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Dear Gentlemen:

| am writing to inform you about the results of SIGAR’s review of the systems used by the Department
of Defense (DOD), the Department of State (State), and the U.S. Agency for International
Development (USAID) for providing direct assistance to the Afghan government.! This review focused
on the processes and controls used by each agency to ensure the proper use of direct assistance
funds.

To fulfill its commitments under the London Conference, the Tokyo Mutual Accountability Framework,
and other international conferences of donors supporting the reconstruction of Afghanistan, the U.S.
government pledged to provide at least 50 percent of its development aid to Afghanistan in the form
of on-budget assistance.2 On-budget assistance funds are provided by international donors and
delivered through the Afghan government for specific programs and projects. Direct assistance
funds, a type of on-budget assistance, are channeled through Afghan public financial management
and procurement systems, including the government’s budget process. The projects funded by
direct assistance are managed and implemented by the Afghan government. Direct assistance is
intended to provide the Afghan government with increased control over the management of its own
budget, while simultaneously building capacity.

1 Direct assistance is a type of on-budget assistance that includes host country contracts and government-to-government awards. Other
types of on-budget assistance include contributions to multi-donor trust funds and direct budget support. In contrast to USAID, the
Department of State’s Bureau of International Narcotics and Law Enforcement Affairs does not consider its funding to multilateral trust
funds to be “on-budget” assistance.

2 Although not bound by the commitments made at international donor conferences because their funds are not considered "development
aid,” DOD and State also began providing direct assistance funds to the Afghan government following these agreements.
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Since the U.S. government’s commitment to expand its provision of on-budget assistance, DOD has
committed nearly $6.4 billion and disbursed approximately $3 billion, and State has obligated
approximately $140 million and disbursed nearly $77 million.3 USAID has committed and obligated
approximately $668 million and disbursed $217 million4 to its bilateral direct assistance programs
in Afghanistan and an additional $1.25 billion through the World Bank’s Afghanistan Reconstruction
Trust Fund (ARTF).

Our review found that DOD, State, and USAID provide direct assistance through different processes
using the Afghan public financial management and procurement systems and that the agencies have
instituted a number of controls to help ensure the appropriate use of those funds. More specifically,
we found that:

e DOD'’s direct assistance funds come from the Afghanistan Security Forces Fund. Those funds
are disbursed to the Afghan government and overseen by the Combined Security Transition
Command-Afghanistan (CSTC-A).5 CSTC-A provides direct assistance funds to Afghanistan’s
Ministry of the Interior (MOI) and Ministry of Defense (MOD) to directly support the personnel
and mission expenses of the Afghan National Police and the Afghan National Army. CSTC-A
transfers direct assistance funds to the Afghan government through a designated account
established at Afghanistan’s central bank by the Ministry of Finance (MOF) for MOl or MOD
expenditures on a quarterly basis, or as otherwise required. To ensure the proper use of
these funds, CSTC-A has instituted a number of controls, such as requiring MOl and MOD to
develop spending plans, adhere to disbursement conditions contained in formal agreements,
and use the Afghanistan Financial Management Information System to record financial
transactions. However, CSTC-A has not instituted a number of other controls, such as
completing comprehensive assessments of MOl and MOD financial management capacity
and internal control systems, requiring submission and approval of invoices and supporting
documentation prior to funds disbursement, and establishing a formal monitoring and
evaluation plan. Appendix Il contains detailed information on the CSTC-A process and
associated controls for providing direct assistance.

e State, through its Bureau of International Narcotics and Law Enforcement Affairs (INL),
provides direct assistance to the Ministry of Counter Narcotics for the Good Performers
Initiative and Governor-Led Eradication program.6 State INL uses a cost-reimbursement
method to disburse its direct assistance funds—as called for in the Consolidated

3 These figures are accurate as of November 2013 for CSTC-A; State INL, as of March 2014, and; USAID, as of September 2013. DOD
began providing direct assistance funding to the Afghan government in 2011 and State began providing direct assistance to the Afghan
government in fiscal year 2009. DOD uses the term “commitment” for the amount of funding it agreed to provide to the Afghan
government. USAID uses the term “commitment” to describe an internal control mechanism to ensure that USAID does not over-obligate
funding. An “obligation” is a term of appropriations law that creates a legal liability of the government for the payment of funds for specific
goods or services ordered or received. Consequently, we use different terms depending on which agency we are discussing.

4 Of the $217 million in disbursements, approximately $208 million was disbursed for programs that were within the scope of this review.
The remaining $9 million was disbursed to programs that were no longer active, as of September 30, 2013, and not included in our scope.

5 CSTC-A’s standard operating procedures for providing direct assistance designate CSTC-A’s CJ8 Directorate as the comptroller for the
CSTC-A budget and as the unit responsible for building financial management capability in the ministries and overseeing DOD’s direct
assistance funding to the Afghan Ministries of the Interior and Defense.

6 The Good Performers Initiative provides development assistance to provincial governors to reduce or eliminate poppy cultivation, or to
maintain a poppy-free status. The Governor-Led Eradication program promotes the involvement of provincial governments in eradicating
poppy crops by reimbursing expenses incurred as a result of poppy elimination efforts, including equipment and personnel costs.
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Appropriations Act, 2012.7 State INL's method requires both the ministry and State INL to
review and approve implementer invoices and supporting documentation prior to funds
disbursement. State INL has also instituted several other controls to ensure that the direct
assistance funds it provides to the Afghan government are properly used. For example, State
INL requires the Ministry of Counter Narcotics to provide bank statements, monthly reports
on the use of funds, and photographs of projects in various stages of completion. Although
State INL has multiple controls in place to protect its direct assistance funds from misuse,
they did not require the completion of a comprehensive assessment of the Ministry of
Counter Narcotics’ capacity to manage and account for direct assistance funds prior to
disbursement. Appendix Ill contains detailed information on the State INL process and
associated controls for providing direct assistance.

e USAID has disbursed nearly $208 million for the five active direct assistance programs in our
review.8 As called for by the Consolidated Appropriations Act, 2012, USAID uses a cost-
reimbursement method of disbursement to fund its direct assistance programs.® USAID’s
process requires both the ministries and USAID to review and approve implementer invoices
and supporting documentation prior to funds disbursement. USAID has also instituted many
other controls, including reporting/documentation requirements, audit/financial reporting
and review standards, a monitoring and evaluation plan, and the establishment of a special
joint bank account for disbursement. While USAID has instituted many controls to help
protect its direct assistance funds, it has not ensured the appropriate implementation of all
its required controls. For example, in January 2014, we reported that “conditions
precedent’—actions USAID requires ministries to take prior to the initial disbursement of
funds—were USAID Mission in Afghanistan’s (USAID/Afghanistan) primary method for
addressing the risks it identified in its ministerial capacity assessments and internal risk
reviews.10 However, we found that USAID/Afghanistan only included 24 of 333—less than 8
percent—of the identified mitigation measures as conditions precedent in its implementation
letters with those ministries. USAID’s low adoption rate of risk mitigation measures as
conditions precedent is concerning because it allows direct assistance funds to flow to
ministries that have not fixed their weaknesses—weaknesses that can expose U.S.
government funds to waste, fraud, and abuse and undermine the effectiveness of other
safeguards. For example, while USAID has a formal monitoring and evaluation plan in place
for the Ministry of Public Health, USAID’s risk review of that ministry found there was a
serious risk of the ministry “concealing vital monitoring and evaluation information.”
Appendix IV provides detailed information regarding USAID’s process and associated controls
for providing direct assistance.11

7 Pub. L. No. 112-74, § 7031(a), 125 Stat. 786, 1209-10 (2011). See also, Consolidated Appropriations Act, 2014, Pub. L. No. 113-76, §
7031, 128 Stat. 5, 509-12.

8 USAID has also contributed $1.25 billion to the World Bank-administered ARTF, which is the primary mechanism by which the
international community provides non-security on-budget assistance to the Afghan government. The direct assistance funds USAID
provides to the Afghan government comes from its Economic Support Fund and is intended to finance numerous development and
infrastructure projects and programs. For example, USAID provided direct assistance to support improvements to the national electric
transmission system, provide credit to small commercial farmers and agribusinesses, deliver and expand health services, and build civil
service capacity and organizational governance, among many other projects.

9 Pub. L. No. 112-74, § 7031(a), 125 Stat. 786, 1209-10 (2011).

10 SIGAR-14-32-AR. Direct Assistance: USAID Has Taken Positive Action to Assess Afghan Ministries’ Ability to Manage Donor Funds, but
Concerns Remain, January 30, 2014.

