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SECRET

NATIONAL SECURITY COUNCIL

HINGTON, D.C. 20506
WASHING 20196

February 7, 1990

MEMORANDUM FOR

MR. CARNES LORD
Assistant to the Vice President
for National Security Affairs

MR. J. STAPLETON ROY
Executive Secretary
Department of State

MS. EMILY L. WALKER
Executive Secretary
Department of Treasury

COL. GEORGE P. COLE, JR.
Executive Secretary
Department of Defense

MR. FRANK HODSOLL
Executive Associate Director
Office of Management and Budget

MR. H. LAWRENCE SANDALL

Executive Secretary

Central Intelligence
Agency

BGEN THOMAS E. WHITE, JR.

Executive Assistant to
the Chairman

Joints Chiefs of Staff

MR. ARTHUR E. GREEN
Executive Secretary
U.S. Information Agency

SUBJECT: Review of the East Asia Strategy Initiative (EASI), and
the Renegotiation of the Military Bases Agreement (MBA)
with the Philippines -- February 9, 1990, 10:00 a.m.

The National Security Council will meet on Friday, February 9, at
10:00 a.m. in the Cabinet Room to discuss EASI and the MBA. The
agenda is attached. PCC papers and Summaries of the Deputies
Committee meetings on EASI and the MBA are attached. Attendance
should be limited to principals plus one. ()

Attachments

Tab A Agenda

Tab B DC Summary of EASI
Tab C PCC Paper on EASI
Tab D DC Summary of MBA
Tab E PCC Paper on MBA
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Summary of Conclusions

The Deputies Committee of the National Security Council met to
consider the National Security Review on renegotiating the
Military Bases Agreement (MBA) with the Philippines. The draft
NSR was judged of sufficient quality to form the basis of a full
| NSC discussion (in conjunction with the East Asia Strategy
Initiative). (&)
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The three crucial variables in the upcoming MBA negotiation will
be duration, compensation, and sovereignty concerns. (£}

On duration, the preferred outcome would be a long-term agreement
for as much as twenty-five years. The U.S. military would treat
anything less than a ten-year agreement as a phased withdrawal,
which would begin immediately. A third possibility would involve
an agreement with a fairly short, ten~year term, but this would
be acceptable if extension remained a possibility, and there was
no definite termination date. A fourth possibility is that there
might be an overall umbrella agreement of perhaps 20 years.

Under it the U.S. would hold onto some functions for five years,
while others might not be turned over to the Philippines for ten
or even twenty years. ()

Regarding sovereignty issues, there remains relatively little
flexibility on criminal jurisdiction and unhampered military
operations. However, there is a possibility that joint use might
be possible with the Philippines as well as more radical
concessions or sovereignty, which would lead to a less obvious
American presence and decreased compensation while still insuring
a modicum of operating access. (&)

Compensation remains a difficult area. Although the PCC paper
suggested compensation levels of up to $450 million per year in
ESF, MAP, and DA, this year’s budget competition yielded
approximately $310 million in these categories. The short-fall
in the best efforts pledge may lead to an outcry in Manila that
will postpone the formal renegotiation. 1In the absence of 4
conventional budget resources for increasing real compensation to
the Philippines, some form of long-term financial commitment
might be considered in return for a long-term agreement for
continued access to the facilities. The Deputies noted that the
concept of a long-term financial commitment, and the possibility
of Japanese financial participation, should be discussed at the
forthcoming NSC meeting. (24
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PHILIPPINE BASES NEGOTIATIONS: CONGRESSIONAL INTEREST

During negotiations, the Secretary and other Department
Principals should provide current information to the following:
(Key members underscored)

Leadership

Senate: President pro Tempore Byrd, Majority Leader Mitchell, _
Minority Leader Dole, Majority Whip Cranston, Minority Whip '
Simpson :

House: Speaker Foley, Majority Leader Gephardt, Minority Leader
Michel, Majoritv Whip Grav, Minority vhip Gincgerich

Senate Subcommittee on'Défense Appropriations

Specific individuals: Inouye, Hollings, Johnston, Byrd, Leahy, -
Sasser, Deconcini, Bumpers, Lautenberg, Harkin; Stevens, Garn,
McClure, Kasten, D'Amato, Rudman, Cochran, Specter.

Senate Armed Forces Subcommittee on Force Projection and
Regional Defense

Specific individuals: Kennedy, Nunn, Exon, Dixon, Gore, Shelby:
Cohen, Warner, McCain, Gorton, Lott

Senate Foreign Relations Committee

Specific individuals: Cranston, Pell, Biden, Dodd; Murkowski,
Ludar, McConnell, Helms

House Subcommittee on Defense Appropriations

Individuals: Murtha, Dicks, Wilson, Hefner, AuCoin, Sabo,
Dixon; McDade, Young, Miller, Livingston \
House Armed Services Subcommittee on Military Installations and
Facilities

Individuals: Schroeder, Aspin, Montgomery, Skelton, McCurdy,
Foglietta, Ortiz, Robinson, Bilbray, Mavroules, Hutto; Martin,
Dickinson, Blaz, Spence, Ravenel, Courter, Hansen




House Foreign Affairs Committee

Individuals: Solarz, Fascell, L. Hamilton, Faleomavaega,
Lantos, Torricelli, Ackerman, Clarke; Leach, Broomfield,
Lagomarsino, Roth-

Senate Veterans Affairs Committee

. Cranston, Matsunaga, DeConcini, Mitchell, Rockefeller,
R. Graham; Murkowski, Simpson, Thurmond, Specter, Jeffords

House Veterans Affairs Committee

Montgomery, Edwards, Applegate, Evans, Penny, Staggers; Stump,
Hammerschmidt, Wylie, McEwen, Smith, Burton, Bilirakis

If Debt for Bases is adopted as our strategy in the
negotiations, the following subcommittees and individuals
should be briefed before the plan is presented to the Filipinos
and kept informed during the course of the negotiations:

Senate Committee on Finance

Individuals: Bentsen, Matsunaga, Moynihan, Baucus, Boren,
Bradley, Mitchell, Pryor, Riegle, Rockefeller, Daschle;
Packwood, Dole, Roth, Danforth, Chafee, Heinz, Durenberger,
Armstrong, Symms

