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Under extremely difficult conditions, the
Government of E1 Salvador initiated a
large-scale Agrarian Reform Program. Mucn
has been accomplished. The program has
redistributed over 200,000 hectares of land
to cooperatives and individuals. Yet, the
three phases of the Agrarian Reform, which
have received about $200 million in AID
assistance, have had mixed results. Most
Phase I cooperatives are not financially
viable. Their future seems bleak without
additional assistance. Implementation of
Phase II has not been initiated. Phase III
has had some limited success but it has many
significant problem areas with less than
one-half of the eligible recipients applying
to purchase the property to which they are
entitled.
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EXECUTIVE SUMMARY

The E1 Salvadoran aorariar reform program was initiated in March 1980.
The originating decraes prcovided reform plans which called for expropriating
and redistributing all landhcidings of 100 hectares or more. The reform
program consists of three phases. Phase I concerns land holdings of over 500
hectares. Phase 11 concerns landholdings of 100 to 500 hectares. Phase III
concerns land worked by renters or sharecroppers (Land to the Tiiler). Only
Phases I and IIl have been implemented so Tar.

We reviewed the agrarian reform program to determine its status and -to
verify uses of seiected AID funding. Our field work was conducted during
Ma y-Cctober, 1983.

We found that large amounts of land have been made available to peasants
and numerous cooperatives have been established for increased agricultural
production undei: the agrarian reform program. These changes have taken place.
during a time of civil disorders, without a full putlic consansus about all
aspects cf land reform ard with limited institutional capability to <implemeut
the program. Considerable progress has been made under these difficult condi-
tions. ver 200,000 hectares of land has been redistributed to an estimated
500,000 feasants (including family members). Continued progress under this
program is, however, heevily dependent upon further financial and other
support by the Government of E1 Salvador. ,

It should be noted that during the course of this review we found a broad
consensus of opinion amongst both U.S. and E1 Salvadoran participanis, plan-
ners and observers of the agrarian reform program that the existence .of the
program repr-esents a remarkable break with the historical tradition of land-
holdings and use in E1 Salvador. Further, the consensus seemed to view the
break with the past to be essentially irreversible.

AID's funds have been used directly, and indirectly through supporting
project activities, to achieve project objectives. In some cases, however,
the funds have been used for purposes that were contrary to agreements between
the two countries. ,

Phases of the Agrarian Reform Program R T

Phase I, by the fall of 1983, had reached a number of the progrdm's
goals. Yet it dis clear that substantial additional effort and support is
vital if the gains to date are to be preserved and progress toward the goals
of this phase of the program is to be maintained. Under the  difficult
conditions existing in E1 Salvador throughout the three-and-one-half year
history of this phase the responsible agency, the Institute for Agraian
Transformation (ISTA), is still striving to accomplish a number of key program
elements. (See page 8.)

)Phase II has not been initiated by the E1 Salvadoran government (see page
24.



Prase :I1 had reached zoproximziely the half way point in its stated goal
o< provicing land to the tiller. About one-half of the eiigible recipients of
lenc unaer this phase had applied by April 1982 for the property they are
entizle¢ *to under tris program. QOur statisticai sample incicated that
somewat jess than helf of those who had appliec were actuaily working the
propariy &t the time of our survey. The E! Sslvadoran Agency (FINATA)
rasponsibie for implementing this phese is enthusiastic about the program and
has made concerted efforts to fulfill its functions. Yet, the security
situction, resistance by numerous lendlords, and ambivaience within the

miiitary rave limited program accomplisnments. (See page 25.)

The future success of the agrarian reform program largely depends upon
actiorn tc {1) make Phase I cooperatives financially viable operations; (2)
effectively impiement Phase II reforms, and (3) facilitate the application,
registry, transfer of ownership, and use of Phase III farm lands.

Agricultural Development Bank

The E1 Salvadoran Agricultural Development Bank (8FA) plays a vital role
in the reform program by providing agricultural credit. BFA's financial con-
dition has been precarious due to the inability of many of its ciients (pri-
marily Phase 1 cooperatives) to repey loans obtained from the Bank. The added
responsibilities of about 100 Phase I cooperatives and the Phase II] recipients
assigned tc BFA under the agrarian reform program have overtaxed BFA's re-
sources, weakened its capital structure and nave led to a breakdiown in its
internal coatrols system. (See page 28.)

BFA has used the equivalent of about $1.4 million of AID funds for unallow-
able activities. AID must recover that amount. (See page 32.)

Mission Comments

The Director, USAID Mission to E1 Salvador, responded to a drafi of this
report on December 7, 1983.

The Director said that the report failed to adequately recognize the accom-
plishments of the agrarian reform program in the real world context in which
it has taken place. He said the report treated Phase I ongoing processes as
no accomplishments at all.

The Director agreed that the financial viability of the Phase I coopera-
tives was the major obstacle to the success of the reform program. He said
that management and restructuring of the debt were needed to establish finan-
cial viability of the cooperatives. He said the debt load of the cooperatives
must be restructured before they can reasonably be expected to be financially
successful. He said the key to restructuring the debt was legislation which
would separate the equating of the cooperatives' agrarian reform debt with the
compensation paid to former landowners. The Director did not consider the
cooperatives poor land quality and excessive memberships as major reasons for
the financial problems. The Director alsc criticized the mehtodology we used
in projecting the results of our examination of selected Phase I cooperatives
and Phase III beneficiaries.
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With respect to the EFA, the Urrector zgreea that &t the outset of the.
agrarian reform program, tne Bank was neither administratively nor financially
preparza for the task. He said, however, that improvements have been made and
that the BFA was stronger today than it was prior to inception cf the program.
The Direztor did nut offer any comments avout compliance with tne restrictions
placec on AID funds.

The Director's comments were considered in preparing the final report.



I. IRTROBUCTION

‘In Oztober 1979 civil violence culminated in a coup d'etat undes which &
group of military officers seized control and established a five-member civil-
jan/military Juntz. Thet Junta issued an Armed Forces Proclamation which set
forth the purpose of the coup d'etat and the objectives of the new goverrment.
The proclamation condemnea the abuses of past regimes and announced a National
Energency Program for accomplishing major changes in politicel, economic and
social structures. Among other things, tne Proclamation called for a major
agrarian reform program.

In early 1980, the Government of E1 Salvador (GOES) requested AID assis-
tance on such a program. The GOES advised AID that plans were incomplete but
the program would be guided by the following principles:

- The structure of land ownership would be fundamentally altered in
favor of the campesino (rural peasants) sector. :

- The program would be national in scope and would cover all crops.

