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COMPIROLLER GENERAL OF THE UNITED STATES 
WASHI NQTON D.C. 1QHI) 

B-211263 

The Honorable Dante B. Pascell 
Acting Chairman, Committee on Foreign Affairs 
House of Representatives 

Dear Mr. Chairman: 

In response to interest expressed by your Committee, we 
reviewed Economic Support Fund (ESF) assistance to the Philip- 
pines. The study examined (1) the progress and constraints in 
implementing the ESF program and (2) the implications of current 
program experience for future ESF assistance. 

ESF, which finances assistance to countries where the 
~ United States has special strategic interests, was initiated in 

the Philippines as a result of the 1979 amendment to the Philip- 
pines-united States Military Bases Agreement of 1947. In 
support of that agreement, the United States pledged $200 mil- 
lion in ESF aid over 5 years, beginning with fiscal year 1980. 
As of Januarv 1984, $200 million had been appropriated and 
obliqated. The program is administered by the Agency for 
International Development (AID). 

Consistent with commitments to the Congress, the aid has 
been used to finance seven development projects. Projects 
include ones specifically focused on the areas surrounding the 
military bases as well as those responding to Philippine 
national priorities. 

Composition of the program reflects U.S. political con- 
cerns-- the desire for visible activities and rapid disbursement 
of the aid--as well as administrative concerns, that is, the 
need to administer the program with limited AID staff while 
maintaining adequate control over the assistance. 
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Procedures have been devised to relieve AID of staff- 
intensive management tasks. Significant responsibility for 
day-to-day management of the program has been delegated to the 
Philippine Ministry of Human Settlements, headed by Imelda 
Marcos, wife of Philippine President Ferdinand Marcos. 

Partially because the 1978-79 negotiations did not address 
key program issues, considerable problems were encountered in 
developing the program. A lead Philippines Government agency to 
work with AID in programming the ESF was not designated until 
May 1980, nearly l-1/2 years following the conclusion of the 
negotiations. Disagreements between the U.S. and Philippine 
Governments over whether the ESF aid was to be programmed in 
accordance with the normal AID procedures, also had to be 
resolved. This latter disagreement stemmed from differing U.S. 
and Philippine Government views on the purposes of the aid. 

Additional difficulties in program development included 
(1) conflicting directions to the AID mission from AID headquar- 
ters concerning appropriate uses of the assistance and (2) prob- 
lems in determining the extent to which the aid would be used to 
develop the base lands returned to Philippine jurisdiction under 
the 1979 agreement. These problems limited the time available 
for program development. 

Additional ESF assistance for the Philippines is planned as 
a result of the June 1, 1983, Memorandum of Agreement on U.S. 
access to military facilities, negotiated by the Department of 
State. In support of that agreement, the President pledged his 
best efforts to obtain appropriations for $475 million in ESF 
aid over the 5 years beginning with fiscal year 1985. 

To avoid a repetition of the problems encountered in imple- 
menting the current program, we believe that several key issues 
need to be resolved as early as practicable. These include (1) 
clarification of the purposes and uses of the aid; (2) designa- 
tion of the lead Philippine Government agency or agencies for 
programming the assistance; and (3) determination of the type of 
ESF aid. Various types of ESF aid are possible including proj- 
ect aid, as is now provided, and nonproject aid. Nonproject aid 
can be provided through cash transfers, commodity import financ- 
ing, or sector assistance. Additional details on these issues 
are presented in the attached appendix. 

OBJECTIVES, SCOPE AND METHODOLOGY 

In order to examine the implementation of the current 
(fiscal year 1980 to 1984) ESF program and to analyze the impli- 
cations of the current program for future ESF assistance, we 
developed data from records of the Department of State, the 
Agency for International Development, and the Department of the 
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Treasury. Discussions were also held with officials of these 
agencies in Washington, D.C. and the Philippines. The Depart- 
ment of State provided us an oral briefing in lieu of documents, 
due to the sensitivity of the negotiations, on matters pertain- 
ing to (1) the 1983 negotiations: (2) the programming of future 
ESF aid; and (3) the current ESF program when such documents 
also contained references to the 1983 negotiations. Our field- 
work was conducted from February 1983 to July 1983. As agreed 
with your office, official agency comments were not obtained. 
The draft report was, however, discussed with AID and Department 
of State officials. Except as noted above, this review was 
conducted in accordance with generally accepted government audit 
standards. 

Copies of this report are being forwarded to appropriate 
House and Senate committees; the Director, Office of Management 
and Budget; the Administrator, Agency for International Develop- 
ment; and the Secretary of State. 

Sincerely yours, 

Comptroller General 
of the United States 

t;AO note: This is the unclassified version of our report 
Economic Support Fund Assistance to the Philippines. 
Classified sections of the original report have been 
modified or deleted to permit issuance-in unclas- 
sified form. In addition, sections of the original 
report discussing the fiscal year 1984 program and 
the Philippines economic situation have been updated. 
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APPENDIX I 

ECONOMIC SUPPORT FUND ASSISTANCE 
TO THE PHILIPPINES 

INTRODUCTION 

Aqreement amending the Philippines-U.S. Military Bases 
Aqreement of 1947 was reached on January 7, 1979. In support of 
that agreement, the United States pledged its best efforts to 
obtain congressional appropriations for $500 million in security 
assistance. The $500 million compensation ackage included 
$200 million in Economic Support Fund (ESF) 7 aid in addition to 
$250 million in Foreiqn Military Sales Credits and $50 million 
in qrant Military Assistance; the aid was to be provided over 5 
years, from fiscal year 1980 to 1984. 