House Committee on Ways and Means

Individuals: Rostenkowski, Gibbons, Pickle, Rangel, Stark;
Archer, Vander Jagt, Crane

Senate Subcommittee on Foreign Operations (Appropriations)
Individuals: Leahy, Inouye, Johnston, DeConcini, Lautenbergq,
Harkin, Mikulski; Kasten, Hatfield, D'Amato, Rudman, Specter,
Nickles

House Subcommittee on Foreign Operations

Obey, Whitten, Yates, McHugh, Lehman, Wilson, Gray, Mrazek,
Coleman; Edwards, Conte, Lewis, Porter, Gallo

House Subcommittee on International Develorment and Finance

Fauntroy., Neal, LaFalce, Torres, Morrison; Leach, Bereuter,
Shumway - '




.if the payments were not provided- In that case. howeveri-the - x="~— .-— =
‘payment while @ legal obllgat1on of the United States. remains~—=>- . .-

TAB C

A Firm Financing Commitment .

Base-related compensation has been provided to the Philippines

since 1979 under a "best efforts" commitment- Uhile many ¢
Filipinos consider such assistance as "rent". as long as the

USG provided the assistance. the GOP was content with the best

efforts pledge- UWhen it becomes apparent that the USG will C
fail to meet the pledge made at the end of the 1988 Review for

an average of §3k0 million annually in security assistance over

two years. GOP negotiators almost inevitably will demand a

firmer US commitment as part of any new agreement. Separatelya

the 198L Philippine constitution requires that a new basing

agreement be approved by 2/3rds of the Philippine Senate and be
recognlzed as a treaty by the United States- One objective of
that provision apparently was to secure a b1nd1ng legal
commitment for base compensation. even thoughs in fact. a
treaty ratified by the US Senate cannot ensure the
appropriation of funds-

i

“herc arc scveral weys thet & finencing commitment coulcd be - T

structured- An executive agreement/joint Congressional TR T T T
resolution. -as in the Freely Associated States compact. could ===emririm, oA
specify payment and even create a right of action in US courtso==—= . .=

subiect to ennval spproprietions. OMB reports thet the entire "~
amount of the commitment would .have to be scored é&s budget
authority in the first year of the agreement. E R

A full advance appropriation 1s another option. The entire
amount of the advance appropriation would have to be scored as
budget authority in the first year. Outlay authority would be
limited to yearly payments under the agreement.

A legal obligation to make payment51 as part of a Treaty
ratified by the US Senates is also a possibility- The Senate
made it clear. however. when ratifying the 197k US Defense
treaty with Spain (which included a multi-year arrangement
specifying the amount of security assistance). that it would no
longer agree to such obligations- In that case. the Senate
explicitly made its consent to the Treaty subject to following
the annual appropriation process- Under US laws funding must
be appropriated under normal procedures. even for payments
required by a duly ratified treaty.

Another. less attractive alternative for the GOP would be a
multi-year authorizations like we have sought for the MAI- In
the 197b Philippine Base negotiations.+ then Secretary Kissinger
told the GOP that we would make a commitment to seek a
multi-year authorization of a fixed amount of assistance-
However. following Senate action on the 197&b Spanlsh treaty and
the* change of US Administrations. the US withdraw its offer to
seek an advance authorization for the Philippines-.-



"Another alternative would be to agree to provide a partial US
government guarantee of Philippine commercial borrowing-
similar to the arrangement under which we guaranteed 90 percent
of Israel's 84.2 billion. two tranche commercial borrowing to
refinance its high interest US FNS debt. Such borrowing is not
currently scored against the expenditure budgets but, should
credit budget reform occur+s would be scored in the credit
budget. The subsidy element in the guarantee would be scored
as budget authority in year ones however. and it could have
.other budgetary impacts. With such a guarantee as part of a
larger compensation offer. some traditional US assistant
program could continue for the Philippines.-

Congressional consultations are necessary to determine what
would be the most effective and least objectionable manner to
structure a financing comm1tment as part of a new Philippine
basing agreement.
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options for Debt Redurtion as a Component of Base Corpenaaticn
‘ar the Philippiaasm :

T. Introduction

U.s.-Thilippine negotiatlions on a new military basing agreewent
are dua to begin hy mid-December 1989. The U.S. objectiva will
be to secure a long-term agreemont (winfeoum 10 yoarc ulth ﬂption_
o renew, hut preferahly 15 or 20 yeare). - . d.

President Aquino, houever, faces intense ﬂomes*lc;polltical'“‘ T
pressures to agree to only a shorter-tern agredment-(5-7 yeara) ,
during which the bases would be phaseéd out altogethér.: ' The .. :~ ’”'_
communist insurgency is also expected to-hsighten:- ita=t§rrorist
activities in an effort 'to undermine popular suppert-for. the

. bases. In order to gain the politicsl ammunitioen-: that*sha-would

--._. need to cenvince the Philippine pecple to accepta Iong<term ¥’

EF.::::ﬁ{;venewal President Aquino.may seek one or ‘all of*the=Lollowlgy:
T L ot ie (1) An agreement that would “enhance® thé nominaY anbdﬂt of
f;é;;fff“i.j;__ our base payments by directly‘channeliwg-sthe~or" a3t of

ru-—

those peyments into eome populer vrer Lhil verld "FEfiys :
additional financial and" poLiticaL—banetixu.u-“ﬁ;:lera. '

- (2) A firm long-run_ tiggng;ng_ggmmingng rrom=the'nsc twhich
‘ : would provide the Philippines with-thé certainty: ot a-
guaranteed annual level /(real or nominsl)iof ‘hdgé:i -

&£,

payments for the full lengthi'of:the agrdement:: T FTES

(3) A yielding by the USG to tha Philippinea o{ ggvg:g anty
' over the conditions and ueses of bame payments, i.e. a
recognition that such payments are:basically rent and
can be disposed of as the Phxllpplne people themselves
hast see fit.