- No exceptions would be made for lands devoted to special crops,
including coffee. :

- The program would be carried out with and for the campesinos with the
government actively supporting the development of rural organizations,
cooperatives, unions, communal associations, and whatever other forms
of institutions the campesinos decided upon. : -

- The program would not attempt to provide a small parcel for. each cam-
pesino and the concern for productivity would necassitate some crite-
ria for minimum units of production. The GOES in April 1980, modified
this principle to allow for Phase IIl of the program.

Background to the Agrarian Reform Program

Land tenure is an important social, political, and economic issue in El
Salvador. In an attempt to deal with the land tenure issue, the Government of
E1 Salvador in 1932 established an agrarian reform agency in the aftermath of
a large scale revolt which resulted in the death of about 10,000 campesinos.
From 1932 to 1975, government agencies reportedly acquired 67,711 hectares
1/ of land. About 80 percent of that land reportedly was adjudicated to
10,700 families over a period of 43 years. Between 1932 and 1975, the agra-
rian reform agency went through several changes of name, organizational struc-
ture, and operational methods. The present organization, created on June 6,
1975, is called the Salvadoran Institute of Agrarian Transformation (ISTA).
ISTA's general objectives are to raise the social and economic level of the
small farmer by providing land, technical assistance, credit and other bene-
fits as well as to increase agricultural production and productivity.

1/ One hectare = 2.47 acres.



Covernment Dzcrees Nos. 153 and 15¢ dsted March 5, 1950 are the lege’
bzses- of the new agrarian reform program. Tnese Decrees established the para-
meters o7 the reform, the initial plans for implementirg Phase I, and assignec
responsibiiity Tor implementing the program to the Ministry of Agricuiture and
Livestock (MLG) anc ISTA.

Or April 28, 1¢&0, the GOES issued Decree c. 207 which is the legal basis
for Phase 1li. Tne Decree also contains th: initial plans for implementing
Pnese 111.

ISTA dic not have the resources to implement both Phasz I and Phase III.
To resclve this problem, the GOES issued Decree No. 525 on December 11 1980.
That Dacree created a new organization called the National Finance Office for
Agrerian Reform Lands (FINATA). FINATA wac charged with implementing Phase
111 (Land to the Tiller). FINATA's objectives for Phase III were the same as
those assigned to ISTA.

Phase 1

The GOES began implementing Phase I (expropriation and distribution of
landholdings in excess of 500 hectares) on March 6, 1980. On that day, ISTA,
in coordination with various elements of the El1 Salvadoran government began
presenting legal expropriation documents to owners of properties containing
more thar 500 hectares of land. As of March 31, 1983, ISTA had acquired ap-
proximately 426 1/ properties under Phase I authority. Tnese properties
were organized into anproximately 317 1/ production units called coopera-
tives. The cooperatives' members and ISTA co-manuge the units.

Phase I cooperatives -are classified according to who financed their pro-
duction and investment c¢redits. One classification of cooperatives consists
of those: who receive production credits from the quasi governmental agricul-
tural development bank (BFA). BFA is the single largest provider of produc-
tion and investment credits to these cooperatives and AID provided funds go
through BFA to 94 Phase 1 cooperatives. The remaining Phase [ cooperatives
‘receive their credits from one or more of the various commercial - banks that
provide funds for agricultural purposes. Financing from the commercial banks
for Phase I cooperatives is referred to as mixed bank financing.

Phase II 333 !

Phase II was to have dealt with the expropriation and distribution of
larndholdings from 100 or 150 hectares (depending on the classification of the
land) to 500 hectares. This phase has not been initiated.

Phase III

This phase was initiated on April 28, 1980. At that time, the GOES esti-
mated that about 160,000 persons were eligible to receive land under Phase III

1/ These figures are estimated because neither USAID/E1 Salvador nor ISTA was
certain what the exact totals were on any given date.
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authority. Subsecuently, they reduced the estimated number to 117,000. The
implementation period of Phase 11l hes been extended tnree times and is due to
expire on June 30, 1984. As of March 31, 1983, about 50,000 individuals, or
less than half of the 117,000 eligible, had filed applications requesting
anproval to purchase land. 1/

1/ prior to issuance of this report, FINATA reported that as of December 25,
1983, they had received 75,967 applications from 60,733 individuals.



II. FURPCSE AMD SCOPE

The Office of the Fkegional Inspector General for Audit/Latin America
reviewed the agrarian reform program “n Ei Salvador. The review was made in
the Uniteg States and in E1 Selvador ¢ :»ing May to October 1983.

ke sought to answer these questions:

1) tow much funding has AID provided for the program?

What was AID's invelvement in initiating the program?

w N

oY

)
)
) How well is the program working?
) Has BFA used AID funds properly?
)

5) Has AID complied with funding restrictions?

To answer these questions, we reviewed pertinent files and interviewed
officials in AID/Washington, USAID/E1 Salvador, the U.S. Embassy in San
Salvador and various GOES organizations. We examined pertinent books and
records in BFA's central office in £l Salvador and selected branch offices in
various parts of the country. We visited beneficiaries under Phase I and
Phase III of the program and made such other tests and reviews as we con-
sidered necessary under the circumstances.

Our field work was limited by the war to secure areas in E1 Salvador. The
secure areas varied from day to day. Incomplete, inaccurate, and at times
non-existent records hampered formation of definitive conclusions.



III. "U.S. FINANCIAL SUPPORT TC EL SALVADOR'S AGRARIAN REFOTIM PROGRAM

Since fiscal year 1980, AID has provided over §200 miilion in support of
the agrarian reform program. As cf March 31, 1983, about $2S million of AID
funds had been provided to the Ag¢ricultural Development Bank (BFA). BFA used
these AID funds to provide production and investment crecdits to Phase I and
Phase III recipients. - The remaining AID funds were provided to various
activities in support of ongoing reform activities.