11 d.
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Building the Afghan government’s capacity to deliver better governance, economic development, and
security for the Afghan people through direct assistance has been a priority of U.S. government
agencies and international donors for years. However, providing direct assistance to institutionally
weak Afghan government ministries remains a concern and requires U.S. agencies to institute a
comprehensive control regime and conduct robust oversight to protect those funds from waste,
fraud, and abuse. While even the required use and consistent application of all of the controls
identified in the appendices cannot fully prevent corrupt actors from taking advantage of U.S.
government direct assistance funds, we generally believe that agencies should strive to institute and
appropriately apply these controls.

In commenting on a draft of this letter, CSTC-A stated that it has taken steps to improve the Afghan
government management of the Afghan Security Forces Fund to include implementing controls and
adding “stronger language that close loopholes and ambiguity in the fiscal year [2015] Commitment
Letters.” For example, CSTC-A now requires the MOF to create a separate treasury account for CSTC-
A funds, provide monthly submission of account statements, and grant CSTC-A access (read only) to
this account to ensure funds are expended properly. CSTC-A also now requires the ministries to
adhere to Generally Accepted Accounting Principles. We commend CSTC-A for undertaking these
measures. CSTC-A’'s comments are reproduced in Appendix V.

In its comments, State INL said that it is taking steps to correct potential deficiencies in its controls
over direct assistance funds. For example, on September 17, 2014, State INL awarded a contract to
conduct a comprehensive public financial management risk assessment of the Ministry of Counter
Narcotics. State INL agreed with SIGAR that the Ministry should adhere to applicable international
accounting standards and is investigating adding language to its Memoranda of Agreements with the
Afghan government to that effect. We commend State INL for undertaking these measures. State
INL’'s comments are reproduced in Appendix VI.

As for USAID, officials stated that our observations contained “some significant misrepresentations.”
First, USAID believes that our observations did not fully reflect the agency’s use of conditions
precedent as a risk mitigation measure. We disagree. We describe in Appendix IV the controls that
USAID has implemented in order to help safeguard its direct assistance funds to include the use of
conditions precedent. We did not seek to rate them in order of importance. In fact, we acknowledge
that USAID has used conditions precedent, albeit on a limited basis because of the high number of
vulnerabilities within Afghan ministries identified by USAID’s own assessments. We also
acknowledge USAID’s efforts to establish other types of controls to protect U.S. taxpayer funds from
those vulnerabilities. Notwithstanding the use of conditions precedent and other controls, USAID
does not require the ministries to address critical administrative, operational, and systematic
weaknesses prior to receiving direct assistance funds. We maintain that requiring Afghan ministries
to take the necessary corrective actions to address vulnerabilities would help them reduce the risk of
waste, fraud, and abuse in the event that any of USAID’s existing controls fail.

Second, USAID disagreed with our observation that the Partnership Contracts for Health Services
program is more vulnerable to waste, fraud, and abuse because the program is funded with monies
paid in advance of costs incurred. USAID stated that it processes payments associated with the
program based on “advances and liquidations,” which are in turn based on actual costs. We
maintain that funds provided to the Afghan government in advance of costs actually incurred are at
risk because the ministries do not have the systems operation or internal controls in place to
appropriately manage U.S. funds.
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USAID also acknowledged the need for timely third-party audits, stating that it has modified its audit
requirements and is “now contracting and actively managing the required audits of the ministries.”
However, USAID stated that it does not perform internal audits. Instead, it has adopted
“compensating measures” such as access to disbursement bank accounts and monthly
reconciliations of expenditures. As our letter states, by not conducting internal audits, USAID is
limited in its ability to identify and address issues as they arise. USAID’s comments are reproduced
in Appendix VII.

Sincerely,

John F. Sopko
Special Inspector General
for Afghanistan Reconstruction
Encl:

Appendix I: Scope and Methodology

Appendix II: Department of Defense Process and Associated Controls for the
Provision of Direct Assistance

Appendix lll: Department Of State Process and Associated Controls for the
Provision of Direct Assistance

Appendix IV: U.S. Agency for International Development Process and
Associated Controls for the Provision of Direct Assistance

Appendix V: DOD Comments
Appendix VI: State Comments

Appendix VII: USAID Comments
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APPENDIX I: SCOPE AND METHODOLOGY

This report provides the results of SIGAR’s review of the processes by which the Department of
Defense (DOD), the Department of State (State) and the U.S. Agency for International Development
(USAID), provide direct assistance funds to the Afghan government and the extent to which those
agencies employ controls to protect those funds.

In order to identify a comprehensive set of controls used by the U.S. government agencies providing
direct assistance funds, we interviewed Combined Security Transition Command—Afghanistan (CSTC-
A), USAID, and State’s Bureau of International Narcotics and Law Enforcement Affairs (INL) officials
in Kabul, Afghanistan and reviewed agency operating procedures, policies, guidance, reports, and
agreements with the Afghan government. Since other international donor organizations, such as the
World Bank and Asian Development Bank (ADB), also provide direct assistance funds to the Afghan
government, we interviewed officials from both organizations and reviewed guidance from those
organizations to identify additional controls that U.S. agencies could use to better protect direct
assistance funds. Based on this review, we identified a list of internal controls used by at least one of
the agencies or multilateral organizations and provided this list to CSTC-A, State, and USAID. We
asked each agency to (1) indicate whether each internal control is used, and (2) if used, to provide
documentation to verify the use of the internal control. For CSTC-A, we assessed the process and
implementation of internal controls for the provision of funds to both Ministry of Defense (MOD) and
Ministry of Interior (MOI). For USAID, we assessed the process and implementation of internal
controls for USAID'’s five active programs that had disbursements as of June 2013: (1) Agriculture
Development Fund, (2) Basic Education and Literacy and Vocational Education Training, (3) Civilian
Technical Assistance Program, (4) Grant Agreement to Support Civil Service Reform, and (5)
Partnership Contracts for Health Services. For State INL, we assessed the direct process and
implementation of internal controls for its two direct assistance funds programs: (1) Good
Performers Initiative and (2) Governor Led Eradication.

As a result of this work, we found that the agencies were using the following controls to help protect
direct assistance funds:

e Ministerial capacity assessment: The agency completes a comprehensive assessment of
each ministry’s financial management capacity and internal control systems prior to
disbursing direct assistance.

e Formal agreement with the Afghan government: The agency enters into a formal agreement
with the government of Afghanistan that defines funding levels and other expectations prior
to fund disbursement.

e Funds disbursement conditions: The agency establishes conditions for the ministry to meet
prior to fund disbursement.

e Reporting/documentation requirements: The agency requires the ministry to provide specific
documentation in order to receive direct assistance.

e Audit/financial reporting standards: The agency requires the Afghan ministry to maintain
books and records in accordance with generally accepted accounting principles prevailing in
the United States or other accounting principles, such as those prescribed by the
International Accounting Standards Committee or prevailing in Afghanistan.

e Monitoring and evaluation plan: The agency establishes a formal monitoring and evaluation
plan to oversee the disbursement and implementation of direct assistance.
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Risk mitigation strategy: The agency establishes a risk mitigation strategy that determines
how to mitigate risks associated with providing direct assistance funds to the ministries and
lays out a plan for addressing the underlying problems within the ministries.

Ministerial capacity building: Based on ministerial needs, the agency establishes a program
to develop the ministry’s ability to manage direct assistance.

Special joint bank account for disbursement: The agency establishes a separate, non-interest
bearing bank account for each direct assistance funds program.

Ministerial submission and agency review of invoices and supporting documentation prior to
disbursement: The agency requires the ministry to submit invoices and supporting
documentation for its review and approval prior to disbursing funds.

Review of condition satisfaction prior to disbursement: The agency reviews documentation to
ensure that the ministry met the conditions, as detailed in the formal agreements, prior to
disbursing funds.

Reimbursement method of disbursement: The agency receives a payment request from the
ministry, reviews the request and supporting documentation, approves or disapproves the
disbursement, and, if approved, initiates payment.

Funds held outside of Afghan financial sector until disbursement: The agency does not put
direct assistance funds into a bank account in Afghanistan until it initiates disbursement for
a specific payment request.

Visibility over disbursement bank account: The agency has viewing access over the bank
account to which funds are disbursed.

Monitor direct assistance funds implementation: The agency monitors programmatic
progress, achievements, and constraints.

Internal audit of funds: The agency itself performs audits of direct assistance funds that
provide findings and recommendations to mitigate risk.

Third-party audit of funds: The agency contracts with a third-party organization or assists the
recipient-ministry in contracting for third-party audits of direct assistance funds that provide
findings and recommendations to mitigate risk. The audits are completed within 4-6 months
of the end of the fiscal year.

Reconciliation and reduction of ineligible expenditures: The agency reconciles funding to
determine if there were any ineligible expenditures. If ineligible expenditures are found, the
agency provides an invoice to the recipient ministry or reduces the level of future funding.

