerns. Specifically, the Immunization Rates indi-
cator was affected by a temporary shortage of a vaccine but was expected to rebound
the following year.

While MCC certainly faces political pressures, the agency’s record on country eli-
gibility overwhelmingly suggests the prioritization of policy performance over poli-
tics as the main and necessary criterion for selection. (2) During my testimony, I
also noted that countries (for example, Moldova) occasionally have not been consid-
ered for second compacts because they graduate to lower middle income and no
longer pass the corruption hurdle in this tougher group, though there is not evi-
dence of a substantial deterioration in performance. The broader point here is that
the hard hurdle on corruption can lead to decisions that make little sense for devel-
opment. MCC should be able to select for a second compact those countries that
have demonstrated good partnership during the first compact and have not had a
meaningful policy deterioration. A just-below-the-median score on an imprecise indi-
Cﬁtor and/or graduation to the lower middle income category do not reflect such a
change.

(2)During my testimony, I also noted that countries (for example, Moldova) occa-
sionally have not been considered for second compacts because they graduate to
lower middle income and no longer pass the corruption hurdle in this tougher group,
though there is not evidence of a substantial deterioration in performance. The
broader point here is that the hard hurdle on corruption can lead to decisions that
make little sense for development. MCC should be able to select for a second com-
pact those countries that have demonstrated good partnership during the first com-
pact and have not had a meaningful policy deterioration. A just-below-the-median
score on an imprecise indicator and/or graduation to the lower middle income cat-
egory do not reflect such a change.

Dr. Birdsall’s Response to Senator Cardin

Question 1. In your testimony you highlighted the need for a better definition of
poverty for country candidacy. How would you envision MCC operating in countries
that currently exceed MCC’s GNI per capita ceiling, but still have widespread pov-
erty? Which metric do you feel best captures poverty for MCC’s purposes?

Answer. Median consumption is a promising choice. The indicator is a better re-
flection of people’s well-being because it excludes government spending (on defense,
for example) and public and private investment except as they affect household in-
come; and because unlike the average or mean measure, it corrects for the skewness
in the income distribution of virtually all countries, and thus reflects well typical
individual material well-being in a country.! While median consumption is not
available for every country, the agency could sidestep any gaps in data by layering
median consumption on top of the current GNI per capita measure. Countries that
fall below either threshold—it might be $10 a day for median consumption and it’s
currently $4,125 GNI per capita—would comprise the potential candidate pool.

Question 2. The MCC legislative mandate is to lessen poverty through economic
growth. In your view, are sufficient funds being provided to each country to make
a significant difference in their poverty levels?

Answer. The fundamental question here is whether MCC support, in the form of
funding but also through dialogue and negotiation, reinforces good policies in a
country. Ultimately, it is the countries’ policies that really matter when it comes to
spurring poverty-reducing growth.

Question 3. What are your recommendations for reforming the control of corrup-
tion indicator? In your view, what is the best way to measure and hold countries

1Birdsall, Nancy and Christian Meyer. 2014. The Median Is the Message: A Good-Enough
Measure of Material Well-Being and Shared Development Progress. Washington, DC: Center for
Global Development. http://www.cgdev.org/publication/median-message-good-enough-measure-
material-well-being-and-shared-development-progress
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accountable for tackling corruption while simultaneously providing MCC the flexi-
bility to interpret data in the context of on-the-ground realities?

Answer. MCC’s authorizing legislation outlines the kinds of policy areas the agen-
cy should consider when making eligibility determinations, but it does not specify
which indicators should be used, nor does it describe how they should be inter-
preted. As a result, the agency has both good guidance and necessary flexibility in
choosing and interpreting indicators. The agency needs support from Congress to
utilize this combination in a way that reflects on-the-ground realities, while resist-
ing what are sometimes short-term pressures from political and advocacy groups.

Unfortunately, all existing composite measures and indices lack an objective basis.
Research conducted by the Center for Global Development, Hating on the Hurdle
and Focus on Policy Performance: MCC’s Model in Practice explain in detail the cur-
rent Control of Corruption indicator’s limitations and why using it as a “hard hur-
dle” that countries are required to pass is problematic.2

It is especially problematic for decisions around continuing partnerships. There’s
some justification for using Control of Corruption as a hard hurdle for initial selec-
tion into MCC eligibility because it provides a transparent basis for those decisions.
However, once selected to begin a partnership, countries must be reselected each
year while developing a compact, a process that usually takes 2-3 years. Applying
the hard hurdle to countries during this stage does not make sense since countries
can move from passing to failing for non-substantive reasons like small score move-
ments within the margin of error or shifting from the low income group to the more
competitive lower middle income group. Curtailing an ongoing relationship with a
country that has had no real deterioration in policy performance because of its score
on an imprecise indicator threatens MCC’s credibility as a reasonable and rational
development partner.