U.S. Assistance to E1 Salvador
in Support of the Agrarian keform Program

($000)

FY 1983
FY 1983 Planned
Through Through
_ FY 1980 _ FY 1981 FY 1982 3/31/83 9/30/83 Total

Title L
Devevelopment Assis- :
tance Projects 1/ $14,400 $10,273 $18,625 § --- $34,050- $77,348
Economic Support
___Projects (ESF) 7,577 _ --- 1,600 400 1,600 11,177
Subtotal $21,977 $10,273 $20,225 $400 $35,650 388,525

P.L. 480, Title I

Direct 2,880 8,800 5,500 11,176 N/A 28,356
Indirect 2/ ——- 5,575 9,000 4,563 N/A 19,138

Economic Suppoirt Funds

Direct - 20,000 --- - N/A 20,000
. Indirect3/ == ——- 36,200 _20,100 N/A 56,300
Subtotal . $2,880  $34,375  $50,700  $35,839 ~  N/A $123,794
Total . §24,857 344,648  $70,925  $36,239 - §35.650 §$212,319

1/ Indirect AID development assistance to the Agrari»n Reform sector has been channeled
through various ongoing projects. These projects are briefly described on page 6.

2/ GOES-owned funds generated under -sales of P.L. 480, Title I commodities, but agree-
ments between AID and the GOES required their use for agrarian reform support.

3/ ESF generations were used in support of GOES 1982 and 1983 Fiscal Monetary Program
which included Colones 90.6 million ($36.2 miliion) in 1982 and Colones 50.2 ($20.1
million) in 1983 for support of the operational needs of the agrarian reform
program. (U.S.$1.00 = 2.5 colones).
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The Small Producer Davelopment Project (MNe. 519-0223) is providing §9.750
million (Loan $S million; Grant $75C,000) for techniczi and training assis-
tance. Also this project is oproviding capitel to FEDZCACES and FEDECREDITO
{(1oce) credit union federations; for relending tc incividuals and cooperatives.
FEDECREDITO is currently servicing 18 Phase 1 cocperatives ana many small
farmers participating in this project will be Phase IIl baneficiaries,

The Public Sector Employment Project (No. 515-0256) is Tinancing irrigation
systems, rural water reservoirs, reforestation and socil conservation activities
in rural areas which in many cases, include tne agrarian reform sector. AID
assistance to this project througn March 31, 1983 has totaled $40.505 million.

The Small Farm Irrigation Svstems Project (No. 519-0184) is providing $2.3°
million in tandem with the Public Sector Employment Project to finance the
construction of irrigation subprojects in the agrarian reform sector. Twenty-
one subprojects have been completed to date. Eight are underway and an addi-
tional eight are in the planning stage.

The Rural Small Enterprise and Cooperative Dzveiopment Project (ho. 519~
0286) is providing about $) million in support to strengthen farm cooperatives
and enterprises, primarily in the agrarian reform sector, and to develop the
newly formed Salvadoran Federation of C(ooperatives of the Agrarian Reform
(FESACORA).
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Iv. AID's INVOLVEMENT IN INITIATING THE E. SALVADORAN AGRARIAN REFURHM

“re oF the questions wz soucht to answer was whether AID was &ctively
involved in initiating tne curvent egrarien refcrm progrer. From our review
of tre record, it is clear that AID had no adverce notice of the Octobzr 1679
coup d'etat or the new government's intention to initiale major &grarian
rzforms.

In the Spring of 1976, USAID/Z1 Salvador ¢ttempted to develep a project to
suppcrt the then newly createc ISTA in its land acquisition and redistribution
program. In late 1976, however, ISTA announced thatl it nlannad to expropriate
some 56,000 hectares of good leana in the Usulutan area. Following that an-
nouncement, resistance developed against ISTA's plan and the GOES legislature
terminated ISTA's legal expropriation powers. AID at that point stopped act-
jvely promoting an agrarian reform prcgram.

With no advance notice of the new governmant's land reform program, AID
nevertheless moved quickly to plan a program to support the effort and signed
its initial proiect agreements to this end in July of 1980.
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V.. ACCOMPLISHMERTS CF THE THREE PHASES OF THE AGRARIAK PEFORM PROGRAM

The agravian reform program has succeeded in dividing over 200,000
hectares of land among an estimated 500,000 (including famiiy members) of the
peasani class, many of whom previously were without land. Over 300
egricultural cooperatives have been created with the objective of establishing
vizble, self-sufficient, participatory family businesses for many peasants.
.These changes have taken place in the midst of severe civil strife, less than
complete public support for the reform movement, and with the inherent
institutioral limitations of a developing country.

Notwithstanding these accomplishments, the future of Phase I coopertives
scems bleak without further substantial reforms.

Most Phase I cooperatives are not producing sufficient income to be-viable
organizations. Income is deficient in part due to the poor quality of  lands
and excessive membership in the cooperatives. Most Phase I cooperatives have
little chance to recovar on their own. Phase II has not been started. Phase
111 appears to be moving ahead but less than half of the eligible recipients
have filed applications for property transfers. :

Phase I

The GOES pre-implementation planning for Phase I was limited. Both the
GOES and AID were in the difficult position of dealing concurrently and on a
continuing basis with the development of a rational planning process and with
implementation problems resulting from lack of prior planning.

The GOES announced the new agrarian reform program concurrently with -the
coup d'etat of October 15, 1979. Although the coup apparently was well planned
and implemented, it was evident that 1little preplanning had taken place for
implementing the agrarian reform program. The precipitous manner in which the
Junta announced its intentions to initiate the program left AID without a
policy statement, strategy, or plan of assistance at that time.

The lack of preplanning documentation greatly hindered our evaluation of
agrarian reform activities. There was no agreed to baseline data, no specific
targeted data, or pre-established required inputs to accomplish- program
goals. In an attempt to obtain data on preplanning and implementation plans,
we interviewed the Minister of Planning, the Minister of Agriculture and the
Directors of ISTA and FINATA. These officials said that the Decrees were the
only preplanning documents and no detailed plans on the program were
available. There were, for example, no pre-established numbers on the amount
of land involved overall or in each phase, nor the amount of funding required
for compensation.

The GOES' general objectives for the agrarian reform program were con-
tained in Decree No. 153 of March 5, 1980. Decree No. 154 of March 5, 1980,
jnitiated Phase I. Parts of the two Decrees are presented below:



Dacree No. 153

"For the purpose of this law, agrarian reform shall be
understood to mean the transformation of the country's
acrarian structure and the incorporation of the rural popu-
Jation into the economic, social and political development
of" the “nation through the substitution of the latifundia
system by a more just system including property or land and
the exploitation of landholdings, based on an equitable
distribution of land, an adequate credit system, and com-
prehensive assistance to the producers in order that land
secome the basis of economic stability for the peasant, as
the basis of his greater well-being and guarantee of his
freedom and dignity.

