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The State of Minas Gernis is seriously-delinquent in meetiag
financial obligations undertaken in connection with a $15 million
 
A.I.D. Highway Mainteitance Loan to the Minas Gerais State High
way Department (DER/MG). Moreover, DER/MG has friled to take a 
number of organizational steps wh' h are clearly essential to the 
success of the program. Becav,e this grave situation, USAID
 
suspended disbursements under this loan in July 1967. 
 Intensive
 
efforts over the past_ 18 months to develop a program which would

enable Mines Gerais to meet its commitments so far have not been
 
successful. 
USAID recently ordered a special audit to determine
 
the exact magnitude of non-performance nnd/8nsiderjpg withdrawing
from the program. Pending resolution of this situation, USAID
 
has npplied a moratorium on other loans to the State of Minas
 
Gervis, including n major program in secondary education. 

FINANCIAL SITJATION 

ln July, 1965, a loan of $15 illiou was made to the State

of Minas Gcrais to finance the purchase, of equipment and techni
cel service: t: evelop the State's Highway Department.. The loE
is guaranteed by the Government of Brazil. Most of the maintenance
 
equipment under the loan has been procured and delivered to Brazil.
 
The loan agreewent provides for P Stnte And Federal Government
 
contribution of $21.4 million in locnl currency to 
finAnce
 
Brazilian-made equipment Pnd certain supporting cost.. 
 Approxi
mately 90 percent of the revenues that support the DER/MG come
 
from the Notionnl Highway Fund (from Fuels tax earmarked for NIH)

and matching funds from the Treasury of Minas Gerai5 State. In
 
the DER/MG budget, the monies from the National Htghway Fund have
 
been ecrmarked exclusively for the maintenance operations, and
 
the State matching fund is set aside for road construction And
 
capital improvements.
 

Eariy in January 1967 it was evident that the DER/MG was in

financial difficulty as their 1966 revenues from lNW were alst 
NCr 2OQQQOOO below the level anticipated for the year 1966.
DER/MG's finanacial difficukfy was aggravated by provision in the 
new Brazilian Constitution of March 15, 1967 which reduced the

states' portion-of the N13from, 48% to 32%. To coqpente for
the loss of revenue, states were permitted to impose a state-wide 
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circulatn~t
tax(104) on fuel and lubricants. However, before
the 101 tax could go into effect, the "resident of Brazil, by

Decree No. 319 of March 27, 1967,postponej collection of this
 
104 tax until January 1968.
 

This serious plight prompted a special USAID study of DER/MG's

fliancial situation in mid 1967. 
 This study revealed that the

DER/HG was NCr$33 million in debt and thpt combined Federal/State

contributions to the DER/CG during the first quarter of 1967 were
!only i4Cr$6.9 xillion, instead of the NCr$31.25 million foreeen
 
i n the 1967 budget. 
 The USAID Deputy Director met with the

Governor of Minas Gerais in May 1967 to work out 
a solution to
these finanfcml difficulties. 
 The Governor gurantted that

sufficient funds would be mAde available. 
 By the end of the
second quarter, hoxjever, DER/Mis revenues 
totaled only NCr$16.5

mtllion (NCr$10.7 million from 
WW; NCr$5 rillion in State Treasury
letters of credit qnd NCr$.8 in cash from the State Treasury).
By July 1967 iL wOs quite evident that such funds would not be

forthcomine 
!rom the State ond routine mainten'nce operttions

were cut back. In view of this poor financipl performance, in

July 1967 USAI9 suspended disbursements under this loan. 
The
DER/tG subsequently received P MCr$5 million bhort term loan from

the Bani, of Tirevil, but the situation with regard to state fin
ancin4 0' not mpterfirlly Improve.
 

Negot!ations with vnrious 
state and federal officials con
tinued during late 1967 And early 1968 with equally disappointing

results. 
 ,nother meeting with the Governor of Mines Gerais in

February 1963 resulted in an agreement to apply receipts from
the federal fuels tex 
(NCr$493 million estimate for Mines Gerais

during 1968) end the proposed stAte vehicle registration tax

(NCr$24 million) exclusively to the maintenance program, with

additional required funds provided out of the state budget. 
How
ever there were considerable delays in receipt of fuels tax rev
enues and consideration by the State legislature of the registra
tion tax Pnd thus the agreement was never fully Implented. As
 
a result the DER/MG maiutenance program continued to be severly

handicapped by lack of funds. 
 To compensate for the lack of
 
revenue from these anticipated sources, in April the Governor

agreed that the State would deposit NCr$l million mnthly,
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beginning May 168, to help cover the deficit of the maintenance 
program. While these recent actions are somewhat encouraging,
there is as yet no satisfactory eviddace that-the necessary funds 
are being deposited. On the basis of presently available evidence 
one can only conclude that Minas Gerais has not yet demonstrated
 
the capacity to mobilize the funds necessary to successfully
 
implement the maintenance program.
 

OPERATIONS REFOR1
 

The D.R/MG's performance in instituting a number of ad
ministrative and organizotional chanjes, which form an integral
 
Oart of the ovecall program, hes also been discouraging. Thefollowing list indicates some of the more important measures

which remain to be taken:
 

(a) tdoption of n cost mccounting system, with an 
Acceptable timci-phAsed implementAtion; 

(b) Implementetion of e state-wide warehouse control 
system Zor fuels, m=tcrial.s, spare parts and components; 

(c) stablishraerit of rn cquipment replacement schedule; 

(d) Mt.option of equipment strndardfzntion; 

(e) Utili7ation of program on better use of equipent;
 

i(f) ReformulAtion of in-service manual and organizational 
pattern. 

CURENT STATUS 

In view of the serious financial and operational ahortfalls,

the USAID Mission recently ordered a comprehensive audit of 
DER/MG's operations and finances to determine the exact magnitude

of non-compliance. USAID informed the DER/HC in July 1968 that
it was considering the possibility of withdrawing from the Minas 
highway maintenance program. USAID pointed out that withdrawal
 
would include placing the loans in default and accel ersting 
epayment. 
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As a result of the substantial degree aon-compliance on the
part of Minas Gerais on this losa, USAID reluctantly decided to
withhold further loans involving the State of 
tnas Gerais untilits" ability to meet its obligatiom bad bean ro-established.
The first casualty of the d#ciaion was a promising loan in support
of the State's secoodery edu tion System. 

The financial audit and analysis of operational procedures
should be completed shortly. Hopefully, some means wilt be
found to enable the State to owet its obligations under'this loan.
If not, the experience under this project puts iantoquestion
Minas' abilit:y to support foreign loans. 
 Other major iateruational
lenders should be eppraiaed of Minas' non-performance arid the
USAID Mission's present 
course of oction, as they may w~sh to
consider temporery deferral of projects involving the State until

the situation is clarified.
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