As of January 1984, S200 million in grant ESF aid had been 
appropriated and obligated. ESF is authorized by Chapter.4, 
Part II, of the Foreign Assistance Act of 1961, as amended (22 
U.S.C. S2346 et seq.). - 

The Military Bases Agreement 

The Military Bases Agreement of 1947 affirmed U.S. access 
to military bases in the Philippines. The 1979 amendment to the 
Military Bases Aqreement recognized Philippine sovereignty over 
the bases while providing for continued, unhampered U.S. access 
to the military bases, which include Clark Air Base, Subic Bay 
Naval Base and other facilities. Amonq other provisions, the 
amended Aqreement also provided for the return of some of the 
base lands--largely in the area of Clark Air Base--to Government 
of the Philippines (GOP) jurisdiction. The exchanqe of letters 
amending the aqreement also took note of the "economic and 
social conditions in the areas surrounding the bases" and 
expressed "joint interest in developinq programs designed to 
upgrade them." Moveover, a letter from the Secretary of State in 
support of the 1979 amendment provided for U.S. consideration of 
assistance for the areas surrounding the bases and for utiliza- 
tion of the returned base lands. The 1979 amendment also estab- 
lished a procedure for a 5-year review of the Aqreement. 

The 5-year review concluded on June 1, 1983, with a Memor- 
andum of Agreement. In support of that agreement, the President 
pledged his best efforts to obtain appropriations of $900 mil- 
lion in assistance in the following categories: 

--Economic Support Fund Assistance..........$475 million 

--Foreign Military Sales Credits............$300 million 

--Military Assistance . . . . . . . . . . . . . . . . . . . . . ..$125 million 

1 ESF was then known as Security Supporting Assistance. 
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The assistance is to be provided over 5 years, beginning in 
fiscal year 1985. In a change from the prior package, conces- 
sional financing terms are proposed for the Foreign Military 
Sales Credits. ESF and Military Assistance will be continued on 
a grant basis. 

Economic assistance to the Philippines 

Initiation of ESF aid marked a new dimension in the U.S.- 
Philippines economic assistance relationship. U.S. economic 
assistance to the Philippines dates back to the 1940s. The pri- 
mary component of U.S. aid efforts to the Philippines was, in 
the years immediately preceding the 1979 amendment, Development 
Assistance (DA) aid. As shown below food aid has also been pro- 
vided. 

U.S. ECONOMIC ASSISTANCE TO THE PHILIPPINES 
(in millions of U.S. dollars) 

Fiscal Year 

1978 1979 1980 1981 1982 1983 1984 
- -- - - - ( proposed ) 

ESF Assistance $ - $ - $20.0 $30.0 $ 50.0 $50.0 $50.0 
Development 

Assistance 52.8 42.6 39.7 38.5 39.4 36.8 40.0 
Food Aid 21.7 25.1 20.0 24.0 12.6 a10.0 7.8 - -- 

Total $74.5 $67.7 $79.7 $92.5 $102.0 $96.8 $97.8 --- ~ 4 

aEstimated. 

Consistent with understandings reached in negotiations, DA 
levels have remained stable since 1980; ESF aid was intended as 
additional resources and not as a substitute for DA aid. 

While both ESF and DA finance economic aid in support of a 
recipient country’s development, legislative provisions govern- 
ing the purposes and uses of the aid differ. The authorizing 
legislation declares that the principal purpose of DA is to 
address the critical problems facing the poor majority in devel- 
oping countries. Key DA priorities established by the legisla- 
tion include agriculture and rural development, education and 
human resource development, population, health, and energy. DA 
is generally provided through projects which finance discrete 
activities in these priorities. 

ESF finances assistance to countries in which the United 
States has special strategic interests. Greater flexibility 
exists in the use of ESF aid. while the authorizing legislation 
provides that the policy qoverning DA be taken account “to the 
maximum extent feasible” in planning ESF assistance, ESF is not 
limited to the priorities set for DA. Moreover, while ESF can 
be provided through projects, nonproject modes are commonly used 
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althouqh not, thus far, in the Philippines program. Nonproject 
modes include cash transfer for balance-of-payments or budget 
support, commodity import financing, and sector assistance which 
provides cash transfer or commoditv import support for a dis- 
crete program. 

Roth ESF and DA are administered on the U.S. side by the 
Aqency for International Development (AID). As is the practice 
with most bilateral assistance programs, AID maintains a mission 
in the Philippines to administer the assistance program. 

On the Philippines side, the Management Advisory Committee, 
comprised of the heads of eight GOP ministries, was established 
to advise the President on use of the ESF aid. A Secretariat to 
the Committee was created within the GOP Ministry of Human 
Settlements (MHS); the Secretariat is responsible for day-to-day 
management of the program. The lead agency responsible for 
coordinating the DA program is the National Economic and Devel- 
opment Authority (NEDA). The role of the MHS Secretariat 
differs significantly from that of NEDA. The MHS Secretariat, 
with a staff of about 75 people, exists almost exclusively to 
administer the ESF proqram. AID works with the Secretariat in 
identifyinq and desiqninq projects which are then implemented by 
a variety of GOP aqencies. The Secretariat also has an active 
role in supervisinq project implementation. While NEDA has lead 
responsibility for identifyina priorities for DA funding, a 
separate staff does not exist to administer the DA program and 
AID works directly with various GOP aqencies in developinq and 
implementinq DA projects. 