“The agrarian reform shall be applied throughout the entire
aational territory, without regard to crop, location, pro-
ductivity, land tenure system, quality of soil, or any
variable; therefore, all land used for agricultural, live-
stock or forestry exploitation shall be affected by this
Jlaw, with the exceptions and limitations established by the
law itself.

"land affected by the present law is understood to be any
property within the national territory belonging to one or
more individuals, estates, or associations exceeding one
hundred hectares for land within classifications I, II, III
and IV; and one hundred and fifty hectares for land within
classifications V, VI, and VII. These classifications
constitute the right to land ownership reserved for land-
holders."

Decree No. 154

"In order to implement the execution of the first stage of
the Agrarian Reform throughout the country, which will
include: expropriation of landholdings in excess of FIVE
HUNDRED" HECTARES, either as a whole or a combination of
several units belonging to one or more individuals, estates
or associations, the Salvadoran Institute for Agrarian
Reform is hereby authorized to proceed to immediate inter-
vention and taking of possession of landholdings involved,
through delegates of that institution or of the Ministry of
Agriculture."

Decree No. 153 makes clear that the GOES' goal was to expropriate and
distribute all landholdings used for agricuitural purposes exceeding 100 or
150 hectares, depending on land classification. Decree No. 154 authorized the
first phase of the reform -- expropriation and distribution of landholdings in
excess of 500 hectares.



By March 1980, when the decrees were issuec, AID ha¢ had insufficient time
to cevelop an overall implementation pian for the reform program.

Concurrent witn the GOES issuance of D2cree Nos. 153 and 154 on March: 5,
180, the sgrarian reform program pecame the focel roint of AID assistance to
E7 Selvador. The status of poiitvical, military, and economi¢ reforms. has
changed so freguently and moved so quickly that AID has been left in. the posi=-
tion of trying to keep. up with the current state of this large and complex
program. Nevertheless, AID has made a concerted effort from the beginning:te
identity constraints: to "implementing agrarian reform activities and assisting
the GOES by developing specific projects to deal with identified problem areas.
As a result, AID has numerous projects and funding sources flowing into insti-
tutions associated with:the agrarian reform. Each of these AID inputs has.a
‘specitied purpose, objective and impiementation plan.

Moving quickly, USAID/E1 Salvador, in May 1980, issued a Strategy Paper
for assistance to the agrarian reform sector. AID's basic strategy was to
analyze the program, identify bottlenecks and constraints to implementation.
and develop projects to assist the GOES in dealing with the problem areas.

Data on Program Accomplishments are Limited

Attempts to establish the accomplishments under Phase I were hampered by
the lack of and the unreliability of available data. Data on all phases of
the program were limited and the accuracy of most data suspect.  Accordingly,
much of the data examined and reviewed in this report were estimates -or
approximations.

Complete or reliable numbers were unavailable from ISTA on many Phase I
reform activities.. We could not establish why the infermation was unavailable
but as of September 1983, about 3-1/2 vears after initiation of the reform
program, ISTA still had not completely: '

1) surveyed the properties expropriated.

n

)
) established the amount of land involved.

established the class of lands involved.

=W

)
). .established the amounts owed to the previous owners.
5) estahlished the amounts due from the cooperatives.

6) determined the number of properties expropriated.

In response to our draft report, the AID Mission noted the tasks listed.
above were ongoing. The: Mission provided us with data that they indicated-
showed progress on the part of the GOES in adjudicating properties and in
obtaining knowiedge about what was happening on Phase I farms. With respect
to item (6) above, the Mission noted that the number of properties expropriated
was 194, a figure which "has been a constant ...". This assertion of a
‘constant” 194 is illustrative of the degree of confusion which we found so
pervasively present in the data and baseline information concerning the agra-
rian reform program. For example:
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- USAID/EY Seélvader in its Project Paper on &agrarian re’orm orcanization
dated September 2§, 1580 gave this figure as 235.

-  The GOES Ministry of Agricuiture reportec in July 1982 that the number
of preperties exproprisied under the reform prog-am was 278.

- (hecchii and Company. in an AID financed study on the agrarian reform
proaram, reperted in *anuary 1983 that the number was 262.

- USAID/E)1 Saivador ir its Propect Paper on the Agrarian Reform -Sector
Support dated May 23, 1983, reported that the number of properties
expropriated uncer Pnzse I was 360.

- On Septembsr 19, 19&£Z, ISTA advised the auditors that the number of-
properties expropriated under Phase I was 207.

Neither AID nor the related GOES offices had reliable information on other
aspects of the program. For example, we were unable to obtain a reliable
1isting of cooperatives formed by ISTA under Phase I.

After we determined that AID did not have a listing of the cooperatives,
w2 worked with ISTA for three weeks trying to develop a complete listing of
Phase 1 cooperatives as of March 31, 1983. We settled for the listing of 317
cooperatives that ISTA finally prepared for us. We found many errors in the
information presented by ISTA. Nevertheless, the listing of 317 cooperatives.
and related information were the best data on cooperatives available at that
time and we used it as the basis for our audit work on Phase I. .

Financial information from banks also was questionable. For example,
. information .on loans, expenditures and repayments were frequently reported
from a branch bank to its home office by telephone or radio. Documents were:
not always provided the home office to support the details of the transactions.
Also, production data for the period prior to the reform could not be obtained
for reformed units except by word of mouth from current cooperative members
who stated they had worked on the farm before the reform program.

The civil disturbances have created many unusual problems for the GOES -
with respect.to data collection on field activities. Nevertheless, there-is-
no way to verify: accomplishments nor determine necessary actions required -to-
insure the success of :the activities without the GOES's accumulating reason-
ably accurate ‘data on these undertakings. AID's efforts have not been fully
successful in offsetting the lack of reliable program management data. Of the
17 cooperatives we visited, we found, for example, that no one from AID- had
ever visited those farms. USAID Mission files showed that AID officials- had
visited only one of the 41 cooperatives randomly selected for audit. There
are about 317 cooperatives in the program. :

The Mission noted in their comments on the draft audit report that as of
June 1983, AID staff have visited 4 of the cooperatives included in our
audit. The Mission also reported that at the time of the audit, members of
its staff had visited 59 of the 317 cooperatives since the initiation of the



Unquestionably, the USﬂI”E] Salvader stz’f works hard and consistently
gives its best efforts. ne programs however. are massive, complicated and
many -are: located in very Gangerous areas. Further, USAID/El Saivador hes a
very small staff in comparison to the program in c? Saivador. AlD's continued
support of the agrarian reform program reguires establishing some better means
of monitoring and analyzing what is happening in the field.