Therefore, while the best approach would be for MCC to remove the hard hurdle
from the Control of Corruption indicator entirely, a second best approach would be
to maintain the hard hurdle for initial selection (i.e. the first time a country is se-
lected for a compact) but remove the stringency for reselections i.e., during the pe-
riod of compact development. MCC should continue to monitor the partner country’s
policy performance, but no single indicator will do this job sufficiently once a part-
nership has started.

See response to question 4e on other ways to measure corruption.

Question. In his written testimony, Mr. Natsios suggested that given the limita-
tions of the underlying data behind the control of corruption indicator, the hard hur-
dle for candidate countries should be replaced with the rule of law indicator.

a. How does the data quality between these two indicators compare?

Answer. The Control of Corruption indicator and the Rule of Law indicator are
part of the same Worldwide Governance Indicators series, produced by the World
Bank Institute and Brookings Institution. The aggregation methodology is the same,
as are many of the underlying sources, so the quality of the two measures should
be considered essentially the same.

b. How quickly does each indicator respond to policy reforms or other on-the-
ground changes?

Answer. Neither indicator is particularly actionable. This is due, in part, to the
breadth of topics each one covers. Rule of law, for instance, measures the extent of
violent and organized crime, trust in police, contract enforceability, the independ-
ence and efficiency of the judicial process, private property protection, and intellec-
tual property rights protection. Even substantial reform in one of these areas may
not have an outsized effect on the indicator because it encompasses so many compo-
nents.

The indicators also measure things that are slow to change in a meaningful, insti-
tutionalized way. Further, I would caution that highly-responsive measures of cor-
ruption or rule of law may not be particularly desirable. For instance, it would not
necessarily be helpful for a country to see a markedly improved score upon the es-
tablishment of an anti-corruption commission when it then takes years to assess
whether or not it will be an effective, funded, and permanent institution.

2Dunning, Casey, Jonathan Karver, and Charles Kenny. 2014. Hating on the Hurdle: Reform-
ing the Millennium Challenge Corporation’s Approach to Corruption. Washington, DC: Center
for Global Development. http:/www.cgdev.org/publication/hating-hurdle-reforming-millennium-
challenge-corporations-approach-corruption Rose, Sarah and Franck Wiebe. 2015. Focus on Pol-
icy Performance: MCC’s Model in Practice. Washington, DC: Center for Global Development.
http://www.cgdev.org/publication/focus-policy-performance-mccs-model-practice
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There was concern expressed at the hearing that because the Control of Corrup-
tion indicator measures perceptions it can be easily influenced by “marketing” or
campaigning by the government. However, since the indicator aggregates a number
of different types of perceptions-up to around 20 sources of expert assessments,
firm-level surveys, and citizen-level surveys-the data are not particularly sensitive
to that kind of activity. This aggregation is a useful characteristic, but it is another
reason why the data are slow to move-the perceptions of many, both inside and out-
side the country, are unlikely to turn on a dime.

c. Is simply swapping one indicator for another in this sense the best way to
incentivize potential candidate countries to tackle corruption?

Answer. Ultimately, this indicator’s purpose is less about incentivizing anti-cor-
ruption measures and more about avoiding putting money into countries that will
not use it well. No amount of outside funding is likely to influence whether or not
a government “chooses” corruption. In fact, a study by AidData and the College of
William and Mary found that, in general, donors’ or international non-governmental
organizations’ “scorecards,” rankings, and other policy assessments that focus on
countries’ political governance have little influence over countries’ policy choices.3

d. Do you feel making this statutory change would preserve the intent of provi-
sion while simultaneously allowing MCC sufficient flexibility to balance the in-
dicator score with the sometimes conflicting realities that are observed on the
ground?

Answer. It is extremely important for MCC to have the flexibility to balance

scores with sometimes conflicting realities.

The statute does not mandate the corruption indicator serve as a hard hurdle, so
no statutory changes are necessary to ensure the agency maintains this flexibility.
But members of Congress and other stakeholders can help by promoting responsible
use of data by MCC and its board. Rather than focusing on whether or not the agen-
cy observes its hard hurdle rules to the letter, stakeholders with an understanding
of the strengths and weaknesses of the indicators can encourage MCC’s board to en-
gage in a nuanced dialogue about policy performance and help ensure that eligibility
decisions are made based on actual governance quality rather than mere data noise.

e. Have you identified alternative measures of corruption that could be adopted
in place of the current metric, for example, Transparency International’s Cor-
ruptions Perception Index? If so, what are the advantages and disadvantages
of each?