ESF aid funds development projects 

The $200 million in ESF aid is being used to support seven 
development projects. Projects include ones specifically 
focused on the areas surrounding the bases as well as those 
responding to Philippine national priorities. Three of the 
seven projects or about 64 percent of the $200 million is 
directed to the base areas. The ESF-financed projects are 
described below. 

Elementary School Construction financed construction of 
+95 typhoon-resistant schools throughout the Philippines. The 
project was selected because school construction was a tried and 
proven activity, which could be designed and implemented 
quickly, and which responded to a recoqnized development need. 

Project Design finances the operating expenses of the MHS 
Secretariat responsible for coordinatinq the ESF proqram as well 
as technical assistance and pilot projects. Major pilot activi- 

sties funded thus far include a $2 million rural energv technical 
~ assistance project and a $1 million shelter materials activity. 

Rural Energy supports the development of renewable energy 
resources by financinq (1) construction of three wood-fired 
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power plants; (2) development of tree farms and charcoal produc- 
tion units; and (3) modification of diesel-driven irriqation 
pumps with the addition of wood-burning gasifier units. This 
8-year program grew out of the DA proqram; it is more capital- 
intensive than projects typically funded under DA. 

Philippines Markets finances construction and rehabilita- 
tion of public markets used by private entrepreneurs, producers 
and consumers in selected growth centers. Funding for this 
activity was seen as responsive to the agenda of MHS's National 
Livelihood Movement, a program intended to help development of 
more productive rural enterprises. 

Municipal Development Fund finances local development proj- I i ects in municipalities and cities2 most directly affected by 
the presence of U.S. military facilities. The project is one of 
the primary efforts directed at improving livinq conditions in 
the areas surrounding the military bases. 

Regional Development Fund also provides assistance to areas 
adjacent to the bases by financinq (1) development projects in 
the six provinces making up Region III, the region where Clark 
Air Force Fase and Subic Rav Naval Hase are located; and (2) 
assistance to squatters residing alonq the perimeter of U.S. 
military facilities or within the reverted base lands. Communi- 
ties eliqible for assistance include the 106 municipalities in 
Region III which are not covered under Municipal Development. 

Early in fiscal year 1984, the Regional Development project 
was modified. Besides financing assistance to areas adjacent to 
the bases, the revised project funds nationwide construction of 
rural roads and elementary schools. Fiscal year 1984 funding 
has been increased from $20 million to $50 million. The 
increased funding and geographic expansion of the project will 
facilitate rapid implementation and thus, early disbursement of 
the full $SO million in fiscal year 1984 funds. Accelerating 
disbursement of the aid was seen as desirable in light of a 
deterioration in the Philippine's balance-of-payments and 
budgetary position. 

Clark Access Road and Feeder Roads finances construction of 
an access road within a portion of the Clark returned base lands 

2 The Philippines is divided into 13 administrative reqions. 
Each reqion is comprised of provinces and cities which, 
while physically located within provinces, operate indepen- 
dently of provincial qovernments. Provinces are subdivided 
into municipalities which operate under the jurisdiction of 
provincial qovernments. Nationally, there are 72 pro- 
vinces, 1,500 municipalities, and 60 cities. 
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as well as feeder roads and soil and water conservation activi- 
ties along the road. Construction of the road is the sole acti- 
vity thus far approved which focuses on development of the 
returned lands. 

Funding for these projects is shown below. 

ESFPIUUFCFFUNDING 
(in millions of dollars) 

------Cbligations---- 

ElementarySchool 
Construction 

Project Design 
Clark Acoess and 

Feeder Roads 
Municipal Developnent 

Fund 
Regional Develapnent 

Fund 
Philippine Markets 
Rural Energy 

lcbtal 

"In October 1983, AID 
1984 program. Prior 

mtal l&I 1K 
FY FY FY 

1982 1983 1984 Y-P-Y 

Cumulative 
Disbursements 
as of 9/l/83 

$18.0 $18.0 $ - $ - $ - $ - $18.0 
7.0 2.0 3.0 2.0 - - 3.2 

5.0 5.0 - - - 1.3 

68.0 22.0 13.0 20.0 

20.0 15.0 a50.0 
4.0 8.0 

11.0 7.0 ----- 

16.2 

55.0 
21.0 
26.0 

12.5 
1.7 
4.0 

$200.0 $Z $2 $50& $50.0 $50.0 
- - 

$56.9 
- 

notified the Congress of revisions in the fiscal year 
to this revision, the planned program called for 

$13 million for Municipal Development, $20 million for Regional Develapnent, 
$9 million for Philippine Markets, and S8 million for Rural Energy. 

Political, economic and administrative 1 concerns shape program composition 

A variety of concerns shaped the decision to provide the 
aid through projects and defined the kind of projects funded. 
Key concerns included economic, political, and administrative 
issues. 