Cooperatives' Financial Yiability Is Questionable

From 1932 through June 1979, ISTA and its predecessor agencies reportedly
acquired about 82,165 hectares of 1land of which 61,650 hectares were
distributed to 14,563 beneficiaries.

. The. pre-1980 acquirec-properties had previously been reported as coopera
tives and ISTA referred to them as "traditional cooperatives," that is, a
-farm owned by the cooperatives' members and operated by them as a private
enterprise activity to produce income and goods for their livelihood and pro-
fit. ISTA's current records and a visit to one of the units showed that most
of the units so classified are not cooperatives. The ecord showed that:

12 properties nhad been broken into small plots and assigned to
individuals;

48 properties had been transferred to FINATA to be divided into small
plots and assigned to individuals;

3 properties had been classified as unusable for agricultural purposes;

32 properties had ‘been organized into 21 production units on which ISTA
was attempting to develop working cooperatives;

8 ‘properties had been organized into 4 working cooperatives; and
4 properties were unaccounted for.

ISTA has attempted to:implement the new reform cooperatives along the same
lines they used for the pre-1980 units. That is, obtain the tand, install the
. campesinos who live on or around the land as cooperative members, and assist
them in developing the farms into self-sustaining operations.

We made-a random sample of the Phase I and traditional cooperatives to (1)
see if they were in operation; (2) verify the use of AID funds, and (3) ident-
ify any problem areas affecting their operation, productivity or profitability
that had not previously been reported by AID. The sample was drawn from the
ISTA listings of 317 Phase I cooperatives and 107 "traditional cooperatives."
The sample selected totaled 41 cooperatives which were classed as shown
below. Due to security restrictions we were allowed to visit only 17 of the
cooperatives selected for audit.



Selected Visited

Phase I Cooperatives_ 35 16

(a) BFA provided financing (19) (7)

(b) Mixed-Banks.nrovided financing (16) (9)

"Traditional Cooperatives" _6 -
Totals 4) 17

Distribution of Cooperatives in the Random Sample

No. of No. of
No.. of Phase Estimated No. No. of Phase I Coops Hectares: ;-
1_Coops of _Hectares Coops in Sample Visited in Coops Visited
Western E1 Salvador
Occidental 87 . 63,666 9 7 6,333
Central 78 62,799 9 9 4,008
Eastern E1 Salvador
Paracentral 71 37,065 8 0 -
Oriental _81 i _66,671 9 0 -
317 . -230,201 35 16 10,341

The Phase I cooperatives appeared to have been structured without fully
considering the basic ingredients necessary for profit making productive en-
terprises. As a consequence, certain cooperatives have not been financially
viable undertakings.

The overall purpose of the agrarian reform program is to increase. produc-
tion, income and:employment. Under Phase I, the purpose is- to establish
viable, self-sufficient, and participatory farm businesses.

Article 19 of Decree No. 153 provides that the allocation of land ds:to be
carried out taking into account a dynamic concept which will include. property
size and quality of the soil in relation to productivity and income.

As Article 19 recognizes, the basis for any profit-making undertaking is
the relationship of capital, labor and management and their costs to market
prices. The Phase I cooperatives appear to have been formed without ISTA
having properly considered these requisites. Many Phase I cooperatives - had
(1) massive capital debt, (2) no working capital, (3) large tracts of fiand
that were non-productive, (4) substantially larger labor forces than needed to
operate the units, and (5) weak management. This disequilibrium is faced with
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the weakest market prices experienced bv the agroindustry in recent. history.
These problems alone, without considering the unstable civil -and.political
situation in E1 Salvador,-may prevent most Phase I cooperatives from becoming
financizlly viable enterprises. A financially viable enterprise produces

su7ficient income to -liquidate its current 1liabilities, pay its long-term

debts, satisfy - its members' basic needs, and generate revenues - -for
emergencies, replacements, and savings. ,

BFA and ISTA recerds on the cooperatives and our visits to 17 cooperatives

showed that many Phase I cooperatives:

- borrow production and investment funds at the beginning of.
the planting seasons. These funds are used in large part to
pay themselves for their labor in cultivating their crops,
etc.

- - harvest and sell their produce for the best price they can
obtain.

- receive insufficient income from their sales to repay the.
funds they borrowed for production and investment purposes.

- have no income to pay their other debts. These debts include
annual amortization charges for the property; interest ac-
crued on the debt for the property; preduction credits re-
cejved in 1980 (known as the emergency credit), and previous
production credits that have been refinanced.

- have no resources for -emergencies, new investment, or
‘ savings.

The GOES's objectives are for the cooperatives to be able to-liquidate
their debts, produce a reasonable 1living for their members -and be. self-
sustaining in the long run.

As the debt- has mounted, cooperatives members have become more. concerned
about their situation.  Original expectations of improved economic and social
status are perceived by these members to be unachievable without-some sort:of
debt relief and reduction of operating costs.

Available financial data showed that many of the Phase I cooperatives had

been unable to repay even the production and investment credits they had bor-
rowed. Four classes of debt currently associated with the Phase I cooperatives
are referred to in this report. ,

1. The Agrarian Debt - Tiis is the capital debt for the value (usually an

estimated value) of the land, real estate and other capital assets™on
the land at the time the property was expropriated. This debt is
payable in equal annual installments over a 20-30 year period cf time.
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2. Interest on the Agrarian Debt - interest on the agrarian debt is at
the rate.of 9-1/2 percent annualily on the outstanding balance.

3. The 1980 Emergency Credit - During the March-September 198C period,
when the expropriation process was taking place, ISTA provided credits
to the newly formed cooperatives on an emergency basis so they could
begin operations. These credits were frequently provided in cash.
Since 1980, the coopzaratives' management and membership have changed
substantially and meny of the cooperatives' current members do not
believe that they-received the credits and therefore are not respon
sible for repaying them.

4. Production and Investment Credits - These are credits provided to tine
cooperatives under normal business practices by BFA and mixed banks
for annual production and investment activities.

The above classes .of debt are due in reverse order. Any income received
from operations is used first to pay the currently due production and invest-
ment credits. Any income remaining after paying those debts would be used to
pay on the 1980 emergency credits, (most of which had been refinanced), then
the agrarian interest, and then the agrarian debt. Accordingly, when a coop-
erative does not have funds to pay its current production and investment cre-
dits, it also cannot make payments on any of its other debts.