We reviewed documentation that covered the period from July 2008 to January 2014. We did not
rely on computer-processed data for the purpose of the audit objective. With respect to assessing
internal controls, we reviewed the processes and controls that each agency has in place to internally
control its contribution to direct assistance. The results of our review are included in the body of this

We conducted our review in Kabul, Afghanistan, and Washington, D.C., from June 2013 through
March 2014, in accordance with SIGAR's quality control standards. Those standards require that we
plan and perform the review to obtain sufficient, appropriate evidence to meet our stated objectives
and to discuss any limitations in the work. We believe that the information and data obtained, and
the analysis performed, provide a reasonable basis for our findings. This work was conducted under
the authority of Public Law No. 110-181, as amended; the Inspector General Act of 1978, and the
Inspector General Reform Act of 2008.
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APPENDIX II: DEPARTMENT OF DEFENSE PROCESS AND ASSOCIATED
CONTROLS FOR THE PROVISION OF DIRECT ASSISTANCE

The Department of Defense (DOD) provides the Afghan government with direct assistance from the
Afghanistan Security Forces Fund. These funds are disbursed to the Afghan government and
overseen by the Combined Security Transition Command-Afghanistan (CSTC-A).12 CSTC-A provides
direct assistance funds to Afghanistan’s Ministry of the Interior (MOI) and Ministry of Defense (MOD)
to directly support the personnel and mission expenses of the Afghan National Police and the Afghan
National Army. Since March 2011, DOD has committed approximately $6.38 billion in direct
assistance to MOl and MOD, of which nearly $3 billion has been disbursed.13 In the first year, DOD
committed $1.05 billion and disbursed $752 million. By March 2013 (or Afghanistan’s solar year
1392), commitments increased to $2 billion with disbursements of $1.44 billion. This represents
approximately a 91 percent increase in commitments and disbursements in 2 years. Table 1 shows
the amount of direct assistance CSTC-A has committed and disbursed to the Afghan government.

Ministry Commitments ($) Disbursements ($)
Ministry of Defense 4,262,230,000 2,011,640,000
Ministry of the Interior 2,120,234,168 985,800,000

Total 6,382,464,168 2,997,440,000

Source: CSTC-A funding figures.
Note: Data as of November 2013

To provide the Afghan government with these direct assistance funds, CSTC-A transfers funds to the
Afghan government—through a designated account established at Afghanistan’s central bank by the
Ministry of Finance (MOF) for MOI or MOD expenditures—on a quarterly basis, or as otherwise
required. The process CSTC-A uses to provide direct Afghanistan Security Forces Funds to the Afghan
government begins with a request from the MOF for direct assistance contributions from CSTC-A. In
this request, CSTC-A requires the MOF to include, at a minimum, the amount of the Afghan
government’s planned contribution and the requested amount and primary purpose of CSTC-A direct
assistance.14 CSTC-A then coordinates with the MOl and MOD to develop an annual Direct
Contributions Plan based on the MOF request, and, after approval from the Office of Under Secretary

12 CSTC-A’s standard operating procedures for providing direct assistance designate CSTC-A’s CJ8 Directorate as the comptroller for the
CSTC-A budget and as the unit responsible for building financial management capability in the ministries and overseeing DOD’s direct
assistance funding to the MOl and MOD.

13 DOD did not provide direct assistance from the Afghanistan Security Forces Fund until February 2011. DOD began providing direct
assistance in March 2011 (or Afghanistan’s solar year 1390). Prior to February 2011, DOD provided on-budget assistance through
contributions to the United Nations Development Program-administered Law and Order Trust Fund (LOTFA). Although DOD now provides
direct assistance to MOI and MOD through CSTC-A., it still contributes to LOTFA and United Nations data show that DOD remains the
largest contributor. Since the LOTFA was established, DOD has contributed approximately $855 million.

14 The MOF request letter must also identify the methodology used to derive the requested assistance and identify any previous
agreements that factored into the calculations.
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of Defense (Comptroller), notifies Congress. The terms of the transfer are then formalized through
commitment letters signed by the CSTC-A Deputy Commanding General, the Afghan Ministers of the
Interior or Defense, respectively, and the Afghan Minister of Finance. These agreements outline
specific assistance amounts, a timeline for providing the funds, and the budgetary categories for
which the funds may be used.

To disburse funds, CSTC-A requests a transfer of direct assistance to an MOF account at Da
Afghanistan Bank—Afghanistan’s central bank—using the Defense Finance and Accounting Services.
The MOF provides budget authority to the MOl and MOD. The ministries then coordinate with the
MOF branch offices?® to (1) make salary payments to the Afghan Local Police and the Afghan
National Armyé or (2) make payments to vendors for goods and services. Prior to the funds transfer
from MOF to MOI and MOD, the MOF provides CSTC-A with an acceptance letter, stating that MOF
accepts and confirms the purpose and amount of funds to be disbursed and the bank account to be
used in facilitating the actual transfer. Figure 1 shows the basic process CSTC-A uses to provide
direct assistance funds to the Afghan government.

Source: SIGAR analysis of CSTC-A interviews and documentation.

To help protect these funds from waste, fraud, and abuse, CSTC-A has instituted several controls,
including the requirement for formal agreement with the Afghan government, establishment of funds
disbursement conditions and reporting requirements, and the development of a risk mitigation
strategy. While CSTC-A has instituted several other controls, they have not always been effectively
implemented. For example, CSTC-A relies on information entered into the Afghanistan Financial

15 MOF branch offices are referred to as mustofiats. In Afghanistan, the MOF serves as the budget office to the President, the government
payment service, and the treasury. Funds flow down to provinces via the MOF, and provincial government entities tap into these resources
at the provincial level. Funding authority is maintained at the mustofiat with an account for each government service. When those services
need funding, they visit the local mustofiat.

16 The Afghan National Police personnel’s salaries are paid through the Law and Order Trust Fund for Afghanistan.
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Management Information System (AFMIS) to monitor the use of its direct assistance, perform
internal audits, and reconcile and reduce ineligible expenditures—three important controls. However,
according to CSTC-A officials, this system is not consistently used by MOl and MOD and CSTC-A
cannot verify the accuracy of the data entered into the system.

The following list describes the controls CSTC-A has implemented:

e Formal agreement with the Afghan government: Prior to providing any direct assistance,
CSTC-A signed a memorandum of agreement with the Afghan Ministry of Finance (MOF),
Ministry of Defense (MOD), and Ministry of Interior (MOI). The agreement outlined the
specific amount, time period, budgetary codes eligible for funding, and purpose of the
funding. The memorandum stated that at the request of the Afghan government,
disbursements would be provided as necessary based on, but not limited to, actual
expenditure rates and estimated expenditure forecasts. At a minimum, requests for funds
were due to CSTC-A no later than 15 days prior to the beginning of each quarter.

e Funds disbursement conditions: In its funding commitment letter for 2013 (Afghanistan’s
solar year 1392), CSTC-A required the MOl and MOD to provide supporting documentation
such as payroll records and electronic funds transfer reports with each quarterly funding
request. In addition, CSTC-A’s draft commitment letters for 2014 (Afghanistan’s solar year
1393) established 27 conditions for the MOl and MOD to meet in order to receive funds.
Conditions included: the prohibition of the reallocation of funds without explicit authorization
from CSTC-A, mandatory use of AFMIS before contracts (to be funded with direct assistance)
are awarded, and the creation of a prioritized “Spend Plan” broken out by quarters,
budgetary units, and object code. If the MOl and MOD do not meet the conditions, CSTC-A
may reduce the amount of funding.

e Risk mitigation strategy: CSTC-A identified financial management and internal control
challenges at MOl and MOD and implemented measures to address those weaknesses.
Measures include (1) placement of Afghans with financial management expertise within the
ministries to help build capacity, (2) a proposed process to withhold direct assistance in the
event that unauthorized spending is discovered, and (3) the establishment of 27 conditions
in the draft fiscal year 2014 (or Afghanistan’s solar year 1393) commitment letters that
Afghan ministries are required to meet in order to receive full funding. CSTC-A’s 27
conditions include the prohibition of reallocation of committed funds without CSTC-A’s
authorization, mandatory use of AFMIS, and the requirement that all miscoding errors
discovered in procurement data must be corrected within 15 days of notification.