The f{cllcwing analysxs addresses only the first- isaue, l.e., "how

the value of U.S. base payments might be enhanced. Debt reduction
- iz widely regarded as an effective way to enhance -the nominal -

value of our base payments. -When implemented in- -conjuiiction with

streng economic reforms, debt reduction should stimulate:a raflow

of tlight capital, loeer domestic interest rates, restora access

to voluntary lending, and attract-greeter: direct-foreign -~ == -

investment. Thus, debt reduction hae & very important role to

hla{ in restablishing the Phxllppinon creditworthineau and- abtlity

to sustain long-run growth.: -".:- 5 prowin,

. Debt reduction's usefulness,” however, "agan- enhdnceneut An-the -
<« USG's bases ne'jotiations: is-.not-clear: :.While deébtreductisn may-:- o
have some popular appeal--inzthe :Philippinaeraudt® Bppeal-iRdyibe .. ]
based on nisconceptions-concerhing4thd“ﬁhqn£tudé-dtéolfgible debe—-—r

\-.-.‘o .-‘
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snd the ease vith which additional debt reduction could bae.
neqotiated: : :

li. $ymmary of Analysis . "=f . o il Gnsland

A.

o Only commercial bank mediur and long-term debt is
eligible for debt and debt service reduction. oftici-:
debt -- both bilateral and multilateral -- ia peg -
eligible. /

o After the current cash buyback of commar<cisl bank debt
is completed, remaining eligible commercixl bank-debt. -
will totz] only about’'$5 billion; or ‘les&s ‘that.20% of the

Philippines remaining stackaf:debtiining il wo [.ab.

o In addition, subsequént:idlnde:of debt yreductison are’
likey to be mecre difficult tornegotiate thun the: - -
current cash buyback,.-as: the: benke thatiare réct laager
to exit will have participated-in-the icurrent: Buyback..

o Finally, the reluctafice: OftHe Govermisnt o tha: 0 -
Philippines (GOP) in retent: neyotlitions weith'The?: i "~
commercial banks to explore’ debt:-End ‘debtiservice:t =10 -
reduction options othersthutia-Cash:buybeck =:ind e .-
make use of resources availabletorfinance thiosdwothier
options -- raises quastivnaraboutitheealciivettyr: ..
that the GOP attaches to deHYEnd debtibeivie veduction.

AR | .

in)

..... - -

The “Copelangd g}_am.‘"-Th%"atthbbiaﬁﬁt%ﬂlscuusgrﬁ*-ﬁh‘e_*{(:‘db‘éldifd" )

plan for a debt hases link.. Thie plan cosnststs SF:-: Iarge
uptront debt reductien. financed by-a ‘Philippine band .{ssue

whiich js backed by a U.S. long=-run- financial commitmant and’

by a Japanese yen exchange rate. guarantee: “This plen has been
portrayed to both the ‘USG'and the'Philippinés ‘am: dpplicable -
to’the Philippines total stock:of:dsbt -and;: therefore, i -
providing enormous debt: service savings: to the"PHilippines.

The analysis shows that the: Copaland- plan e ‘preuised ‘on .,

highly unrezlistic assurmptions,” entaile guive poiliticsl and
{inancial risks to the USG, Japan;:end ‘the ‘Phll{ppinec, and-

does not deliver the economic’ benefit&: that ite propanents

clzinm. S o

L\_l_f:gz’nativg_s_ for commercial bank Qebt reductions .. This. paper
analyzes two alternative: approaches-that the *Plillippines -~ .
could follow within the éontext: of: a-long-“run-base: agreement: - . .
(a) a generic upfrent reduction of-codrcreial benk: debt-<= T
financed by a large Philippine bond 1e&sue: whichig-gdrviced:- -

by future base payments?."-"imgi'f-':(b)é‘v‘h'é':y'é'a"::-.%‘b'{-.}'é“it;"-v’o’_];\'itft'djry-' SRl
debt buyback progrem fwh’!:(:'h""'#B_‘:’-’tiﬁf@?ﬁ?-’-‘5‘532'"&‘13‘&78'@:5-_- .
anr}ual‘ base payment S'.-~\"z’l‘hi;‘.'5!2\'&_3"01’1’-56@!‘;&(\?&_1(_5"’75?ﬁf’é@;&ﬁf&&;;ﬁff_‘;__'—'. S
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o The net present value of debt service savings from the
year-by-year approach is potentially much higher than
from the upfront approach, because the former method is
likely to preserve a larger discount on the debt.

o The year-by-ycar epproach leaves a larger portion of
the base payments available for econamic development,
while achieving the same ultimata amount of commercial
bank debt reduction, because it does not require a
permanent servicing obligatian. on.a new Fhilippine
bond. It is thus a mare. cost-effective use of USG bzse

payments. DT
R e — Tt E A In the event that,the'PhtISppina ‘econory- Lmproves. miste—= -
. PN quickly than anticipated..or real. 1uLernatlona£=iakeasat_
CiimrevSo=cwzs... - . , rates decline, the.market’ dfscount would dininicveaesi "o
<. s tdpmusooerocL 1. even disappear.. Under- such. clrcunstancas, thé&tyear=by=s_.. =
e seEneiimc . ... Year approach gives the. Philippines tho flexib®litEto = ==
Si Gez@E=Tm=Z .. - put more of ‘the base paymente. into ‘domestic .ingestpent. -=-o.
T oreEESEA e = - -(the return'tos which Would be -higher than-anticipated = 7 =
T AT . ... due to improved economxc-policies), .rather thaa.-baing ;. - =%

- Il permanently "locked ‘into_servicine .¢ lerge-upfront-dett
reduction bond to buy- back.uebtrat a disadvantageous

g price. .- C rgmidaa,
C. CQE gx;son of resource-e nhgngpment, ‘The “bottom~line"

comparison of the overall:henefits of. the basa compensation

package under scenarios:dnvolving .a -generic: upfront.debt

reduction, a voluntaryrgear-by-yenr-buyback, and-a “"baseline"

which includes no debt. reduction .at all, shows that:

o  The upfront debt reduction package provides lass than
half the total present. value benefits of the year-by-
year debt reduction package... Thus, this option does
not fulfill the basic requirement of cnticucing the
value of our base payment resourcas.