Although BFA and ISTA reported that most cooperatives were repaying their:
loans, many were.merely.paying off past debts with new borrowings. These
cooperatives were not technically in default on their production and 1nvestment
credits but their debt was still outstanding. :

The San Isidro cooperative is an example of the debt refinancing problem.
San Isidro had borrowed a total of $462,000 for production and investment
purpuses since inception of the program. Of the $462,000, the cooperative had
repaid $72,000 of the principal. It is in arrears on a $125,000 repayment due
under this credit. However, they had previously refinaced over 350,000 of the
2125,000. Of the $265,000 outstanding but not due, $99,000 ..ad been
refinanced.

Another example is the Santa Cruz Tazulath cooperative. This cooperative
was shown by the banks as-being $40,000 in arrears on its production and-in-
vestment credits. The cooperative's records showed that over $140,000 due on:
previous production and investment credits had been refinanced. In addition,.
this cooperative was over $62,000 in arrears on production cred1ts obtained
outside the normal financing system.

The financial records of BFA, ISTA and the couperatives also showed that
most cooperatives had not- paid the 1980 emergency credits provided for the
1980 planting season. Most of the cooperatives had merely refinanced the
credits due. The E1 Refugio cooperative, for example, owed over $214,000 on
its 1980 emergency credits as of June 30, 1983, but this amount was technic-
ally not in arrears because it had been refinanced. In August 1983, the
Atapasco cooperative showed an emergency credit debt of over 327,000, a]] of
which had been refinanced. The E1 Tatuano cooperative owed more than $36,000
that had been refinanced.



-+ As -of March -31, -1983; most Phase I cooperatives owed all the interest
accrued on their agrarian-debt since the inception of the program in the Spring
of 1980. Only:a few cooperatives had made payments on the principal of their
agrarian debt.

: Of the 17 cooperatives we visited, one cooperative had made a payment of
interest to ISTA om their agrarian debt. That payment was less than :the int-
.erest .due. . :1STA"had completed the required processes and issued: titles -to 27
-of the approximate -317 Phase I cooperatives. Of the 27 Phase I-cuoperatives
that had received: titles to their properties, only two had made 'some payments
to ISTA on the principal of their agrarian debt.

The debt of many Phase I cooperatives continues to increase annually. If
something is not- done to stop this process, the cooperatives will be-in such a
difficult: financial 'situation that even the government banks may not- be able
to.provide them:with: production credits. Without the credits, most coopera=
tives would be unable to cperate.

Our field trips to the. cooperatives, reviews of their records on site:and
discussions with cooperative members and officials of BFA and ISTA confirmed
that most cooperatives in Phase I were overwhelmed with debt. Few if any will
ever be able to:repay the accumulated debts from their own resources.

An example of the debt problem is demonstrated by the financial status.of
the La Labor cooperative..: La Labor's financial statements for the year ended-
March 31, 1983 showed $3.9.million as gross income from operations and $400,000
as a net Tloss from operations. This loss did not consider the agrarian debt
payments due plus interest and refinancing charges. The $400,000 -loss from:
operations amounts to -about $200 per cooperative member. This is a signifis
cant amount: when comparéd.with the per capita income in E1 Salvador of. 3640
annually.

The agrarian debt-for:La Labor was estimated by ISTA at 36 million. Annual:
payments due on the capitdl debt were about $200,000 for a total of $600,000
due since inception -of .operations. The accumulated interest due on the agra-
rian.debt totaled about:%$1.8 million. This unpaid interest should have been
capitalized annually. thereby increasing the amount due. In addition, La Labor
-~ owed about $315,000 for:the 1980 emergency credits that had been:refinanced
and they had refinanced: over $50,000 of production credits. (The-La Labor
cooperative's debts total over $10 million.)

During our field work "at La Labor, ISTA's Regional Director told us :that
they have -11 traditional. cooperatives and 87 Phase 1 cooperatives in his
region. Of those 98 cooperatives, he said that La Labor was the best in ‘his
region in regards to potential and profitability.

Another example of the cooperatives' debt problems is the La Ceiba Phase I -
cooperative. About 98 percent of the cooperatives' 299 hectares was non-pro-
ductive land. The estimated agrarian debt was about $114,000. Annual install-
ments on the land which after three years totaled over $17,000 had not been
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pzic. An-additional .amount due of more than $22,00C for interesi on the acra-
rien debt hed nct been paid. Furthermore, this cooperative had to refinance
the 1980 emergency credits of $12,000 and production credits of mare than
$12,000C.

3FA credit agents requirec the members of La Ceibz to plant sugar cane on
their procductive land instead of the usual corn ‘crop in order to receive.their:
1983 crop year production credit. BFA insisted on this requirement because,

they said, La Ceiba.would lose less money on sugar cane than they.would.on.
curn,

The agrerian debt plus- compounded interest at 9.5 percent has resulted ‘in
a dramatic increase in_debt of the cooperatives. If this process :continues.
the debt could total about $2 billion by the year 2000.
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For -most -of “he Phase I cooperatives &: now structured tnere -is littie
hope for becoming financiglly viable. The GU-% belijeves that they do have ‘2
few Phase I cooper- atives that may work as ro. ztructured.

The office for Integrated Development ¢* Agrarian Revorm Enterprises
(DIECRA), Ministry of Agriculture and Livesto:ix (MAG) recently completed in
depth studies on 51 Phase-I cooperatives. Be:zed on its studies, DIECRA con-
cluded that (a) 9 of the:cooperatives were viable operations; (b). 9 of the
cooperatives may become viable after 6 to 1z years of operation; and- (c) 33 of
the coopuratives could -not be made financially viable &s structured.  DIECRA
pointed out, however, that their studies were based on the essumption.that all
.conditions surrounding operations of the cooperatives would be ideal.

Our review of .Phase I cooperatives included four of those studied by
DIECRA. We visited three of those four cooperatives. DIECRA's studies on. the
three cooperatives included in our review concluded that two could not be made
financially viable as structured and one of them may become viable after the
sixth year of operation. Our review confirmed that the two cooperatives could
not be made viable. We also agreed that the other cooperative may be-viable
in the future. However, we are not sure that that cooperative can be made
viable without some debt forgiveness by the GOES.

There are several reasons for the poor perfuormance of Phase I cooperatives.
In addition to the overriding debt problems, the quality of land and excessive
membership significartly affect the financial viability of these cooperatives.