Development goals shape composition 

Understandings were reached between the Congress and execu- 
tive branch that the program should, like Development Assis- 
tance, be oriented to addressing the basic human needs of the 
people. In addition, understandings reached with the GOP pro- 
vided that a portion of the aid be targeted on the base areas. 
Project assistance was seen by AID as the most appropriate mode 
for achieving these dual objectives. Nonproject assistance is 
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generally used for balance-of-payments or budgetary support and 
is more difficult to focus on a particular geographic region. 

Political concerns influence program 

In addition to the understanding on the base areas, the 
political framework led to a concern with rapid disbursement of 
the aid and visibility of the assistance. Rapid disbursement of 
the aid was a concern for several reasons. First, the GOP per- 
ceived the aid as rent for the use of the bases, and as such 
that the funds should be transferred in the year for which they 
were obligated. Second, the United States was concerned that 
disbursement of the assistance provided under the 1979 Amendment 
would be an issue in the review of the agreement which began in 
1983. The United States thus saw it as desirable that a signi- 
ficant portion of the $200 million ESF package be disbursed by 
this time. Concern with disbursement of the ESF aid was 
accentuated by slow disbursement of the military aid portion of 
the compensation package. The $500 million package included, in 
addition to ESF, $50 million in grant military aid and $250 mil- 
lion in Foreign Military Sales Credits. Because of the rela- 
tively high interest rates applying to Foreign Military Sales 
loans, and the critical balance-of-payments situation confront- 
ing the Philippines, these credits were being drawn down at a 
very slow rate. 

The concern with rapid disbursements and implementation 
~ influenced the selection of projects. In particular, infra- 
~ structure construction projects as well as activities which 
~ could be implemented through GOP agencies familiar with AID pro- 
~ cedures were emphasized. 

Disbursements were also accelerated through the use of 
unusual cash disbursement procedures. Dollars are transferred 
annually to cover local currency (Philippine peso) obligations 
over the following year! the GOP obtains full use of the dollars 
and makes the local currency available as it is needed.3 Under 
normal procedures, dollar disbursements are made to fund project 
inputs as they are required, with go-day advances applying, or 
are disbursed as agreed-on performance targets are achieved. 

3 An AID Inspector General report (No. 2-492-82-12) on the 
School Construction and Project Design projects identified 
problems in financial procedures. As a result of the 
audit, the offices of the Inspector General, General Coun- 
sel, Controller and other AID management are reviewing the 
procedures. The key remaining issue concerns accountabil- 
ity procedures for use of local currency. Because of the 
attention directed to this issue, we did not attempt to 
assess disbursement procedures. 
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visibility of the assistance was also a key concern. The 
United States viewed it as desirable that the Filipinos were 
aware of the economic benefits derived from continued U.S. use 
of the bases. Accordingly, activities which were physically 
visible such as schools and other physical infrastructure, were 
emphasized. 

Administrative concerns influence program 

An important consideration was the need to implement the 
program with a limited number of AID staff. Because of aqency- 
wide staff reductions, staffinq of the AID mission was being 
reduced, from 49 tJ.S. staff in fiscal year 1980 to 36 in fiscal 
year 1983. At the same time, the economic assistance program 
was qrowing through the addition of the ESF aid to a stabilizing 
DA level. 

Additional administrative issues influencing program com- 
position involved maintaining adequate control over the aid. 
The Conqress was concerned that sufficient control be exercised 
so as to preclude diversion of the aid for unintended purposes. 
The desire to maximize AID control conflicted with GOP views 
that the assistance should not be subject to normal AID control, 
given that the assistance was intended, from a GOP perspective, 
as rent. 

To balance these conflicting administrative concerns, 
arranqements were worked out with the MHS Secretariat and the 
yfunds" approach was devised. Under the funds approach, broadly 
scoped projects-- intended to finance specific types of subpro- 
'ects-- 
: 

are identified and policies and procedures for design and 
mplementation of the subprojects are defined. AID relies on 

the Secretariat for design and execution of the subprojects; AID 
(lees not approve nor does it monitor all subprojects. Each fund 
project defines criteria for AID approval. For example, under 
Municipal Development, only subprojects which exceed $1 million 
or which do not appear on a pre-approved list, require AID 
approval. Those subprojects requiring AID approval will be 
directly monitored by AID while only a sample of other subproj- 
ects will be monitored. This arranqement relieves AID of many 
staff-intensive tasks within a framework which provides that the 
assistance be used for intended purposes. 

6.d 
While we recognize that the funds approach could be con- 

1 ered as an appropriate means to administer the proqram, given 
bID staffing constraints, we do not believe that it can be 
betermined, without further implementation experience, whether 
GOP aqencies can perform as expected. Until assumptions con- 
perninq GOP aqencies' capabilities are proven valid, flexibility 
on AID mission staffinq levels should be maintained. 
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PROBLEMS ENCOUNTERED IN 
ESTABLISHING ESF PROGRAM 

Considerable problems were encountered in developinq the 
ESF program. Problems occurred, in part, because the 1978-79 
negotiations did not address key program issues. The most 
troublesome issues proved to be (1) designation of a GOP 
counterpart aqency to work with AID in developing the proqram 
and (2) aqreement on the procedures governing implementation of 
the program including the amount of control AID should exercise 
over the funds. Problems also arose as a result of conflicting 
directions from AID headquarters and difficulties in defining 
base area activities. 