o . The comparison of-the year-by-year debt reduction
approach with the baselins scaenerio, which would uce
base payments only to ‘finance :investment, depends upon .
(a) the assumption that e ‘made ag to the return to
domestic investment and- (b) tha as:umpticn that is wmade
ag to the broader economic. benefits of debt. reduction.

o ' If the return to douwestic investment -1z -assumed to be

ac high as 10%, and if the potantially substantial:: .0 -

second round economic.benefits of debt reduction are =~

not quantified, the analyaia-shows. that.the:year-by=year:-

approach would providerroughly:. the sameibenefitz'to: the e
nee, ap~th& baﬁéling.scenario. Howavery this.

i Fgé"ia%'fev“e f‘éaﬁé? *‘f&ﬁé‘%ﬁ?"i-‘“‘““iﬂ SENE
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-=A 10t rate of return on investment is an extremely
optimistic assumption, given the Philippines* track
record over the past 10 years of an average rate of
return to investment of only 3% and the existence of 2
large pipeline of undisbursed project assistance. If
the assumed return to investment is reduced to a2 more
realistic 5%, the year-by-year debt reduction approach
provides significantly greater comparative benefits.

--Debt reduction, when:implemented in conjunction .with
strong economic reforms,: would.produce significant =
second round benefits,: auch .as a reduction in Philippine
domestic interest rates, the-zsturn.of:flight-capital, .
and greater .foreign invesiment dnflows. _Factoring in
these benefits also signiflicanEly- {mpraves-the-case for -
the year-by-year debt -reduction-approach- in compariscn _
with the baseline scenario... . ... - -..° ) o

Thus, using a less .optimistic-assumptdos.zoncerning: the-return-to -

investment in theé Philippines.-over tha madiunstarm, -and- taking -

into consideration the second _r_ound\hemaﬁét"@*aﬁ -dabt -reduction,

the year-by-year . approach:.could.succesafully. provide-some - -7

T ea

enhancement of the -value.ofUSG base-payments. . That:sald; gived =

the limited amount of.commercialbank.-debt that.dis.likely o .. .
remain available for reduction..even:the. hest:debt reduction: .- - -
scheme cannot be counted on,.by.Jdtaelf,: to."buy] a;long-ternm: .
agreement. Therefore,, it.may:ul tinately .prove:necessary-to.offer

a firm long-term financial: commitment :or..a.concession on:the rent

issue in order: to obtain,agreement.on arnew.long-term-lease.:
IrX. Alternative Debt Reduction-Approaches
A. Ceneric Upfront Debt Reduction.: .-

under this option, the Philippines would issue a:$3.75 billion

hond in order to buy back $5:billion in-coxmercial. bz

25% discount. This bond could: __qgrrz;-g.:tix.cd nmarket. interest rate
or a floating interest rate but,. for:the purposes of this analysis.
a fixed 10% rate is assunec. ;. Principuiy/intorzect puymente woulc

be made in equal ye&rly installwments.- She ionger the. zgreement,
the lower the annual paymentS. - muniil or ...

Both interest and principal:.on-the-bond-would-be: fully assured by
come form of U.S. guarantee. to provide base compenration paynents .
zo the Philippines (and ultimately ta bond holders) of $500
million per year for .the length- of -the _base-agreement, - The:
maturity of the bond would correspond.to the length of the-
agreement, which we assume could be altermatively 10,°15,.0r.20 - . . '
years. ) . S, L - . .

e — n -
R I e
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B. Year-By-Year Debt Reduction

This approach would allow the Philippines to utilize all or some’

of its annual base payments of $500 million Per year to buy back

commercial bank debt for any given number of Years, depending on

conditions prevailing in the market at the time. Thus no bond

issue is necessary. Illustrative buyback programs of 6, 10, or

i 15 years are compared below. In each case, the base paymants not
needed for buybacks would go into economic development. . :

It is assumed that the'discount on the debt under this option: -~ .
starts out much higher'than in the upfront approach, becausd each. . ...

s transaction will be emall enough-to leave the prevailing market -
oFeiwi= - discount largely intact: The current'seCOndary:p&rkggzgiggpﬁhtj,

;.o =277 - Of S0% will be taken'aE the starting point. Howaver, ag the -

" 77 reform process under the MAT proceads, the discount should fall- .
: . _reflecting the higher yield'on.invéstment and:iuprovedfgpnfidgggg_; S
“©T. %< Tin_the economy. We assume that the discount:falle By’ 5% per .- ... ‘

=7 year, but does (ot fall.below 25% i(beyond the sixth yaar]. . ~de=s 2 -

R LI - T

C. éompaéison of Fiﬁané@a;lsepefitét'"» LR AR ‘
The cash.flow analysis or-both"the upfront ‘and ‘the Vear-byiyedr A ~ = =
approaches to.debt reductibﬂﬂVithinfawbhse*é;mﬁéﬁggtiénﬁﬁgéxagq&- T

is based .on the $5 billipﬁtih§¢omhé£ci¢;'Bdnx mediux: and-Yong=-"
. term debt which'is 1iKeélirto remain' after implementaticn ‘of the ™
Philippines current:agreement with’ the commercial banks. 'In:each

; case, net present value.of:cash flow ‘savinge are calculated by - . ..
i taking the repayment:&thadile of ‘bynk debt (15 years, 8 years . -

: grace, 10% interest) less: (a) cost of servicing bonds, discounted

at 10%, in the upfront case and (b) purchase cost of debt, in the
gradual buyback case. . ° - ‘ < .

This analysié gives the following results:

©  The expected pitesent value of ' ‘are at’
least as good under' the year-by-year buyback ‘option as
under the upfront option, and up to twice as large:

--The upfront bond opEiéﬁ‘céhieVes'$i.z billipdiin-neﬁ”» Tl
present value of debt service savings. R P

~7A 10 or 15-year buyback program ueing $300 oér $200 - ° . :
million per year achieves roughly the same result ($1.1: <= : :
and §1.5 billion, respectively).. -... = . .otiviiv).