Qua]ity'of Land

The poor quality of ‘their land severely constrains the ability .of most
Phase I cooperatives to -become financially viable entities. Of the .17 cooper-
atives we visited, only three had mostly productive land that could-be culti-
vated. Three other cooperat1ves had land that was mostly acceptable for cof-
fee trees. However, the remaining eleven cooperatives contained substantial
amounts of land that could not be made productive without unrealistic invest-
ments of capital. Overall, 43 percent of the land in the 17 cooperatives was
non-productive and most of the remaining land was of poor quality.

E1 Salvador has a total land area of 2,104,000 hectares 1/. :'The 1971
Census showed that a ‘total of 1,451,894 hectares of 1land holdings were :in
farms 2/. Much of: the land in farms, however, was not - suitable for
cultivation.

Approx1mate1y three-fourths of the country is mountainous with a wide range.
of serious prob]ems_w1th respect to the land base. The good agricultural land
that does exist is mostly in the coastal plains of the southeast and the broad
valleys of the west central part of the country. Smaller areas of good quality
land are scattered throughout much of the country in the alluvial plains along
the many rivers. Some of the soils on the hills and mountainsides are good
quality but have special problems and limitations with respect to land use.

1/ National Geographic Institute: Atlas, 3rd edition, 1979 on E1 Salvador.
2/ According to AID's analysis of 1971 GOES Census.
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Tne iand resource in E1 Salvador was classified in 1974 by the Organization
of Americen States into the standard 1lancd capability classes. That
classification showed the following land base bv capability class:

- 383,645 hectares in Classes I, II, and III. Land suitable for inten-
sive crops. Good to moderate quality soils that could be mechanized
and many of which could be irrigated if water was available.

- 128,410 hectares ‘in Class IV. Medium quality soils suitable for. lim-
" jted cultivation .but subject to erosion. Most require erosion control
practices. Machine use limited by slope. Best for perennial crops.

- 385,000 hectares in (Class VI 1. Mostly very steep. Subject to
severe ercosion, already heavily eroded or rocky. Not suitable for
intensive cropping. Adeaguate for perennial and tree crops, pasture
and forest. Some might be used for cultivated crops on a limited
basis with the -use of terracing, strip cropping, diversion ditches,
etc.

- 1,189,275 hectares in Classes V, VI, and VII 1/, Some of -these (in
Class V) area in coastal plains and not subject to erosion but require
drainage. are subject to flooding, have a high water table or are too
shallow to bedrock. Others (in Classes VI and VII) are steep, eroded,
rocky, or have other limitations to the extent that bringing them into
cultivation is impractical and not economical. These lands are suited
for some forestry, pasture, and natural vegetation.

- 31,817 hectares in Class VII. Lands in this class are not suitable
for any agricultural use. 2/

USAID/E1 Salvador in its Country Development Strategy Statement dated
January 1979, presented data based on the GOES 1971 census showing that land
under agricultural production in E1 Salvador totaled 932,716 hectares. That
amount was the sum cf the agricultural production areas identified as (a)
temporary crops (488,436 hectares); (b) permanent crops (163,499 hectares);
(¢c) improved pastures (112,737 hectares); and (d) native pastures and wood-
lands (168,044 hectares). The total land under agricultural production in EIl
Salvador had remained basically constant for over 20) years as shown by ‘the
1950, 1961 and 1971 censuses. The reason that the use of land for agricul-
tural production in E1 Salvador had remained at less than one million hectares

1/ Some ot Class VI land is usable for agricultural productive crops such as
coffee trees due to its altitude, natural shade, etc. whereas Class VI
land under other situations is usable only for timber, natural vegetation,
etc.

2/ Total is 2,118,847. Difference of 14,847 hectares over accepted size of
E1 Salvador (2,104,000) is attributable to lands disputed with
Honduras.



.over the long run is thet the remeining land cannot economiczlly be brought
irto production. -Furthermore, the Organizetion of Americar States, as
Giscussed above, ceterminad thet onty 8¢7,05% hecteres of land in E1 Salvador
wes appropriate for acricultural production uncer USDA's standard - -land
ciessification. Addition- ally, AID statad in th2ir Janaury 19792 C°3S that
problems with remzinina lands are such thet bringing them into cultivation is
impractical and uneconomical.

In May 1980, however, USAID/E} Sélvacor in its Agrarian Reform Sector
Strategy Paper reported that E1 Saivacor had approximately 1,450,000 hectares
of land in farms. Of that farmland, about 662,000 hectares were in crops,

/553,000 in pastures, and the balance in timber and other uses. E1 Salvador
mayv have about. 1,450,000 hectares in farms but it has only about 932,000 hec-
tares of economically productive farmland that has normally been used. for
agricultural- production purpcses. Accordingly, we assessed the land-in the
Phase I cooperatives visited to determine whether it was productive. We found
that much of the land on most of the 17 cooperatives we visited was poor
quelity land. 1In fact, much of the land in the Phase I cooperatives that we
visited had never before been used for any agricultural purposes.

Based on the quality. of land in the selected Phase I cooperatives we
visited, it is apparent that many of th: Phase I cooperatives were created
from landholdings that included land other than agriculturally productive
land. It's also apparent.that ISTA did not oroperly consider the size of the
farms and quality of the.soil in relation to productivity and income in estab-
1ishing cooperatives.

The data in the table -below on the quality of land in the Phase I .coopera-
tives are estimates. As. previously discusced, accurate information on -the
agrarian reform activities was extremely scarce. None of the cooperatives
visited 'had been surveyed-by ISTA. Accordingly, neither ISTA nor the coopera-
tives knew the correct acreage or class(es) of their land.

However, many cooperatives had made plat maps of their farms showing pro-
ductive and nonproductive land areas, and the uses they were making of the
productive land. ISTA regional staff and co-managers on the farms:had also
developed data on land use and production. We reviewed the cooperatives' ptat
maps and land use data and compared them to ISTA's field staff data on land
use and production. We ‘then compared the cooperatives' and ISTA's: data with
land classification maps prepared by the Organization of American States.
Based on these reviews, our observations, statements by cooperative members,
and opinions or estimates of BFA field representatives, we developed the data
presented in the following table. The estimates were conservative -.on the
quality of land in the cooperatives. Much of the land visited classed as
productive land probably would be assigned actual ratings of Class VI or
poorer.
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HECTARES
Non-
Land oductive Productive
Cooperative Area wand Land
1. La Labor 2306 1014 1292
2. La Ceiba 299 294 5
3. E1 Refugio 628 12 516
4. Buena Vista 122 7 115
5. Tacachico 526 152 374
6. E1 Tatuano 127 56 7
7. Rancho San Marcos 362 196 166
8. Sta. Cruz
Tazulath 2482 1097 1385
9. Veracruz 478 450 28
10. Santa Magdalena 135 9 126
11. Atapasco 274 56 218
12. E1 Zonte 851 1/- -
13. La Concordia 126 22 104
14, Las Mercedes 164 5 159
15. San Isidro 1048 594 454
16. Los Mangos 561 98 463
17. San Francisco
Suchitoto _703 _ 277 _426
TOTALS A 10,341 4,439 5,902

Landholdings of Selected Cooperatives

Percentage of
Non-Productive

44

98

18

6

29

44

54

44
94

7
20

17

57

. w —
L =) ~3

This hacienda was listed as an ISTA "Traditional Cooperative". However, the
cooperative had been disbanded and the land distributed to individuals in

lots of from 6 to 37 hectares.

the class of land involved.

ity land visited. This land is not included in the totals.