Answer. No indicator is precise enough to act as a hard hurdle. The better ones
are composites and are transparent about the standard errors of all components
across countries (the current Control of Corruption indicator is one of these). Using
a hard hurdle around the median for any corruption indicator is fraught, especially
when many countries are concentrated around median, as is currently the case.

My understanding is that MCC has been exploring options for an alternative cor-
ruption indicator. One new initiative that may help is the Governance Data Alli-
ance, a group of civil society, private sector, and donor data producers, users, and
funders committed to attaining more effective production and use of governance
data. (MCC helped convene the initial group.)

I recommend Congress request a report from MCC every two years that outlines
the agency’s efforts to seek alternative sources of data. Among the factors the agen-
cy must consider when determining appropriate indicators are country coverage,
regular periodicity, public availability from a third-party source, and broad enough
applicability for most countries. To illustrate the last point, something like member-
ship in the Extractive Industries Transparency Initiative, while important, is more
applicable to some countries than others. Beyond those basic criteria, another char-
acteristic of interest could be a greater focus on outcomes (e.g., percentage of elec-
tricity generated that is paid for, percent of vaccines delivered vs. paid for).

f. Would a hybrid of the control of corruption indicator and the rule of law indi-
cator be practical and more informative for MCC’s country selection?

Answer. Both are areas that merit measurement and inclusion on MCC’s score-
card. But while a potential future indicator could combine some aspects of the two
thematic areas, combining the two existing indicators would yield little benefit or
additional information because the two are highly correlated. For the most recent
year’s data the correlation between the two indicators is 0.93 across all 215 coun-

3 AidData and William & Mary Institute for the Theory & Practice of International Relations.
2015. The Marketplace of Ideas for Policy Change. Williamsburg: AidData. http:/aiddata.org/
marketplace-of-ideas-for-policy-change. See also, http://www.cgdev.org/blog/dive-new-data-mcc-ef-
fect.
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tries and 0.83 for just the set of low and lower middle income countries MCC as-
sesses.

g. Would you recommend any statutory changes to allow more flexibility in the
application of the control of corruption indicator?

Answer. The current statute provides flexibility in the interpretation of the con-
trol of corruption indicator. MCC specifies use of the hard hurdle in its annual selec-
tion methodology report. In the past, the agency has fallen under pressure from
Congress and others to maintain strict observance of the hard hurdle interpretation.
Congress should ask for regular reports on how MCC is measuring corruption (see
4e above), as an alternative to inappropriate “hard hurdle” approach.

h. Would you support Mr. Natsios’ suggestion to adopt the rule of law indicator
in place of the control of corruption indicator?

Answer. A measure of both rule of law and control of corruption have their place
on MCC’s scorecards. Neither should serve as a hard hurdle. Shifting the hurdle
from Control of Corruption to Rule of Law would not eliminate the core problem of
the indicator being too imprecise to warrant rigid interpretation.

ADDENDUM:

(1) As I indicated during my testimony, I wanted to provide additional details on
the history of country selection without complete fidelity to the scorecard and to the
scorecard-related challenges faced by countries who suddenly graduate to a new in-
come category.

Only two countries have ever been newly selected for compact eligibility despite
not passing MCC’s scorecard. This happened with Georgia on two occasions and
with Mozambique once. Georgia and Mozambique were each among the initial
tranche of countries selected for MCC compact eligibility in May 2004. In both cases,
MCC was aware of substantial reform efforts that had taken place in the months
since the data reflected on the scorecard were collected, and the agency was con-
vinced that both countries would fully meet the scorecard criteria in the near future.
On this count the agency was right—Georgia passed by 2007, Mozambique by 2006.

Since the agency’s first selection round in 2004, MCC has been more inclined to
wait until existing reform efforts are reflected in the scorecard’s indicators before
selecting a country. The only exception has been Georgia again, which was selected
in FY11 for a second compact despite not passing the scorecard. In this case, the
country fell short by one indicator in the “Investing in People” category, but the
data did not reflect significant policy concerns. Specifically, the Immunization Rates
indicator was affected by a temporary shortage of a vaccine but was expected to re-
bound the following year.

While MCC certainly faces political pressures, the agency’s record on country eli-
gibility overwhelmingly suggests the prioritization of policy performance over poli-
tics as the main and necessary criterion for selection.

(2) During my testimony, I also noted that countries (for example, Moldova) occa-
sionally have not been considered for second compacts because they graduate to
lower middle income and no longer pass the corruption hurdle in this tougher group,
though there is not evidence of a substantial deterioration in performance. The
broader point here is that the hard hurdle on corruption can lead to decisions that
make little sense for development. MCC should be able to select for a second com-
pact those countries that have demonstrated good partnership during the first com-
pact and have not had a meaningful policy deterioration. A just-below-the-median
score on an imprecise indicator and/or graduation to the lower middle income cat-
egory do not reflect such a change.
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