~-A 6-year buyback program usinqjssdq*at;;tdn1p§f¢yégp:-;:;::»

achieves $2.1'billicn";hisavidgsd.irg;{?dauhlgﬁﬁﬁgég}huj: Se-
; savings under the upfront WebtiFeductionEiTont NEYE] =2 fine T iny
t [ PRI . - . :

| ' © i Residual base bayiients"f6r . Geononte” devaToppant: dreiray v o
* ! higher under: the gradusl:buyback-opticni :i ooy RN

W L gr e aim
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--6-year buyback leaves all base payments of $500 millicn
per year intact in years 7 and beyond: l0-yaar bBuyback
allows $200 per year for 10 years, and the full $500

per year thereafter. Length of base agreement doeg not
matter.

--Upfront debt reduction residual is much s=aller a:md
only possible with very long~ternm agreements:

-=-20-year agreement leaves $60-million.per.yesr:
—~-15-year agreenment-lédves no-resourcés:(breakeven): -
_ 0--10-year agreemeft-is-fmpogsible, ‘since the:~::  ° '
! _ : necessary $610 million- per-ysaf'fot. bond service .- - . -
T . significantly exceeds: expected base.payments..

N. Comparison of Riéks;";ar::cz 2o HMirie

!
=== - - The preceding analysis demonstrates’thit the: year-by=yearidebt—
%= ... -buyback option offéers’at.aiminimumthe-samerexpected™tingnsiay " =~
{77772L7 benefits from debt redudtion:to. the'Philipfiines;wandspossibly .« .-
2= _ nuch more, than the upfront .approach; and:leaveersignificantly-— "~ - .
more resources for-development.:: Rut perhipe evén-worsrportantly
the year-by-year opti:ot_;"-.accon;p],—‘i:sttes;‘-t;hesg;‘-benéﬂté‘-’ﬁfa?;t'g._r'1?e§§ T

" risk to the Philippiné economyli:il?i.uniids Betnmarer™, .
ce= The year-by-year buyback-option-allows the Philippires: makimum: . "

flexjbility to re-eéxamine the desirabilityref: :engaging:in. debt"
reduction ezch year according-to howithe market discount’ evolves.
In the event that theidiscount déclines ddestonimprovementsin:the .-
economy, then the Philippines:has:ithéhfreedomctoi:use-more:rof its’
base payments for economic development:::'Since:alow- debt discount
is likely to be associated with a high rate- of return on domestic
investment, then this would be the optimal ¢choice. Since these
factors cannot be known 'in advance, maximum-flexibility should be
an important attribute of U.S. compensationi.”” The upfront scheme,
by contrast, could immediately lock:‘the"“Philippines intoia - ‘-
commitment on a major:debt reductioniat a:disadvantageocus price:

The year-by-year buyback schemeralsofits-in-ideally-with the . . -

Multi istarice Initistive ¢ Z8o.longas the:-rate:of.
return on investment ‘stays low (and-the.debt discount high), ae:
expected in the early years of the agteement-before the HAI: .. .
reform process has :taken hold, 'it’would'be profitable .for tha - ...
Philippines to spend .more.of its basa ‘assistance-on’:debt ‘reduction.
¥AI assistance will provide.as wany. fesourcee for :infrastructure.: .
projects as the Philippines could absorb -anyway. .Theh;: in later .
vears, after MAI reforms have borne:rfruit, ile.,. investment.is. . -.

] cfficient and the pipéline problém:is solved, ~the Phiiippines-, T

~.. will want to use most ofiits~baséiasgsistance forieconombcsuismu s L
development. The upfroént-schemeZrouldigivé-the:Phiddppinesing: . ©.. 11 7.
. cuch freedom, and debt reductioticwouldibesno rgreateryzimadsi T ro R Lo
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F.. Comparison of Resource Enhancement

The value of 'the full long-run base Compensation package, includirc
not only cash flow savings from debt reduction but also the value
of the invested residual and of the reinvested cash flow savings
from debt reduction, were calculated for the upfront debt reduction
option, the year-by-year buyback option, and the “baseline"
scenario inveolving no debt reduction. T e

for the upfront debt reduction), They also assume that resocurces - - :

not used for debt reduction are {invested domestically and earn a

The calculations assume a 1S-year base agreemept‘kﬁ:e&k;eﬁgh;bblﬁt
rate of return of 10%. Reinve&iéﬁgﬁiéiggiég,:aving@ earn the:

same return. The results are as follows:

LR

o - am
=-%105 million for the.upfront optien. A S
--$3.0 billion for a 6-year buyback progranm, - LT
--$3.6 billion for a 10-year buyback program, o Bl 7T
--94.6 billion for = ls-ycur'buyback'p?ogrdm;-"“’L" R

o The v'a . et Vg CRFSTICTI 200 P R-D R L L WL S Y A _{_.__._

package, counting cash flow savings,trom'debtftEQUctgon,
the reinvested value of such savings, and above Invested
residual base payments, is: T et e R :
——$3.2 billion for the upfront option. ° . '

--$7.7 billion for a 6-year buyback program.

-=$6.7 billion for a 10-year buyback progrem.

--$6.8 billion for a 15-year buyback program.

--%$7.5 billion for the "baseline" package with no debt

reduction.

Thus, the year-by-year buyback option yielde more than double the
benefits of the upfront option. The year-by-year option, however,

1S roughly equivalent to thé baseline packagc'vhich-gasumbsfné debt _
reduction, given the conservative assumptions that have been made. T

On the other hand, the u}éimaﬁé'reﬁufn-td'the_yééf;bnyégr"béfbA%E N
package could be much higher than the bagelin packagexthAije“"

. PR .

have assumed for the following-reasons:

©  There is no assurance ﬁh&tlﬁﬁé:fhﬁdfﬁiﬁb”inVeiéﬁéﬂﬁ_?“?"" R

will be as high as 10% (a very optinistic assumption). - -

The return to debt reduction-ig much more certain, - -

-2¥e tor- < T =

©  If the return to*Iﬂﬁeé€£;§§%§3§33ﬁ3§§§§§ffgfﬁ‘f:fﬁitf:""’;;'
example, the .present vgluéﬁét;thgfyarfbuzfpa&ﬁ&gésfaré CEsEe-
as follows: - T T e el .