Key issues not addressed 
in 1978/79 negotiations 

During the negotiations that led to the first 5-year 
packaqe of ESF aid in 1979, although comparisons were drawn 
between the grant Military Assistance Program and ESF, similari- 
ties and differences between ESF and DA were not discussed in 
detail. As a result, some GOP officials came away with the per- 
ception that the aid would be provided as a lump sum available 
for GOP programming. 

AID officials attribute GOP misperceptions of ESF in part 
to a lack of clear understanding within the U.S. negotiating 
team as to how ESF operates. In a January 1983 memorandum to 
the Ambassador, the AID Mission Director stated that ". . . ESF 
was added as a late comer to the compensation package, and 
quidance given to Ambassador Murphy by Washington regarding how 
the ESF program would operate was inaccurate and could have con- 
tributed to the misunderstandinqs on this issue." AID officials 
blame the absence of AID involvement in the negotiations for 
these misunderstandings. 

The first implementation problem arose almost immediately. 
Agreement could not be reached within the Philippine Government 
as to which agency should be accorded responsibility for pro- 
gramminq the ESF aid. Designation of a counterpart agency to 
work with AID in identifying and designing prospective activi- 
ties took nearly a year and a half, from January 1979 until May 
1980, a loss of time that proved costly in the design of project 
activities. 

There was considerable competition amonq Filipino agencies 
for control of ESF proqramminq. The National Economic and 
Development Authority (NEDA), AID’S traditional counterpart 
aqency responsible for coordinating the DA proqram, was initi- 
ally presumed by AID to be the lead agency. The Armed Forces of 
the Philippines also held a strong interest; the military's 
interest in ESF stemmed from ESF's link to the Military Bases 
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Agreement as well as the U.S. and Philippine presumption, at 
that time, that ESF aid would be used to develop the military- 
controlled reverted lands. The Ministry of Agriculture also 
competed for control since the anticipated development of the 
reverted lands would be largely agricultural. The Ministry of 
Human Settlements, which viewed itself as the lead Philippine 
Government development agency, also sought control of the ESF 
aid. 

MHS was the eventual winner of the internal struggle over 
control of the ESF. The Management Advisory Committee, com- 
prised of the ministers of eight GOP agencies and chaired by the 
Minister of Human Settlements, was established and assigned 
responsibility for programming ESF monies. MHS was designated 
as the Secretariat to the Advisory Committee. The Committee, 
which meets quarterly, advises the President on the allocation 
and utilization of ESF; authority for approving ESF-funded acti- 
vities rests with the President. 

AID control challenged 

Signing the first project agreements sparked debate over 
whether ESF projects were subject to the same procedures, and 
thus AID control, as DA projects. While the GOP accepted that 
@SF be used for mutually agreed on projects, GOP officials 
argued that the projects should not be subject to AID's standard 
procedures, including AID procurement regulations and approval 
of contracts. They contended that, while DA was grant assis- 
tance, and thus subject to the aid donor's conditions on its 
uses, ESF was perceived by the GOP as rent for use of the mili- 
tary bases. 

Although this difference in approach has never been fully 
resolved, several factors contributed to defusing the situa- 
tion. First, it was recognized by some GOP officials, that only 
limited modification in the procedures governing DA was feasible 
since significant changes could jeopardize congressional support 
for the program. Second, the United States agreed to modify the 
cash disbursement procedures applying to the projects. GOP 
officials requested that the money be disbursed more rapidly 
than normally since the GOP had already incurred expenses in 
operating the military bases. The timely provision of foreign 
exchange was also seen as easing the foreign exchange shortage 
facing the Philippines. Therefore, with the dollars transferred 

t 
n advance, the GOP saw itself gaining full control over the 
ollars with AID controls applying only to the use of local 

+urrency. 

Subsequently, 
the controversy. 

two other factors contributed to easing of 
In accepting AID procedures, MHS's control 

over the program was also increased. Moreover, the "funds" 
approach, in which significant responsibility is given to the 
GOP, was adopted for programming the bulk of the ESF aid. While 
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motivated primarily by the need to manage the proqram with less 
AID staff, the funds approach resulted in a reduced AID role and 
greater GOP responsibility for day-to-day manaqement of the pro- 
gram. 

Conflicting directions 
from AID headquarters 

Conflicting directions from AID headquarters also added to 
problems in establishing the program. Shifts in position 
occurred concerning the desirability of nonproject aid and con- 
cerning the acceptability of projects focused on local govern- 
ment development. 

While DA is normally provided through projects, it is not 
uncommon for ESF to be provided through nonproject modes. Non- 
project modes include cash transfers, commodity import programs 
and sector assistance. 

In March 1978, the AID mission proposed that ESF aid be 
provided through a commodity import program. The proposal was 
rejected by AID headquarters and the exploration of project pos- 
sibilities proceeded. 

By March 1981, the AID mission, in cooperation with the 
Philippine Government, had agreed on several tentative projects 
for fiscal year 1981 funding which met with AID headauarters 
guidelines that ESF be focused on meeting the basic needs of the 
people. Project proposals for two funds, Municipal Development 
and Clark Area Development, were submitted to AID headquarters 
for review. 