e Reporting/documentation requirements: CSTC-A, in its commitment letters, stipulated the
documentation that it required the Afghan ministries to provide for the disbursement of
funds. However, in its written response to our request for information, CSTC-A stated that
documentation is sporadically received from MOI and MOD. CSTC-A officials stated that most
of the invoices and other payment documentation were processed in remote areas in
Afghanistan, delivered to the MOF mustofiats, and then entered into AFMIS. Further, the
documents delivered to mustofiats were often incomplete and their delivery was dependent
on the security situation in the area. This, in effect, reduced CSTC-A’s ability to conduct
robust oversight of the funds, making it reliant on the sporadic, unreliable information
entered into AFMIS by the provincial mustofiat.

e Ministerial capacity building: CSTC-A’s commitment letters required it to advise the ministries

in budgeting and financial management and “direct, influence, and increase the capacity of
the [ministry] personnel.” One effort was a CSTC-A program to fund 50 civilian subject matter
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experts within MOI to help fulfill critical functions. Our December 2013 report also found that
CSTC-A deployed advisors to the MOD and MOI to work with Afghan officials in building their
ministerial capability.1” CSTC-A also identified the ministry offices that have financial and/or
acquisition authority, including Finance, Logistics, and Procurement. The advisors used the
Capabilities Milestone system to measure and track the progress made by each ministry in
approving its capability to operate independently. However, CSTC-A officials stated that
efforts to build ministerial capacity have been unsuccessful.

e Reconciliation and reduction of ineligible expenditures: CSTC-A performed annual
reconciliation as a final attempt to correct improper MOl or MOD charges to the Afghanistan
Security Forces Fund code. This process involved CSTC-A performing a review of the data
available in AFMIS and noting the number of transactions, along with the associated amount
and charged code, that were improperly paid with CSTC-A funding. Additionally, all
contributions must be either obligated, on a contract, or completely disbursed by the
ministries prior to the end of Afghan fiscal year in which the contribution was made. CSTC-A
then documented unobligated or undisbursed amounts each fiscal year, and the MOF
retained unexecuted funds in a holding account on behalf of CSTC-A. CSTC-A considers these
residual amounts when developing Afghanistan Security Forces Funds contribution plans for
future support. To perform the reconciliation and reduction of ineligible expenditures
however, CSTC-A officials used AFMIS data, about which they expressed concerns due to
their inability to verify its accuracy.

Although CSTC-A instituted the above controls, it has not instituted many others. For example, CSTC-
A did not conduct a comprehensive assessment of the financial management capacity and internal
controls of MOI and MOD prior to disbursing direct assistance funds, require visibility over the bank
account from which the Afghan government disburses the funds it receives from CSTC-A, or conduct
third-party audits. In addition, CSTC-A’s process of providing direct assistance funds on a quarterly
basis to the Afghan government, while in accordance with CSTC-A’s standard operating procedures,
limited CSTC-A’s ability to implement a number of controls. For example, CSTC-A’s method of
disbursement limits its ability to require the establishment special joint accounts for disbursement,
ministerial submission and approval of invoices and supporting documents prior to disbursement,
and review of condition satisfaction prior to disbursement. The adoption and appropriate
implementation of the following controls may help CSTC-A further protect its direct assistance funds
from waste, fraud, and abuse:

o Ministerial capacity assessment: CSTC-A did not complete a comprehensive assessment of
ministerial financial management capacity and internal control systems. CSTC-A has
examined the capacity and controls of individual offices within the ministries and conducted
financial risk assessment for some, but not all, Afghan budget requirements for direct
assistance. These risk assessments are limited to financial risks associated with the
procurement of a particular good or service. CSTC-A’s process did not enable it to determine
core functional capacity across each ministry, provide trainers and decision makers with an
understanding of systemic shortcomings of each ministry’s financial management capacity,
or identify risk associated with capacity weaknesses.

17 SIGAR-14-12-SP, Comprehensive Risk Assessments of MOD and MOI Financial Management Capacity Could Improve Oversight of Over
$4 Billion in Direct Assistance, December 03, 2013.
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e Audit/financial reporting standards: CSTC-A did not require the Afghan ministries to maintain
accounting records in accordance with generally accepted accounting principles. CSTC-A
officials expressed concern that it would be “impossible” for the ministries to meet this
standard, given the ministerial reliance on paper documentation, and stated that the
ministerial financial records are “unauditable.”

o Monitoring and evaluation plan: CSTC-A did not have a formal monitoring and evaluation plan
for its direct assistance funds but, rather, monitored the funds it provided through its reviews
of AFMIS data. In conducting the reviews, CSTC-A examined the transactional data for a
certain period and identified ineligible expenditures. These ineligible transactions were for
expenses that were originally paid for with CSTC-A funds. However, CSTC-A’s review of the
AFMIS data determined that the transactions were associated with spend categories for
which CSTC-A did not provide funding.

e Special joint bank account for disbursement: CSTC-A used a single Afghan Treasury account
to transfer its funds to the Afghan government. This account is at Da Afghanistan Bank—
Afghanistan’s central bank—and is controlled by the MOF Treasury, which disbursed funds to
MOD and MOI periodically. According to CSTC-A, it has almost no control once the funds
arrive in the MOF account. CSTC-A has access to AFMIS, which allows its representatives to
see how much is spent and to review the purpose for which the ministries stated they
intended to use the funds, but it does not have access to the bank accounts into which it
disburses funds to ensure funds were properly and expediently disbursed to recipients.

e Ministerial submission and CSTC-A review of invoices and supporting documentation prior to
disbursement: Given CSTC-A’s quarterly disbursement method, the MOl and MOD did not
submit invoices and supporting documentation for review and approval by CSTC-A prior to
disbursement. Rather, the funds went into the MOF bank account and MOF provided budget
authority to the ministries on a periodic basis.

e Review of condition satisfaction prior to disbursement: As part of its conditions for the
disbursement of funds, CSTC-A required the ministries to provide AFMIS data showing object
codes, object descriptions, and the total amount of funds committed, disbursed, and
expended. CSTC-A officials reviewed the AFMIS data to identify ineligible expenditures and
required the Afghan government to document and correct the erroneous transactions
identified. However, this process did not apply to the initial disbursement of funds, but,
rather, only to subsequent disbursements. Therefore, while these officials’ efforts were
sufficient to verify the reconciliation and reduction of ineligible expenditures, they do not
constitute a review of condition satisfaction prior to disbursement. In its draft fiscal year
2014 (or Afghanistan’s solar year 1393) commitment letters, CSTC-A stated it will provide
conditional funding to MOI and MOD. Since this process had not taken effect by the time we
completed fieldwork, we cannot verify CSTC-A’s review of condition satisfaction prior to
disbursement.

e Funds held outside of Afghan financial sector until disbursement: Once Congress
appropriates money for the Afghanistan Security Forces Fund, CSTC-A receives and manages
some of those funds for direct assistance. CSTC-A then authorizes the Defense Finance and
Accounting Service to disburse the agreed-upon direct assistance. The funds are kept in
CITIBANK New York and transferred to an MOF account in Da Afghanistan Bank on quarterly,
or as required bases. The MOF provides allotments (budget authority) to MOl and MOD on a
periodic basis. Therefore, the funds are held within the Afghan financial sector prior to
disbursement from DAB to MOI or MOD.

SIGAR-15-14-SP Review: Processes and Controls Used for U.S. Direct Assistance Page 13



o Visibility over disbursement bank account: CSTC-A officials do not have visibility into the MOF
bank account into which it disbursed funds. According to CSTC-A officials, their only way of
ensuring that their direct assistance funds were disbursed as intended is by reviewing the
expenditure codes in AFMIS, which are entered by MOI or MOD personnel.

e Monitor direct assistance funds implementation: CSTC-A officials reported issues with the
monitoring of direct assistance funds implementation due to the continued widespread use
of paper documentation for MOl and MOD procurements and salaries. CSTC-A’s monitoring
efforts relied on sporadic, unverifiable information entered into AFMIS by the MOF.

e Internal audit of funds: CSTC-A lacked capacity to conduct internal audits of funds because
the CSTC-A directorate’s audit team consisted of only four auditors who received on-the-job
training but are not professional auditors. The team also experienced difficulty in obtaining
requested documents. We released a report in December 2013 that highlighted internal
audit issues, including the following: (1) CSTC-A was understaffed relative to its oversight
responsibilities, (2) the majority of CSTC-A personnel who conducted oversight are not
trained financial auditors, and (3) CSTC-A orders that increased security measures for all
CSTC-A visits reduced interaction between advisors and their Afghan mentees.18 CSTC-A
officials agreed there is a need for more auditors to oversee its direct assistance funds
programs, and, in its response to our December 2013 Report, CSTC-A stated it was formally
pursuing additional manpower through two requests for assistance, a request for forces, and
a request to realign 18 vacant billets from elsewhere in CSTC-A. CSTC-A’s disbursements
were made quarterly, or upon requests from MOI or MOD.

e Third-party audit of funds: CSTC-A officials stated they were unaware of any CSTC-A-
contracted third-party audits that examined direct assistance. CSTC-A officials also stated
they were unaware of any ministry-contracted third-party audits that examined direct funding.