~~$2.8 billion for the upfront option.

--$6.9 billion for a 6~year buyback program.
==$5.7 billion for a 10-year buyback program.
--$5.5 billion for a 15-year buyback progran.
==$5.3 billion for the "baseline® package,

co mmmmm———— .-

Under this assumption, the 6-year buyback program yields
considerably greater comparative benefits than the .
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absolute amounte in each case are smaller,  --¥F N7 SRR
©  Debt reduction per se could have verybenefic11§:m;_‘:5£._.;-
! . - __ round effects throughout -the economy as the- countryteg- - ..

| o ... ... Of Mexico, significant debt reduction‘.,co@ld:e'_i:i,ﬁ;i:i_iéﬁ;t
. T TR TUawt rTSX premium on domestic interest rates and- induce:
: | 7TUF -refurn of flignht capital, It may alzo-establish™a

.Creditworthiness improves; -As demongtrated in Eﬁé.‘ca% B8 e

e . 2

M—.; ——
v TS

A T ST refurn to voluntary ‘commercial bank Yending and:filaher , — — -

Y -

—.7 7 -direet-investment flows. ° “The" ultimateecongq_ic::g&‘te;ﬁf'__ =
7 I~ returmto the country as. a whole could: Ea ‘considexablgi~—- -

. - x
e e

I 'Debt -reduction would have' signif.icantp”afchoio‘gii"c"gj.:?ﬁ‘g-r~:—’t‘
:‘ ey 7?_"-_-:': ‘_l"ff-”;""-'poliﬁca'l benefite in the_ Phu'ippineg"" ?P_{_Ch:’{s‘!-‘?‘:‘-::_-_f_’“ .o T
i 7T essentially non-quantifiables. o ilrean

IV. Conclusion

negotiating strategy. If we were to move in this direction, the
above analysie indicates that such a- package should be based on
the following general .principles: o

© minimize.financial risk to the USG;

© be voluntary and market-oriented;

0 maximize flexibility’tp-'r.esbona"dh'ia" year-by-year bagld: ¢g5 1t "

changes in interest rates, the discount on Philij pine deht] o -
and returns on investment in the Philippines; -:- B

S Pt T TRt SRR S

) o achieve the maximﬁm'finqncial'b;netit"'to"tii_é"_’i’iifi.fbﬁiﬁj’e;f_afﬁi LT
© winimum economic risk (eig., inflation ana Capitat-flight) ;== ~ 1l

o0 make use of existing understandings bctweexrthegsc’ ‘and 'tbe___ -
. Government of th Philippines- (eiqg., the'-igeggghﬁﬁxq\iﬁr"_o P TR
B letter); ' e el . . Co e




© not undermine or conflict with the Philippines efforts te
complete the current hev money/cash buy-back arrangement
with the commercial banks (e.g., any additional UsSG sUpport
should follow availability of §114 million in ESF for ‘the
current caesh buy-back) ; .

© address only the mediun- and long-ternm commercial bank debt
remaining after the currently planned debt reduqtipg_ope:agibn
is completed, with official debts (bilateral  and Eultilateral)
offlimits:' and ' ' : ' '

T 7 "7~ . service reduction have“been met:i~ -~
. _ttT - . L C. L I R U T G = -::-_-_‘?:‘-‘—z:;_?—- --
! The above analysis shows that the year- year debt bhuybank.. 5% | s

' S ~T-3pproach adheres to thesa pringip_lesr;;, en ‘so, .t 'iil_;;'_,a:fi,ig.ggz_b‘;_;.’
| Sorme ~*aay not provide suffic,:ientl,':fenhaz_)t;_e,gnj_'e._z; : U Ng=ay

Bolongstaym =5
. TTeE~TZ.base rights agreement: "To ach:l.e\.reth’ist:b:ject_:ifl_i_;!’;:rJ.j::_"'mggga.;\ga_g_:e_;rI i
_ ;-'-'-""tf?':.-*.'-‘-:‘.-nec‘essary-‘to look to other indpc_emé}_z@:,s.‘;""_t_st_x'c:h“hsj'g;j_'bi?_\' Ling: logg= —

¢ TTFI.Iterm U.S. . financial cominitment or- a‘concg;s;.onon‘govgg.’é@a g
S =i .e., that u.s. pPayments: constitute ren ,w:.g_l_x_ x;p:._ggg'_ﬁ_gf_s';{égtgghgg,
"TSf—=¥-to their use. Such other- indu,cer,ugdts;‘._‘hpw'ev'e._r,' . hgyg"‘_bﬁdgsnn;.;;_~:'_f_ :

g -~ : e PRV IR A 11T A% pan s g2 astn g Tl Sy .- -

- 7777 legal, and precedentia) implications-that would- need:'to bs examined

C e e -Closely. T . : )

In the early stages of .. - negotiatidhs v ein" the BRI ppines, 1e -
will be premature to.discgssl‘s_p_'e'__'ci;t"__i,g_; debit‘rcduct;iohjopgzg;ohswi‘th:‘“‘ -

the GOP or to make a definitive Proposal ‘to-the Gop."

©  Discussion of specific dept’ and debt servicereduction
instruments at this stage might lock ‘ug too: soon: into an

among the banks and {n the-Philippines- for. further debt =

and debE
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GOP Use of a Long-Term US Financing Commitment to Raise
Funding for Debt Reduction or Other Economic Objectives

State and Defense support the development of creative ways to
make use of a long-term US financing commitment to facilitate
Ph111pp1ne borrowing for debt reduction or other economic
objectives. as a means to obtain an acceptable. long-term
basing agreement.