AID headquarters reacted to the proposals by recommending 
consideration of a nonproject approach, in preference to the 
proposed funds approach or a traditional project approach. The 
nonproject approach recommended was a cash transfer to support 
increased budget expenditures for development programs, includ- 
ins those oriented to the needs of people around the bases. 
Such an approach was favored because it would relieve the AID 
mission of the significant management burden inherent in a proj- 
ect approach and would permit prompt disbursement of the aid. 

The AID mission opposed adoption of a nonproject approach. 
They argued that this approach, by eliminating AID influence on 
design and implementation, would have the significant long-term 
effect of reducinq AID influence on overall economic develop- 
ment efforts in the Philippines. 

The current "funds" approach was subsequently agreed on for 
fiscal year 1981 although consideration of a nonproject approach 
for fiscal years 1982 to 1984 continued for some time. 
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when the proposal for the Regional Development Fund was 
submitted to AID headquarters for review in 1982, it also 
encountered resistance. Concern was expressed that: (1) the 
project was in larqe deqree a resource transfer; (2) the project 
did not address current AID priorities in private sector, tech- 
noloav transfer, institution building, or enerqy development; 
and (3) the project represented a further involvement with 
regional qovernment planninq agencies. Development of such 
local qovernment aqencies, while not a current priority, was an 
AID priority during most of the 1970s. The project was even- 
tuallv approved because it provided some development benefits, 
met requirements stemmina from the bases agreement, and could be 
readied for obligation of funds before the end of the fiscal 
year. 

The inconsistency in directions from AID headquarters 
reflects, in part, the absence of an approved Country Develop- 
ment Strategy Statement (CD!%) coverinq ESF. Most ESF and DA 
programs are governed by a CDSS, prepared periodically and 
updated annually, which defines AID objectives and priorities in 
a country and provides the framework for selecting specific 
activities for fundinq. The Philippines CDSS covers only the DA 
proqram. 

Dgfficulties arise in 
defininq base area proqrams 

Development of the program was also complicated by diffi- 
culties in defining the extent to which the ESF would be used to 
develop the reverted lands. Initially it was thouqht that such 
development would be a primary focus of the proqram. In 1979 a 
GOP inter-ministerial committee had been established to identify 
potential activities. Funds had been allocated for this purpose 
in fiscal vear 1981 and aqain in 1982, and a proposal for a 
Clark Area Development Fund was submitted to AID headquarters. 
In 1982 it was finally recognized that a major development 
effort was not feasible in the near term. The Philippine mili- 
tary was not prepared to identify which lands could be released 
for civilian uses and no sinqle Philippine agency had been qiven 
clear authority for development of the reverted lands. 

Timeframe for proqram 
development compressed 

As a result of these problems, the time available for pro- 
gram development was reduced. An indication that planning laq- 
qed behind normal schedules is that programs proposed in the 
Conqressional Presentations for fiscal years 1980, 1981, and 
1882 deviated siqnificantly from proqrams actually funded. Com- 
pressing time for proqram design is undesirable; AID's handbook 
on Project Assistance highlights the importance of qood project 
design to timely and effective project implementation, stating 
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that, 'A completed project desiqn is usually a blueprint for 
transforminq a concept into reality . . . The thoroughness with 
which the blueprint is prepared will determine, in large 
measure, the speed and ease with which a project can be executed 
and its success in achieving the stated objectives." 

KEY PROGRAM PARAMETERS NEED TO 
BE AGREED ON TO AVOID REPETITION 
OF IMPLEMENTATION PROBLEMS 

Implementation of the 1980 to 1984 ESF program was adverse- 
ly affected by failure to obtain agreement at the outset on key 
program parameters. To avoid a repetition of such problems, 
agreement should be reached, as early as practicable, on (1) the 
purposes and uses of the aid; (2) the mode of ESF funding, that 
is, whether the aid should be provided through projects, some 
form of nonproject aid, or through a combination of project and 
nonproject aid; and (3) the lead GOP agency or agencies for pro- 
gramminq the aid. 

Clarification of the purposes 
and uses of the aid desirable 

A key issue, never fully resolved under the current pro- 
9ram, concerns the purposes and uses of the ESF. Aqreement as 
to whether the primary purpose of the aid is to support the 
lonq-term development of the Philippines, or to provide rent, 
influences program composition. A second key issue in decidinq 
the uses of ESF is the extent to which the ESF should be focused 
on the base areas. 

The United States and the GOP have differed in their per- 
ceptions of the basic purposes of the assistance. While the 
United States views the aid as additional resources to support 
Philippine development, GOP officials view it as rent for the 
bases. Clearly placing the program in the context of supportinq 
long-term development is viewed as desirable by AJD because it 
would provide the basis for increasing the development impact of 
the aid. 

Differences exist in the development objectives emphasized 
under the Philippine ESF and DA programs. The DA program is, 
according to AID, primarily concerned with developing innovative 
approaches to key problems; because of the desire for rapid dis- 
bursements and visibility, less opportunities exist for such 
high risk, experimental proqrams under ESF. The ESF and DA pro- 
qrams are also distinquished by their emphasis on institution 
building. Although institution building is not absent from the 
ESF program, ESF projects tend to utilize the institutional 
capacity built under prior DA-financed programs. Institutions 
experienced in working with AID are also emphasized in order to 
facilitate rapid implementation and disbursement of the aid. In 
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contrast, expanding the institutional capabilities of public and 
private organizations is a key component of the DA program. The 
DA program also places greater emphasis than RSF on poverty 
alleviation through its focus on poorer population groups and 
regions; the CDSS strategy is one of poverty alleviation through 
employment generation. Poverty alleviation concerns also 
receive considerable attention in the design and implementation 
of some DA projects, a focus not generally found in the ESF 
projects. 