18 SIGAR-14-12-SP, Comprehensive Risk Assessments of MOD and MOI Financial Management Capacity Could Improve Oversight of Over
$4 Billion in Direct assistance, December 03, 2013.
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APPENDIX Ill: DEPARTMENT OF STATE PROCESS AND ASSOCIATED CONTROLS
FOR THE PROVISION OF DIRECT ASSISTANCE

The Department of State (State), through its Bureau of International Narcotics and Law Enforcement
Affairs (INL) has provided direct assistance to the Ministry of Counter Narcotics (MCN) for the Good
Performers Initiative (GPI) and Governor-Led Eradication program (GLE).1° Table 2 shows the amount
of direct assistance funds INL has obligated and disbursed to the Afghan government for these two
programs.

Program Ministry Total Obligations ($)  Total Disbursements ($)
Good Performers Initiative ~ Ministry of Counter Narcotics 132,855,856 71,619,715

Governor Led Eradication Ministry of Counter Narcotics 7,041,151 4,928,152

Total 139,897,008 76,547,868

Source: State INL data.
Note: Data as of March 4, 2014

To provide these direct assistance funds to the Afghan government, State INL uses a reimbursement
process that provides funds for completed work. The U.S. government has established a number of
bilateral Letters of Agreement with the Afghan government that provide State INL the framework
under which it operates in Afghanistan. State INL also has memoranda of understanding and
“implementation instructions” with the MCN and the Ministry of Finance (MOF) for the provision of its
direct assistance programs. In those agreements, State INL and MCN establish the policies and
procedures for the implementation of the GPl and GLE programs, and the conditions that must be
met prior to the disbursement of program funds. State INL and the MCN first determine if a province
is eligible for Good Performers Initiative (GPI) funding. Following that determination, the MOF opens a
non-interest-bearing bank account that is separate from other funding streams. MCN and State INL
then select the projects that will be implemented with GPI funding. The implementing partner
performs the work and provides invoices and supporting documentation to MCN, which then submits
a payment request and supporting documentation to State INL. State INL reviews the supporting
documentation and payment request, verifies their accuracy and, with concurrence from MCN,
approves disbursements in four installments—at 20 percent, 45 percent, 70 percent, and 100
percent of project completion. The MOF disburses funds to the implementing partner based on
invoice submission, monitoring reports, and MCN/State INL approval. Figure 3 shows the basic
process State INL uses to provide GPI funds to the Afghan government.20

19 The Good Performers Initiative provides development assistance to provincial governors to reduce or eliminate poppy cultivation, or to
maintain a poppy-free status. The Governor-Led Eradication program promotes the involvement of provincial governments in eradicating
poppy crops by reimbursing expenses incurred as a result of poppy elimination efforts, including equipment and personnel costs.

20 The GLE program has a different disbursement method than GPI; it receives a report from the United Nations Office on Drugs and Crime

that details the amount of poppy eradicated. State INL then uses this report to pay a pre-determined dollar amount per hectare of poppy
eliminated.
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Source: SIGAR analysis of State INL interviews and documentation.

To help protect these funds from waste, fraud, and abuse, State INL has instituted multiple controls,
including the requirement for formal agreement with the Afghan government, establishment of funds
disbursement conditions and reporting requirements, and the review of conditions satisfaction prior
to disbursement. In addition, State INL’'s reimbursement method for providing direct assistance to
MCN has several controls built into it to help protect those funds from waste, fraud, and abuse. For
example, State INL’s process allows it to review payment requests, invoices, and other
documentation that support program expenses claimed by MCN.21 Once it verifies that MCN met
disbursement conditions and approves the disbursement, State INL transfers funds into the
program-specific bank account at Da Afghanistan Bank. State INL monitors the account and may
withhold fund transfers for account misuse.

While State INL has instituted other controls, they have not always been effectively implemented. For
example, State INL uses some measures to mitigate risks associated with providing direct assistance
to the ministry, including requirements for reviews by State INL of expenditure documentation and
financial and project reports, joint State INL and MCN approval of payments, verification of eligible
expenditures, and internal and external audits of program funds. These measures essentially
constitute a risk mitigation strategy. However, State INL did not conduct a comprehensive ministerial
capacity assessment prior to providing direct assistance funding to MCN.22 In the absence of a

21 For State INL's GPI program, supporting documentation includes information regarding the relevant bank accounts, descriptions of the
work completed for the project, the percentage of the project completed, project components and tasks, and photos of the project status.
For the GLE program, payments are made based on documentation that includes the results of poppy eradication efforts compiled from
United Nations Office on Drugs and Crime data.

22 Section 7031 of the Consolidated Appropriations Act, 2012, Pub. L. No. 112-74, 125 Stat. 786, 1209-10 (2011), placed a limitation on
the provision of direct government-to-government assistance. This section required, among other things, that each Afghan agency or
ministry scheduled to receive assistance be assessed to determine that it has “the systems required to manage such assistance and any
identified vulnerabilities or weaknesses of such agency or ministry have been addressed.” However, State INL’s direct assistance
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comprehensive ministerial assessment, State INL cannot identify any inherent risks within MCN, the
severity of a possible adverse event associated with those risks, or the likelihood that one would
occur.23 As a result, State INL's risk mitigation strategy cannot fully address underlying problems
within the ministry.

The following list describes the controls State INL has implemented:

e Formal agreement with the Afghan government: State INL has entered into formal
agreements with the MCN through memoranda of understanding and implementing
instructions. These documents detail the procedures that both State INL and MCN will follow
in executing the GPI and GLE programs and disbursing program funds. The implementing
instructions for both programs provide guidelines for managing and implementing the
programs, including procedures for project selection, commitments made by both State INL
and MCN, and oversight procedures. The implementing instructions were signed by the
director of the U.S. Embassy’s International Narcotics and Law Enforcement Section, as well
as by the Afghan MCN.

e Fund disbursement conditions: State INL included disbursement conditions in the
agreements for its two direct assistance programs. These conditions include requirements
that MCN provide bank statements to State INL, allow State INL to inspect MCN’s accounting
and document records, produce monthly reports regarding the use of program funds, and
provide quarterly photo reports documenting the status of projects. Under the implementing
instructions, MCN also committed to ensuring that completed projects are used in the
manner in which they were intended.

e Reporting/documentation requirements: The agreements between State INL and the Afghan
government require MCN to produce monthly technical and financial reports that contain the
status of specific projects and a description of relevant activities. For State INL's GPI
program, these reports are required to include information such as project descriptions,
amount of funds allocated, amount of funds disbursed, contractor information, security
concerns, and reasons for any unexpended funds. Reporting requirements for the GLE
program include the number of poppy hectares expected to be eradicated, the number of
hectares verified as eradicated, and copies of bank statements that demonstrate the
transfer of funds from MCN to provincial accounts.

e Monitoring and evaluation plan: Under its memoranda of understanding with State INL, MCN
must monitor and oversee all GPI projects. As part of this requirement, it must ensure that
project work is completed correctly and in accordance with building standards. In addition,
MCN monitored GPI projects to ensure they are being used in the manner for which they
were intended and to assess project effectiveness. The monthly monitoring reports MCN
provides to State INL include project activity descriptions, recommendations issued by the
MCN monitoring team to the project implementation contractors, and general observations
made by the monitoring team during their visit to the project site. For the GLE program, State

programs in Afghanistan started prior to the passage of this law and it did not do an assessment of MCN’s ability to manage direct
assistance funds prior to disbursements.