Under this concept. the Philippine Government would pledge US
base payments to service large Philippine commercial borrowing
(865 billion or more) on US government terms- Since a 20 year
or longer US base payment commitment is needed to service
significant GOP borrowings President Aquino might be able to
sell a long~-term GOP bas1ng agreement as "necessary to achieve
the significant economic advantages from such massive favorable
borrowing used for debt reduction or other purposes-

We would work-with the Philippine Government to develop the - e
most favorable uses for the up to Eb billion which the GOP :
might be able to borrow- Some of that cash could be .
effectively used for debt reduction operationss: in accordance - -
with the Brady plan- Remaining commercial debt could be bought T
back at a discount or exchanged fqr par bonds at low interest - T
or discounted long term bonds either in one year or spread over Rt
a period of years- Other parts of the funding could be used : :
for developments investments to enhance reserves. to pay off ' -
IFI debt or perhaps restructure part of the Philippine domestic -~
debt- Some of these options might not be feasible or optimal

for the Philippine economy. However. the benefits to the USG

of long-term basing must be strongly weighed in determining the
value of this approach-

A full faith and credit commitment from the USG may be required
to secure this favorable lending to the GOP. -If such a

- commitment were requireds either indirectly or through a USG
guarantee of the Philippine borrowing. the US6 would be
accepting the risk that we would have to continue payments
under the agreement (to commercial creditors) even if the
Philippine Government were to abrogate or materially breach the
basing agreement. UWhether the benefits of a long-term basing
agreement would be sufficient to justify that risk would be an
issue to be carefully considered with Congressional leaders-

Nontheless. the Federated States of Micronesia have been able
to borrow on favorable terms by pledging US Compact payments as
collaterals even though the compact agreement itself states
that the US obligation to make payments will cease if the FSHN
violates the agreement with the United States-

- Whatever its problems. the concept deserves careful exploration
with key US Congressional leaders and the GOP as it is the only

. prospect. however unlikely. of getting the long-term. favorable
basing agreement we need-




ATTACHMERT
Analyesie of the Copeland Plan

The Copeland plan has gone through several permutationc since its
inception one year and a half ago,-and currently has many variante.
The most recent “preferred" variant envisions a large Philippine
bond issue, secured by a full faith and credit U.S. long-term- °
financial commitment to provide annual payments for bond eervice.
The plan also envisfons a possible Japanese exchange.rate
quarantee, which would allow the Philippines to float a yen-
denominated bond at low yen-market interest rates. For a 20-year
agreement, and a $500 ‘million annual UJS. .base -payment commitment
with 3% escalator, thé size of'such & yén-denominated bond could
be $6 billion without the yen.qguarantee and $10-billion with -the
yen guarantee, T R AR AN X . R

- - -

Proceeds gf the bond"would'be: Us€d to buy-back debt. Since the = _
quantity of commercial. bank debt :remaining after-the cuxrent -~ —
commercial-Fank debt: deal is likely to be only around $5 billion, -

this plan envisages a;buyback ©of ‘significantiaméunts:of ... 070 ———
ltilateral -debt and:domestic.PhilippinesrTradsury 8i11-debt ::- T —

my, ral -deb e ddldpplhieseiraa . -
(currently-about. $7.57billion: and Carrying ¥éryrhigh domestic: - -i-—
interest fates)s The-plan-assumes that- the-discount-onithe .  T7.0

commerciak debt buyback:would: be:25§: (Sr+ferhaps. 30%) - 'which }!’53’:8*- :
leave $2-8 billion to:iretite these 'uthe'ri'-fo't'ms:-of:.debt;;.'-..-“._.. ol .

The plan's authors uSuallircite:cnly: the.gross sdvings J2ron. reduced =
debt -= fiiling to meéntion-of . the iopportunity cont of :foredgone .base™
payments, which would'be totally dedicated -to gervicing’of. the
Philippine bond. Palilyping Lged, E .

The Copeland approach:rests‘on:unrealistic:assumptions énd iz not
likely to achieve the presumed benefits. .In fact, rathier than
enhancing the value of our assistance, this approach diminishes
it by virtue of a highly cost-ineffective uce of ‘rescurces for
debt reduction. Moreover, -it entails major risks associated :with
{a) an unconditional guarantee by ‘the.USG-for the bond “issue and
(b) a large upfront cash infusion: to the Philippines, which could
be misspent and lead'to higher inflation -and capital flight. It
also locks the Philippines into.a. predetermined ‘mix betweer debt
reduction and development .in.its overzll corpensation package (2%
an unattractive debt:discount), and denies:it any flexibility.
over the uses of our:assistance:is i i Goamiode ooy

Specifically: STl lliiat Ty
o An unconditional guarante€ of. the. fullfuture etréam of ~..
base payments would ‘mean :thattlere:would be ho escape i
‘ clause in the event of ‘a political ‘change in. the B
. . ~ Phipippines which might. lead tb dn abrdgation of the R
| < ' bases treaty -- a grave-political rigkito:the Uig. << 1. .
: ; but such a.guaranteé-.:iroulat‘.be. requixed: :t'ﬁ‘_‘aﬁé"ééggfulzly_ A
i+ market the;bond. . Tsmifoumsmmesa.. & . - - . _
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. PERE.O. 13526 Classified by Georg@iNicFoleom¥iSemdar -7 (O
VB s Tleipo2opg-mR : LT C - B 13 e i i - : '

\\ T wAwm bl ‘ - .”- Db R



-that the “break-even:point*-fops

Providing the Philippines with al} or most of the Presen:

value of future bage payments up front, via the bona
iesue, leaves the U.s. with no leverage over the
Philippines*' future compliance with the nilitary base
treaty. . .