Maximizing the development impact of the aid is also seen 
by AID and State as reinforcing security objectives, given the 
interrelationship between economic development, political sta- 
bility and security. 

The potential for using ESF to support CDSS objectives 
influences the desirability of continuing the DA program beyond 
fiscal year 1984. 

Although understandings reached in negotiating the 1979 
agreement provided that the DA level would not decrease--since 
ESF was not intended to substitute for DA--a similar understand- 
ing was not reached in the 1983 negotiations. It was decided 
that DA should be kept separate from the security assistance 
package and evaluated on its own merits. 

Base areas focus 

Defining the uses of ESF aid also includes deciding the 
extent to which the aid will be focused on the base areas. The 
lq83 agreement provided that suitable projects be promoted in 
the areas surrounding the bases and in the returned base lands. 

Some view the base areas as having limited capacity to 
effectively absorb increased aid since the current program 
directs substantial resources to these areas. Moreover, efforts 
to develop the returned base lands still depend on resolution of 
the issues which precluded significant investment of funds under 
the current program. 

On the other hand, reducing the sharp economic disparities 
between the bases and the surrounding areas remains a GOP pri- 
ority. Continued emphasis on the base areas raises other issues 
in that Region III, the region including Clark Air Base and 
Subic Bay Naval Base, ranks higher on socio-economic indicators 
than all other regions except Metro Manila. 
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Several option8 exist for 
structuring ESF programs 

After extensive discussions between AID headquarters and 
the AID mission, the ESF aid is currently being provided exclu- 
sively through project assistance. However, a full range of 
options exist for structuring the assistance called for under 
the June 1983 agreement. Options include continuinq the current 
approach of DA-type projects, initiating projects meeting 
different criteria, adopting a form of nonproject aid, or using 
a combination of these options.4 The advantaqes and disadvan- 
tages of these options are discussed on the following pages. 

Project aid 

Project assistance is viewed as the vehicle for achieving 
an identifiable, long-range change in the condition of a target 
population. Objectives served by current projects include 
expanding access to and the quality of social and economic 
infrastructure such as schools, roads, water systems, and public 
markets. Projects also seek to improve the institutional capa- 
city of government units serving the rural population, particu- 
larly people in the base areas. 

Project aid offers several advantages. Projects provide 
the areatest visibility and can be targeted on a particular geo- 
graphic region. They also provide a high degree of control over 
the aid and thus protection aqainst diversion of resources for 
unintended purposes. 

In addition, project assistance is traditionally viewed, 
according to an AID mission discussion paper on programming 
options, as having the broadest development impact. Achieve- 
ments of an AID program using a project approach have been 
recoqnized by U.S. officials. One official view states that: 

"the U.S. economic assistance relationship with 
the Philippines has been unique in its lonqevity 
and notable in its impact on the country's basic 
economic and development policies * * * These 
include * * * land reform, rural electrification, 
population planning, nutrition and strengthening 
local qovernment administration * * * Our 
influence at the marqin is both substantial and 
critical to many new activities in areas such as 
rural development in the uplands, private sector 

4 The various forms of ESF aid are discussed in our report to 
the Chairman, House Committee on Foreign Affairs, Political 
and Economic Factors Influencing Economic Support Fund 
Programs (GAO/ID-83-43, Apr. 18, 1983). 
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development, local resources management, rural 
employment, and energy development." 

A siqnificant disadvantage of project aid is that normally, 
it is the slowest disbursing mode of assistance. However, inno- 
vative structuring of the program may accelerate disbursements, 
particularly the disbursement of the foreign exchange. Under 
the current program, foreign exchange intended to finance local 
currency costs is disbursed annually, rather than as expenses 
accrue, to cover anticipated expenditures over the following 
year. 

Further acceleration of disbursements is possible, accord- 
inq to internal AID documents, if the foreign exchange were dis- 
bursed at the outset of the program. Requiring certain condi- 
tions to be met prior to disbursement-- such as GOP appropriation 
of funds or deposit of local currency in a special account-- 
would assure the availability of local currency needs. 

The rate of disbursements may also be influenced by whether 
funds are obligated at the outset to meet life-of-project costs 
or are obligated to cover anticipated expenditures for the next 
one to two years. Funding of life-of-project costs is the pre- 
ferred AID practice since, normally, future years fundinq is 
unknown. 

More rapidly disbursinq projects may also be emphasized 
but, as discussed above, may bias the development impact of the 
program. 

The staff intensity of project aid is also a disadvantage. 
Projects normally require intensive AID involvement in design 
an& implementation. Nonproject modes are qenerally less staff- 
intensive, with cash transfers requiring the least AID staff 
support. 