23 USAID previously attempted to contract for an assessment of MCN, which was terminated because MCN refused to cooperate with the
contractor.
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INL’s implementation letters require MCN to work with the United Nations Office on Drugs
and Crime to ensure that all program payments are based on the office’s poppy eradication
verification reports.

e Risk mitigation strategy: State INL agreements with MCN include requirements for reviews by
State INL of expenditure documentation and financial and project reports, joint State INL and
MCN approval of payments, verification of eligible expenditures, and internal and external
audits of program funds. While State INL used these external measures to mitigate risks
associated with providing direct assistance to the ministries, these measures do not address
the underlying problems within the ministries and, as such do little to build ministries’
organic capabilities to manage donor funds. Moreover, the effectiveness of State INL's
external risk mitigation measures may be limited by ongoing problems within the ministries.

e Ministerial capacity building: State INL hired a finance advisor whose responsibilities
included planning and designing training programs relating to Afghan finance and
administrative personnel in order to build their capacity, preparing and providing training
materials for designed training programs, and overseeing budget expenses. According to
State INL, this helped improve MCN’s ability to manage direct assistance by assisting the
finance and procurement units with the development of procedures and the creation of an
updated procurement process to contract goods and services for projects.

e Special joint bank account for disbursement: MCN, as required by State INL's implementing
instructions, maintained separate bank accounts for each State INL program, into which
State INL deposits funds. State INL monitored these accounts, and they may not be used for
any other program or purpose.

e Ministerial submission and State review of invoices and supporting documentation prior to
disbursement: MCN provided State INL with documents detailing GPI project activities and
payments when requesting the disbursement of program funds. These documents included
information regarding the relevant bank accounts, descriptions of the work completed for the
project, the percentage of the project completed, and the names of the individuals providing
monitoring and supervision at the project site. In addition, MCN provided documentation of
individual project components and tasks, including the quantities of materials used for the
project and associated costs, as well as photos of the project status. Documents provided by
MCN supporting the use of State INL's GLE program funds included results of poppy
eradication efforts compiled from United Nations Office on Drugs and Crime data. State INL
officials reviewed and approved invoices and documentation provided to them by MCN prior
to the disbursement of funds. GPI program documentation reviewed by State INL included
project activities and the status of individual project components, results of project
monitoring and supervision conducted by MCN, and project payment requests. Prior to
disbursing funds for its GLE program, State INL reviewed documentation that verified claims
of poppy eradication efforts.

e Review of condition satisfaction prior to disbursement: State INL reviewed invoices and
supporting documentation prior to disbursing funds. Documents reviewed to ensure MCN
has satisfied GPI program conditions included MCN’s project monitoring reports and project
photo reports. To ensure GLE program condition satisfaction, State INL reviewed
documentation supporting claims of poppy eradication efforts.

e Reimbursement method of disbursement: State INL's memoranda of understanding and
implementing instructions set forth a process by which State INL approves the disbursement
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of funds for eligible activities under the GPl and GLE programs based on a review of
supporting documentation, including invoices.

o Funds held outside of the Afghan financial system until disbursement: State INL only
disbursed funds to the Afghan government once payments are approved. Prior to
disbursement to the program’s bank account, U.S. funds are held outside of the Afghan
financial sector.

o Visibility over disbursement bank account: In accordance with the GPl memorandum of
understanding, State INL had regular access to program bank accounts through which it
monitored transactions. According to State INL officials, while State INL cannot directly
withdraw its direct assistance once disbursed to the GPI program bank account, it does have
continuous online access to the account that allow it to view the status of funds, as required
by the program’s memorandum of understanding between State INL and the Afghan
government. In addition, State INL received monthly bank statements from MCN regarding its
GLE program account.

e Monitor direct assistance implementation: State INL monitored the use of its assistance
funds through its visibility over the MCN program bank accounts. With this visibility, it
observed the program transactions conducted with U.S. funds. In addition, State INL required
MCN to directly monitor GPI projects and provide monthly progress reports to State INL for
review. These reports are intended to ensure that projects implemented with State INL funds
are completed correctly and in accordance with applicable standards.

e Internal audit of funds: State INL’s internal financial team conducted quarterly audits of
MCN'’s use of GPI program funds. These audits examined program expenditures, financial
records, and other relevant documentation. INL officials also provided the results of the first
GLE audit which cover the third quarter of 2013. These audits have found bookkeeping
issues, missing supporting documentation, and procurements exceeding projected amounts.
The reports made recommendations for corrective action.

e Third-party audit of funds: State INL contracted with KPMG Afghanistan Limited to perform
an audit of the financial records related to the GPI program and the program’s compliance
with applicable agreements and regulations. KPMG completed the audit in May 2012 and
the scope of the audit covered the period from March 2009 through September 2011. The
audit’s objectives were to (1) indicate whether program records conform to applicable
bilateral agreements and generally accepted accounting principles, (2) evaluate MCN'’s
internal controls related to the GPI program, and (3) assess whether MCN complied with
agreement terms and applicable laws and regulations. The audit’s findings included
$165,369 in questioned costs, some internal control deficiencies, and some instances of
non-compliance with the program’s implementing instructions. State INL contracts for audits
of GPI that provide it with third-party findings. However, the recipient-contracted fiscal year
audits required by the World Bank and Asian Development Bank—large multilateral donors—
for their direct assistance programs have two benefits: they build the capacity of ministries to
contract for audits and provide findings within 6 months of the end of each fiscal year. The
failure to have audits completed within 6 months of the end of each fiscal year delays the
possibility of identifying and addressing issues in a timely manner.

e Reconciliation and reduction of ineligible expenditures: According to State INL, the
reimbursement process for GLE is preceded by the verification process, in which, depending
on the province, some claimed eradication may be disallowed because only verified
eradication is reimbursed, as agreed to in the memorandum of understanding. Provinces
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may receive an advance payment based on a small percentage of the province’s agreed-
upon eradication target. Because advance funds may have been expended on GLE
preparations and in any case have been transferred to governors at the beginning of the
eradication season, MCN has generally been unsuccessful in recovering these amounts. In
an effort to internal control GLE funds, State INL has limited the amount of advance
payments, from 35 percent of the agreed-upon target in 2011, to 10 percent beginning in
2012. The memorandum of understanding for the 2013 cycle provided that prior-year debts
would be withheld from the final payment. According to State INL officials, the memorandum
of understanding for the 2014 cycle, in draft form at the end of our fieldwork, will require
that prior year debts to the GLE program that are owed by the provinces will be withheld from
the current year’s advance GLE payment and, if necessary, from the final payment as well.
For the GPI program, the State INL finance team conducted a reconciliation of GPI invoices
prior to initial disbursement and did not reimburse ineligible expenditures. An external GPI
audit found $165,369 in questioned costs for expenditures that were either not approved by
INL or were not included in the approved budget.

Although State INL instituted the above controls, it has not instituted others. Adoption of the
following controls may help State INL further protect its direct assistance funds from waste,
fraud, and abuse:

e Ministerial capacity assessment: State INL did not conduct a ministerial capacity assessment
prior to providing direct assistance to MCN. The Consolidated Appropriations Act, 2012 which
includes the Department of State, Foreign Operations, and Related Programs Appropriations
Act, now requires the assessment of the ministry to ensure that the ministry has the capacity
to manage such assistance and any identified vulnerabilities or weaknesses of such ministry
have been addressed. Since State INL direct assistance programs started prior to the
passage of this law, State INL did not do an assessment of MCN’s ability to manage direct
assistance prior to disbursements; however, the agency officials stated that they are
currently developing a plan to complete such an assessment. USAID previously attempted to
contract for an assessment of the Ministry of Counter Narcotics but terminated the contract
because MCN refused to cooperate with the contractor.

e Audit/financial reporting standards: State INL did not require the Afghan ministries to
maintain accounting records in accordance with generally accepted accounting principles.
Without these standards, MCN practices were not aligned with accepted standards and
thereby do not encourage the ministries to develop key financial management capacity.
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APPENDIX IV: U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT PROCESS AND
ASSOCIATED CONTROLS FOR THE PROVISION OF DIRECT ASSISTANCE

The U.S. Agency for International Development’s (USAID’s) direct assistance commitments and
obligations grew from $1 million in fiscal year 2009 to nearly $63 million in fiscal year 2011. In fiscal
year 2013, direct assistance commitments grew to $505 million.24 Of the $668 million in total
commitments and obligations, USAID has disbursed nearly $208 million for the five active direct
assistance programs.2> Table 3 shows the amount of direct assistance funds USAID has obligated
and disbursed to the Afghan government.

Total Estimated Total Total

e b T Contribution ($) Obligations ($)  Disbursements ($)

Agriculture Development  Ministry of Agriculture,

Fund Irrigation & Livestock 74,407,662 29,000,000 9,000,000

Basic Education and
Literacy and Vocational Ministry of Education 26,966,813 20,000,000 11,780,633
Education Training

Civilian Technical

. Ministry of Finance 36,256,560 36,256,560 28,810,610

Assistance Program

Grant Agreement to mgrﬁgg/cl);de endent

Support Civil Service L ep 15,000,000 15,000,000 10,750,000
Administrative Reform and

Reform o . o
Civil Service Commission

Partnership Contracts . uciry of Public Health 236,455,840 190,286,911 147,172,081

for Health Services

Total 389,116,875 290,543,471 207,513,324

Source: USAID data.
Note: Data as of September 30, 2013

As called for by the Consolidated Appropriations Act, 2012, USAID uses a cost-reimbursement
method of disbursement to fund its direct assistance programs.26 USAID implements its direct
assistance programs through “Implementation Letters” or “Grant Agreements” signed by the Afghan
Minister of Finance, the USAID Mission Director, and, for three programs, the minister of the

24 USAID has contributed $1.25 billion to the World Bank-administered ARTF, which is the primary mechanism by which the international
community provides non-security on-budget assistance to the Afghan government.