The assumption of a Japanese exchange rate guarantea

{from which most of the presuned savings would flow) ig
highly unrealistic. Such a guarantee would be very .
risky (i.e., expensive) "for ‘Japan to undertakel - T -

Marketing the bord wilY Qéféiﬁraﬁal}iéégﬁiéil?éiﬁﬁzf:f#
consunming, and uncertqin;jqnd?willxrggggrg'tbgwpqugng'
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debt reduction agreemant “with tHa balke GiiT havas ~HF %
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o~ u‘-.n'\.v\ Code ra -!
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cash. Domestic debt réduction would also péetpona’
economic reform by offering a “gquick fixw solution to
the domestic debt service problem, rathar than a .
fundamental solution which lowvers domestic interest
rates through appropriate policies. o
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TAB 6

JAPANESE ASSISTANCE FOR A LONG-TERM COMMITHMENT r

The original proposal for a long-term debt reduction for bases

scheme envisaged Japan providing a guarantee for the exchange G

rate risk involved in 20 year GOP bonds. denominated in yen and

sold on the Tokyo market where the cost of capital is lower. -

but serviced with dollars. There are several factors which :

suggest it would be extremely difficult to get Japan to agree

to participate in such a plan-.

e] First. an full G0J guarantee for such an issue would ,
constitute an open-ended commitment. one that could not be
budgeted or predicted- given movements in the yen/dollar
exchange rate- Limitations on the scope of the commitment
could be developed. but would reduce its value to the GOP-

0 Second. even-witi™a cap on Tokyo's monetary liability. such S
a guarantee would-likely be linked either publicly or by SRR
implication“to dur basing arrangement with the Philippines- oF
Active support™for military facilities in a third country -~
would likely=pe—politically untenable for the government ~- ¥ oomeS
and might -even- by unconstitutional. C

As a less valuab®d=options the Japanese might permit floating T =

of a yen-denomiitated=bond issue by the Government of the LT e

Philippines on tme=figkyo market-without a G0J guarantee-. T ==

Although this:woedd~likely also be opposed by the opposition ' - oE=

partiess th2 government could point to previous bond issues for s =

developing countries~(e-g- Pakistan and Turkey) as pirecedents
for a debt reduction bond- The lack of a guarantee on exchange
rate losses would lower its attractiveness to investors.
however. If we decide to pursue discussions with the Japanese-
the Philippines and the United States should quietly sound out
the Japanese together. Such an approach should not be made
until after Japan's elections. expected for late winter or
early spring of next year-

We should also seek other ways in which the Japanese Government
could support a new basing agreements in the burdensharing
contexts in view of the strong Japanese interest in a
continuing significant US military commitment in the
Philippines.-
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e Non-traditional Compensation Options

Non-traditional compensation options would be designed to
‘enhance the value of currently provided compensation or find Q]
new funding sources other than foreign assistance. They would
include new forms of economic cooperation and using DOD funds
or equipment-

Most non~-traditional options would add relatively little to

the cash value of the US base compensation package. but could

be important to convince the GOP that we regard them as an

important. major US ally- Non-traditional compensation optlons

will be opposed in various agencies. and some would require

legislation- There are. however. precedents for the following
| . opt10n51 and offering them to the Ph111pp1nes would be helpful
‘ in compensating for the likely decline in base-related foreign -
| assistance funding-

Trade and Economic Cooperation

‘ Precedents for tying trade liberalization and economic '

| development agreements to basing exist in other basing and - B

’ access.: agreementsxm.The most salient examples are the Defensg= ~—-===2=t- -~

} R Industrial Cooperation agreements (DICA) with Greece and N -
( Turkey- These have-involved establishing & joint board-to -:. -~ == 7.2 =

review and develop programs for coproduct1on or technology feAT e T

_ transfer- Projects have included munitionss radio equipment . - --~—-
( and UH-1 helicopter assembly-

‘l
4

There a number of problems associated with offering some
form of DICA to the GOPa chief among them the low level of
development in the Philippinesa but cooperation would be
. possible at the low end of the technological scale- This would
L provide economic benefits to the Philippines. meet GOP desires
for technologlcal and industrial growth. complement ongoing US
efforts in maintenance and logistics and strengthen the
bilateral economic and military relationship- O0ffering a DICA
would let the US to argue that it is treating the GOP like its
| NATO partners-

Excess Equipment

Base-related compensation could be augmented with transfers
of excess defense equipment (if operational)- The US provides
excess defense articles on a grant basis to the European base
rights countries (and to Israel and Egypt) under the Southern
Regional Amendment (SRA). Some items involved in this program
would be inappropriate for the Philippines. but others (such as
M=-1Y4 rifles+ mortars and trucks) would be useful. In the past
DOD has judged the amounts of equipment available and
approprlate for the Ph111pp1nes to be insignificants but
upcoming reductions in US forces may allow us to offer a larger
and more valuable excess package-




.

4
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. &rrangement we have already made with other base-rights

* countries but did not extend to the Philippines- It would be

useful for convincing the GOP that we do not regard it o5 =
second class ally if it was offered similar arrangements.
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Non-traditional Compensation: Trade

Senior Philippine officials in the past have raised the
possibility of trade preferences as part of a compensation £
package for US access to military facilities. Trade
preferences might include:

0 Increased garment and textile export quotas-

Imports of garment and textiles from the Philippines are
limited. by quotas negotiated in a bilateral agreement. 1In
support of the Aquino administration. we increased these quotas
in 1987 to provide more foreign exchange and jobs for the
Philippines- That agreement will expire in 1991. and. if the
quota system remains at that time. a new morz liberal agreement
could be an important trade off for basing rights- Increases
could be resisted by the US industry and many members of
Congress and could violate clauses in other bilateral
agreements which require the US to generally treat all
suppliers equally- Such an action might also raisa problems in
the GATT.

o Philippine access to DOD world wide procurament

As part of the October 1988 review. Philippine businesses can
supply DOD procurement needs in the CINCPAC area outside the
US. GOP officials would like to expand this access to cover
DOD procurement needs worldwides as is the cas2 with our NATO
allies. Development of a NATO-style MOU with-sha-Philippines
would also help build the impression that we take the
Philippines seriously as a mutual security partner and ally. as
we are asking them to do-

o, Image of less strong US support for trade benefits without
a new basing agreement.

It could work to the US advantage to make clear to the GOP that
many of the trade benefits the Philippines now enjoys are
related to our strong political support for the Aquino
Government- In the context of unsatisfactory security
arrangements for the future. it would not be in the US interest
to continue to accord high value to political considerations in
deciding on our trading relationship- For examples our efforts

- to continue and expand GSP. despite concerns about intellectual

property protection. and our support- for expanding textile
quotas well beyond those provided for our other trading
partners could be jeopardized by an unsatisfactory outcome to
the negotiations.-
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