Staffing considerations have been a crucial, if not decid- 
ing, factor behind AID support for providing a portion of ESF 
aid to the Philippines in nonproject form. Nevertheless, senior 
AID mission officials told us that the mission could manage, 
with current staff, a substantially larger project port- 
folio--perhaps double the $50 million a year now provided-- 
because (1) arrangements with MHS provide for a reduced AID role 
in subproject desiqn and implementation and (2) the number of DA 
projects is declininq. These officials pointed out, however, 
th~at their ability to manage a larger portfolio depends on the 
kinds of projects financed. DA-type projects focused on addres- 
sinq basic needs tend to be more staff-intensive than large 
ca~pital development projects such as highway construction. 
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Cash transfers and commodity 
imports used for balance-of- 
payments and budget support 

Cash transfers and commodity import programs are used to 
provide balance-of-payments support. The infusion of resources 
moderates the reduction in economic growth resultinq from a 
financial crisis, thus offering protection against the political 
instability which an economic crisis invites. While all assis- 
tance has a balance-of-payments impact when the aid is dis- 
bursed, cash transfers and commodity import programs have an 
immediate impact since the aid is usually disbursed within one 
or two years. 

The Philippines currently faces a critical balance-of-pay- 
ments situation. The situation stems from the oil price 
increases of 1979 and the decline in the prices of its principal 
commodity exports. In February 1983, an economic adjustment 
program was aqreed to with the International Monetary Fund. 
While the trade deficit was expected to improve markedly by 
1985, continued demand for external financing was anticipated to 
finance the trade deficit and repayments on outstanding debt. 

Various agencies have taken different positions as to 
whether balance-of-payments support should be a priority for the 
ESF program. According to one May 1983 expert analysis: 

"Although the Philippine balance-of-payments 
situation will prompt a strong demand for foreign 
loans, such external disequilibrium does not con- 
stitute a tenable argument for large amounts of 
U.S. concessional balance-of-payment assistance. 
With a per capita income of about $800, reason- 
ably good economic management, and access to sub- 
stantial amounts of both private capital and non- 
U.S. official assistance . . . there is little 
economic justification for this type of assis- 
tance. On the other hand, the Philippines' capa- 
city to usefully employ IJ.S. project assistance 
is relatively hiqh * * *." 

AID officials disagreed with this analysis. They argued 
that a balance-of-payments deficit adversely affects develop- 
ment assistance activities and acts as a siqnificant constraint 
on development. They also argued that this analysis was overly 
optimistic in its statement on Philippines access to other 
financing sources. 

Further deterioration in the financial situation occurred 
after the Auqust 1983 assassination of Philippine opposition 
leader Benign0 Aquino. The political uncertainty which followed 
the assassination prompted creditors to reduce lendina to the 
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Philippines and accelerated capital flight. In response, in 
October 1983, the GOP declared a moratorium on repayment of 
external debt and implemented austerity measures which included 
import restrictions, budget reductions, and domestic credit 
limitations. A new stabilization program is currently being 
negotiated with the International Monetary Fund. Moreover, the 
U.S. Government, other official (governmental) lenders, and com- 
mercial creditors have entered into negotiations with the GOP to 
reschedule outstanding debt. 

Cash transfer for budget support purposes is another 
opt ion. Provision of foreign exchange permits non-inflationary 
increases in domestic budget expenditures when, for example, the 
government sells the foreign exchange to importers in return for 
local currency. The local currency may be applied to a specific 
program, used to increase or maintain budget expenditures for 
certain categories such as agriculture or education, simply 
attributed to budget items in order to associate the aid with 
acceptable activities, or uses may not be specified at all. 
Because of the fungibility of cash, it is difficult to establish 
what items would have received funding in the absence of the 
aid. 

The current economic situation has constrained Philippine 
spending on development activities. Belt-tightening measures 
have affected implementation of DA-financed programs where a 
minimum of 25 percent non-AID financing is required. 

Local currency may be generated under both commodity import 
programs and cash transfers. The availability of local currency 
which can be applied to activities mutually agreed on by AID and 
the GOP is seen as advantageous; local currency could be applied 
to meeting GOP contributions to DA-funded projects, thus insula- 
ting these projects from the effects of budgetary restrictions. 

Cash transfers and commodity imports are, as a rule, faster 
disbursing than project aid. Because commodity import programs 
require the identification, procurement, and delivery of needed 
commodities, they tend to disburse more slowly than cash trans- 
fers. 

Other advantages are associated with these modes of ESF 
aid. Nonproject aid is normally less staff-intensive than proj- 
ect aid with cash transfers generally requiring less staff to 
agminister than commodity import programs. An additional advan- 
tage of commodity import programs is the control offered--the 
aid is directly linked to the procurement of specific commodi- 
ties. 

Sector assistance 

Sector assistance has received increased attention within 
AID because it is seen as a potential vehicle for improving the 
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development impact of nonproject aid. Under sector assistance, 
cash transfer or commodity import financing is provided in sup- 
port of a specific, defined program addressing a key development 
problem. Such programs are based on detailed analysis of con- 
straints on sector productivity. Local currency may be program- 
med, particularly when budget shortfalls are a primary con- 
straint on sector development. Such assistance is appropriate 
when the recipient government has the institutional capability 
to carry out the agreed program. 

Potential also exists for concentrating sector assistance 
or budget support on a region by financing increased budget 
allocations for the region or a region-specific problem. Sector 
assistance can also be structured to disburse rapidly. 

Designation of lead Filipino agency critical 

Delays over the designation of a lead Filipino agency to 
work with AID in programming ESF monies affected implementation 
of the current program. While largely a GOP decision, early 
resolution of this issue is seen as critical. 

(472010) 
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