25 An additional $9 million was disbursed to programs that were no longer active, as of September 30, 2013, and, consequently, not
included in our scope. USAID’s direct assistance comes from its Economic Support Fund and is intended to finance numerous
development and infrastructure projects and programs throughout the country. For example, USAID provided direct assistance to support
improvements to the national electric transmission system, provide credit to small commercial farmers and agribusinesses, deliver and
expand health services, and build civil service capacity and organizational governance, among many other projects.

26 Pub. L. No. 112-74, § 7031(a), 125 Stat. 786, 1209-10 (2011).
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recipient ministry. The relevant Afghan ministry then establishes a non-interest bearing, separate,
special project bank account at Da Afghanistan Bank—Afghanistan’s central bank.

After performing the work mandated by its contract with the Afghan government, the ministry’s
implementing partner provides invoices and supporting documentation to the responsible ministry.27
The ministry then requests a payment from USAID, at which point USAID reviews the request and
supporting documentation. If approved, USAID initiates a payment through the U.S. Disbursement
Office in Bangkok, Thailand, which sends the funds via Bank of America to the special account at Da
Afghanistan Bank. These funds are then transferred by the MOF to the implementing partner. Figure
3 shows the basic process USAID uses to provide direct assistance funds to the Afghan
government.28

Source: SIGAR analysis of USAID interviews and documentation.

27 The process differs for the Ministry of Public Health’s Partnerships Contracts for Health, which is a host-country contract
program. According to USAID officials, host country contracting was used before the development of USAID’s Automated
Directives System Chapter 220 (Use of Reliable Partner Country Systems for Direct Management and Implementation of
Assistance), which provides USAID guidelines for direct government-to-government assistance. USAID officials also stated
that USAID is moving away from host country contracting and toward cost-reimbursable direct assistance. The Ministry of
Public Health is the only ministry with an active program funded as a host-country contract.

28 This process, as well as the analysis presented in this section, is limited to USAID’s programs for the four of five
ministries to which it provides direct assistance using “government-to-government” assistance. The safeguards differ for
the Ministry of Public Health’s Partnership Contracts for Health, which is a host-country contract program. Host country
contracting was used before the development of USAID’s Automated Directives System Chapter 220, which provides USAID
guidelines for direct government-to-government assistance. The Partnership Contracts for Health does not use fund
disbursement conditions or a reimbursement method of disbursement when delivering direct assistance. The failure to use
these safeguards increases the vulnerability of USAID’s funds for this program to waste, fraud, and abuse. USAID officials
stated that USAID is moving away from host country contracting and toward cost-reimbursable direct assistance. The
Ministry of Public Health is the only ministry remaining with an active program funded as a host-country contract.
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To help protect these funds from waste, fraud, and abuse, USAID has instituted multiple controls
throughout the process, including determinations of ministerial capacity, the requirement for formal
agreement with the Afghan government, establishment of funds disbursement conditions and
reporting requirements, and the review of conditions satisfaction prior to disbursement. In addition,
USAID’s reimbursement method for providing direct assistance to Afghan ministries provides USAID
with the opportunity to review the invoices, receipts, and supporting documents verifying the
fulfillment of conditions. Based on this review, USAID then approves or rejects the disbursement.

While USAID has instituted other controls—such as establishing fund disbursement conditions, risk
mitigation strategies, and conducting third party audits of funds—they have not always been
effectively implemented. For example, in January 2014, we reported that “conditions precedent”—
actions USAID requires ministries to take prior to the initial disbursement of funds—were USAID
Mission in Afghanistan’s (USAID/Afghanistan) primary method for addressing the risks it identified in
its ministerial capacity assessments and internal risk reviews.2° For the 104 risks identified in
USAID’s internal reviews, the mission identified 333 mitigating measures that would help reduce the
risks associated with the provision of direct assistance for seven ministries.30 However, we found
that USAID/Afghanistan only included 24—less than 8 percent—of the identified mitigation measures
as conditions precedent in its implementation letters with those ministries. USAID’s low adoption
rate of risk mitigation measures as conditions precedent is concerning because it allows direct
assistance funds to flow to ministries that have not fixed their weaknesses—weaknesses that can
expose U.S. government funds to waste, fraud, and abuse and undermine the effectiveness of other
safeguards. For example, while USAID has a formal monitoring and evaluation plan in place for the
Ministry of Public Health, USAID’s risk review of that ministry found there was a serious risk of the
ministry “concealing vital monitoring and evaluation information.”31

The following list describes the controls USAID has implemented:

o Ministerial capacity assessment: USAID contracted for assessments of all five receiving
ministries’ financial management capacity and internal control systems and conducted
internal reviews for four of the five to determine if the ministries were able to properly
manage and account for donor funds.

o Formal agreement with the Afghan government: USAID initiated its direct assistance
programs through “Implementation Letters” or “Grant Agreements” signed by the Afghan
Minister of Finance, the USAID Mission Director, and, for three programs, the minister of the
recipient-ministry. One program, Partnership Contracts for Health, included the U.S.
Ambassador as a signatory to the agreement.

e Fund disbursement conditions: Fund disbursement conditions varied by USAID program but
generally included the establishment of a separate, non-commingled, non-interest-bearing,
Afghani-denominated special account; the inclusion of the program in the ministry budget;
the provision of a third-party authorization letter granting USAID information access rights to

29 SIGAR -14-32-AR. Direct Assistance: USAID Has Taken Positive Action to Assess Afghan Ministries’ Ability to Manage
Donor Funds, but Concerns Remain, January 30, 2014.

30 The scope of this review differed from the scope of our January 2014 report on direct assistance. Specifically, SIGAR-14-
32-AR included three additional ministries—Da Afghanistan Breshna Sherkat, Ministry of Mines, and Ministry of
Communications and Information Technology—but did not include the Independent Administrative Reform and Civil Service
Commission.

31 SIGAR -14-32-AR. Direct Assistance: USAID Has Taken Positive Action to Assess Afghan Ministries’ Ability to Manage
Donor Funds, but Concerns Remain, January 30, 2014.
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the special bank account; the provision of documentation that the ministry established
appropriate processes and procedures for the disbursement of funds; the development of a
monitoring and evaluation plan; the development of a financial reporting format; a letter from
Da Afghanistan Bank stating that no funds will be released from the special account without
a letter from USAID authorizing the release; and the provision of any other documentation
requested by USAID to ensure funds will be used for appropriate program purposes. One
program, the USAID Grant Agreement to Support Civil Service Reform, differed in that it
established 23 performance benchmarks in its grant agreement, with disbursement amounts
dependent on “satisfactory completion” of each benchmark.32 While USAID developed risk-
mitigation strategies for each ministry, these strategies are not reflected in the conditions
precedent; in other words, funding is not predicated on the ministry addressing their
weaknesses. Our January 2014 report found that conditions are USAID/Afghanistan’s
primary method for addressing the risks it identified in its assessments and risk reviews. For
the 104 risks identified in USAID’s risk reviews, the mission identified 333 possible
mitigating measures that would manage the risks for seven ministries: Da Afghanistan
Breshna Sherkat; Agriculture, Irrigation, and Livestock; Communication and Information
Technology; Education; Finance; Mines and Petroleum; and Public Health. However, we found
that USAID/Afghanistan has only included 70—or 21 percent—of the mitigation measures as
conditions precedent and ongoing measures in its agreements with those ministries.

e Reporting/documentation requirements: All of USAID’s programs established
reporting/documentation requirements. USAID included several of the documentation
requirements in the conditions for disbursement, such as agency provision of documentation
satisfactory to USAID that the ministry established appropriate processes and procedures for
the disbursement of funds, a drafted monitoring and evaluation plan, and a precedent for
the provision of any other documentation USAID may request.33

e Audit/financial reporting standards: The USAID programs established audit and financial
reporting and review standards. For financial reporting, USAID required ministries to provide
complete copies of executed contracts, invoices from the vendor, a full accounting of all
activity in the separate bank account, quarterly reports, and financial reviews. For audit
standards, USAID required the ministries to maintain books and records in accordance with
generally accepted accounting principles prevailing in the United States or, at the
government’s option, with approval by USAID, other accounting principles. USAID also
required Afghan ministries to maintain program books and records for at least 3 years after
the date of last disbursement or for as long as required to resolve any litigation, claims, or
audit findings. The Partnership Contracts for Health implementation letter was different in
that it established that the recipient ministry should request a USAID-performed or
contracted audit of costs claimed under cost-reimbursable contracts in excess of $500,000
awarded to U.S.-based firms; audits of smaller cost-reimbursable contracts should also be
conducted.

32 The Partnership Contracts for Health program was performed under a “host country contract” mechanism and
consequently did not establish disbursement conditions. According to USAID officials, host country contracting is not used
frequently by USAID anymore, and the agency is moving to cost-reimbursable direct assistance funds instead of host
country contracting.

33 The Partnership Contracts for Health program did not have conditions but did establish the requirement that the Ministry
of Public Health submit one semi-annual report and one annual report to USAID each year that details progress, results,
challenges, and remedial actions.
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o Monitoring and evaluation plan: USAID agreements with the Afghan government required the
ministries to work with USAID and establish monitoring and evaluation plans with baselines,
targets, and indicators prior to disbursements. We verified that this coordination resulted in
formalized monitoring and evaluation plans for four of the five programs. The Grant
Agreement to Support Civil Service Reform program did not have a formal monitoring and
evaluation plan; however, the structure of the grant provided disbursements only after the
“satisfactory completion of performance benchmark.”

o Risk mitigation strategy: USAID established risk mitigation strategies through internal risk
assessments of four of the five ministries. The reports identified risks, the severity of an
adverse event associated with the risk, the likelihood of the occurrence of the adverse event
associated with the risk, and suggested mitigation measures. We verified that the strategies
exist; however, our January 2014 report found that of the 333 total risk mitigation measures
identified for seven ministries, USAID included only used 70 as conditions precedent and
ongoing measures for their direct assistance programs. Our January 2014 report further
showed that while USAID takes additional external measures intended to mitigate risks
associated with providing direct assistance to the ministries—such as establishing separate
bank accounts and providing funds on a reimbursement basis—these measures do not
address the underlying problems within the ministries and, as such do little to build
ministries’ organic capabilities to manage donor funds—one of the primary purposes of
providing direct assistance to the Afghan government. Moreover, the effectiveness of
USAID’s external risk mitigation measures may be limited by ongoing problems within the
ministries. Additionally, our January 2014 report noted that USAID signed agreements with
each of the reviewed ministries to approve direct assistance programs even though the risk
reviews concluded that the ministries were unable to manage direct assistance without a risk
mitigation strategy in place.34

e Ministerial capacity building efforts: USAID officials provided documentation to verify
ministerial capacity building efforts for four of its five direct assistance programs.35 Examples
of capacity building included the drafting, publishing, and distribution of a financial policies
and procedures manual to all ministry offices and a project designed to strengthen the
capacity of the ministry to lead and manage financial governance of the program.

e Special joint bank account for disbursement: USAID established a separate, non-
commingled, non-interest-bearing, Afghani-denominated special account at Da Afghanistan
Bank for each program. This measure increased USAID’s ability to monitor the expenditures
and the specific purpose for which the funds were disbursed.

o Ministerial submission and USAID review of invoices and supporting documentation prior to
disbursement: USAID required the receiving Afghan government ministries to submit invoices
and supporting documentation for review and approval prior to disbursements. USAID used
the required supporting documentation to demonstrate that the ministry met conditions
precedent.

o Review of condition satisfaction prior to disbursement: USAID has reviewed condition
satisfaction for all four programs that established conditions precedent. In one case, we

34 SIGAR -14-32-AR. Direct Assistance: USAID Has Taken Positive Action to Assess Afghan Ministries’ Ability to Manage
Donor Funds, but Concerns Remain, January 30, 2014.

35 Capacity building for the Basic Education and Literacy and Vocational Education Training program is performed by
USAID’s Office of Financial Management. According to USAID officials, the report on capacity building for this program was
in progress.
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found that when the ministry only complied with 5 of 13 conditions, USAID required that the
ministry comply with all conditions precedent and supply USAID with adequate
documentation to substantiate compliance prior to the release of funding. For the other three
programs, USAID released funds after determining that the ministry met all conditions.

e Reimbursement method of disbursement: The reimbursement method of disbursement
internal control was implemented through USAID’s general disbursement process and is
called for by law.36 The program implementing partner provided invoices and supporting
documentation to the ministry, the ministry requested payment from USAID, USAID reviewed
the ministry payment request and supporting documentation, approved or disapproved the
disbursement, and, if approved, initiated payment through the U.S. Disbursement Office in
Bangkok, Thailand.

e Hold funds outside of the Afghan banking sector until disbursement: As a result of USAID’s
reimbursement-based disbursement process, the direct assistance funds do not enter the
Afghan financial sector through the ministry account at Da Afghanistan Bank until USAID
approved the invoices and supporting documentation.

e Visibility over disbursement bank account: USAID maintained visibility over the disbursement
bank account through online viewing access provided by the Ministry of Finance.

e USAID monitoring and evaluation of program implementation: USAID implemented its
monitoring and evaluation plans through periodic program reports. These reports included an
assessment of progress toward the achievement of objectives, accomplishments, and
challenges.

e Third-party audit of funds: USAID contracted with Ernst and Young to perform audits of all five
programs. Examples of audit objectives included assessments of project internal controls,
determination of validity and reliability of information, determination of whether the ministry
complied with agreement terms and applicable laws and regulations related to the USAID-
funded program. USAID’s internal guidance, known as the Automated Directives System,
requires that audits of foreign recipients must be completed within 9 months after the end of
the fiscal year in which expenditures above $300,000 were incurred. However, USAID did not
complete any audits within the 9-month period. We are concerned that USAID’s lack of
regularly-received audit results makes it difficult for the agency to take action to identify and
reconcile ineligible expenditures and address other issues with direct assistance
implementation. The World Bank and Asian Development Bank work with the recipient-
ministries to contract for third-party program audits within 4 months and 6 months,
respectively. The failure to have audits completed within 6 months of the end of each fiscal
year, as multilateral donors use, or 9 months, as required by USAID guidance, delays the
possibility of identifying and addressing issues in a timely manner.

e Reconciliation and reduction of ineligible expenditures: USAID conducted monthly
reconciliations of expenditures for all five programs. USAID has not identified ineligible
expenditures for four of five programs and, therefore, has not initiated reductions. For the
one program that did receive a reduction for ineligible expenditures, the Mission issued a bill
of collection to the Ministry of Finance for $77 in disallowed costs.

36 Pub. L. No. 112-74, § 7031(a), 125 Stat. 786, 1209-10 (2011).
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Although USAID instituted the above controls, it has not elected to conduct internal audits of
funds. Adoption of the following control may help USAID further protect its direct assistance
funds from waste, fraud, and abuse:

e Internal audit of funds: USAID officials confirmed that the agency did not perform internal
audits of funds. USAID’s nonuse of internal audits means that it did not benefit from regular
internal financial transaction audits that allow direct assistance providers to identify and
address issues as they arise. According to USAID officials, USAID’s Office of the Inspector
General has the right to audit these programs but has not yet done so.
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This report was conducted under
project code SIGAR-082A.



SIGAR’s Mission

Obtaining Copies of SIGAR
Reports and Testimonies

To Report Fraud, Waste,
and Abuse in Afghanistan
Reconstruction Programs

Public Affairs

The mission of the Special Inspector General for Afghanistan
Reconstruction (SIGAR) is to enhance oversight of programs for the
reconstruction of Afghanistan by conducting independent and
objective audits, inspections, and investigations on the use of
taxpayer dollars and related funds. SIGAR works to provide accurate
and balanced information, evaluations, analysis, and
recommendations to help the U.S. Congress, U.S. agencies, and
other decision-makers to make informed oversight, policy, and
funding decisions to:

e improve effectiveness of the overall reconstruction
strategy and its component programs;

e improve management and accountability over funds
administered by U.S. and Afghan agencies and their
contractors;

e improve contracting and contract management
processes;

e prevent fraud, waste, and abuse; and
e advance U.S. interests in reconstructing Afghanistan.

To obtain copies of SIGAR documents at no cost, go to SIGAR’s Web
site (www.sigar.mil). SIGAR posts all publically released reports,
testimonies, and correspondence on its Web site.

To help prevent fraud, waste, and abuse by reporting allegations of
fraud, waste, abuse, mismanagement, and reprisal, contact SIGAR’s
hotline:

e Web: www.sigar.mil/fraud

e Email: sigar.pentagon.inv.mbx.hotline@mail.mil

e Phone Afghanistan: +93 (0) 700-10-7300

e Phone DSN Afghanistan: 318-237-3912 ext. 7303

e Phone International: +1-866-329-8893

e Phone DSN International: 312-664-0378

e US. fax: +1-703-601-4065

Public Affairs Officer

e Phone: 703-545-5974
e Email: sigar.pentagon.ccr.mbx.public-affairs@mail.mil
e Mail: SIGAR Public Affairs

2530 Crystal Drive
Arlington, VA 22202
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