We could not obtain a reasonable estimate on

But, it appeared to be some of the poorest qual~-
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: The Mission commented that E1 Salvador is lanc poor in terms of both quan-
tity and quality of land,-but the Phase I farms are locéted on much of the
“ best larnd in E1 Salvador and meny of these farms were profitable operations
comparatle in production to any in the world.

At our request, -the GOES preparec a map of E1 Selvedor showing the loca-
.tions of the 317 Phase I cooperctives. We compared that map with land classi-
fication mzps preparec-by the Organizetion of American Stetes (0AS). Based:on
twet comparison, .we-estimated that over 75 percent oF the Phase I cooperatives
~are loceted in areas.of predominantly Class VI, VII or VIII quality land.

The 04S land classification maps show that the good quelity cultivable
land {(Ciasses:I, II, I11-and IV} in E1 Salvador is locatec in the west central
and southeezst coastal areas. When we compared the OAS land classification map
with the GCES map showing: the location of the 317 Phase I coope*atives, we
-found that only about 20:percent of the cooperatives were located in the areas
containing the better lands. This estimate was corroborated by our visits to-
selected cooperatives.

While our physica1 verificetion of land quality was limited to western El
Salvador, our comparison of the maps showed that most of tne Phase I coopera-
tives in both western and eastern E1 Salvador are located 1n predom1nant]y
Classes VI and VII land areas. (See sketch map below.)

Our random sample of 10 percent of the Phase I cooperatives in the west,
which contains 52. percent of the cooperatives and 55 percent of the land in
Phase I, provides--a solid basis for prcjection purposes for . cooperatives.
Jocated in the western half of country. Tnis data, coupled with:the informa-
‘tion developed- from. comparing the cooperatives' locations and tand classifica--
tion maps strongly indicate that the f1nd1ng on poor land quality in the: west
applies equally to those cooperatives in the eastern part of E]l Salvador.

pMOCTh
—_—
s SAY EosT
ﬁ SAWAQOL : -
P Yo % -.:-_-i.;;':,‘
5533 Represents approximate locations of wost of E1 Salvador's better
1 9] quality lands (Classes 1, II, II1 and (V). Aboul 20 percent of

the Pilase | cooperatives are lucated in these areas.

About 75 percent of the land in E1 Salvador s classed as VI, VII,
and YIIl ruality, Abaut B0 percent of the Phase ! coopera:iv-s
sre located in arees predominant)y of these classes of land,
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Excessive Membership

Most Phese I cooperatives' memberships exceed the numbers needed to operate
the farms on an efficient and effective basis.

Decree No. 153 provided that Pnase I cooperative members would be exclu-
sively campesinos who did nct own land or who owned too little laad to fulfilil
their basic needs. Preference was to be given to those campesinos who earned
211 or par: of -their income from the property prior to reform. Special legis-
lation was to be issued to regulate selection criteria. But that legislation
was not issued by the time the cooperatives were organized.

Al1 the Phase I cooperatives visited during this audit had memberships
larger than the number of -persons reportedly employed on the land prior- to the.
reform 1/. The larger memberships may serve short-term social and political
purposes, but :they compound the cooperatives' financial difficulties.

The Phase I cooperative La Labor demonstrates the membership difficulties.

The pre-reform owner of La Labor had maintained for years about 2,000 full-time
employees. These employees lived on and operated the farm. The owner also-
owned two other farms in the vicinity of La Labor. The La Labor "employees"
also operated both of the other farms. La Labor contains about 2,300 hectares
cf land. The total land in the other two farms was about 2,800 hectares. The
total land in the three farms that belonged to the previous owner was about
5,100 hectares.

K11 2,000 employees lived on the La Labor farm so they could have the
advantages of centralized services, e.g., schools, edical, social, housing,
and water.

Under the agrarian reform program, the La Labor farm was organized into a
Phase I cooperative. The La Labor cooperative now has about 2,100 members.
These 2,100 members live on and operate the 2,300 hectare La Labor farm and
there is not sufficient work for that number of people. Most of the members
work only 2 or 3 days a week. Even though the membership has reduced their
income, the farm is still not financially viable and cannot support that number
of people.

Another example of the membership problem is the Rancho San Marcos Cooper-
ative. This cooperative contains about 360 hectares of land. The land had
previously been rented by a meat packing plant and had been used only as.a
holding area for cattle prior to slaughter. The farm contained about 160 hec-
tares of improved pasture -and 200 hectares of non-productive land. The opera-
tion previously had eleven employees. Now that the farm has been formed into
a Phase I cooperative it has 56 members. They had converted 40 hectares of
pasture land to cultivation and had 115 head of dairy cattle. BFA advised us

1/ Membership in the cooperatives refers to individuals 1iving and working on
the property. The "official cooperative membership of record" may be con-
siderably smaller in some units.
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that this is the maximum number of cattle the iand will support. However, the
. production was insufficient tc pay for operating costs with a labor force of
5¢ mempears.

ISTE recent:y completed : study rf the membership of 12 selected Phase 1
cooperatives. That study shcwed that membership in the cooperatives was more
than twice the pre-reform number.

Other Areas of Concern

Several other areas were frequently mentioned by AID, GOES, and others as
"problems affecting the Phase ! cooperatives' operations. Some of those prob-
lem areas were: ' :

lack of capable managers;
lack of technical assistance;

state of the worldwide economy;

)

)

)

) low productivity;
) the civil war; and
)

lack of institutional capability.

The above problem areas probably adversely affect the operation and profit-
ability of the Phase I cooperatives. For example, we noted that 40 of the 317
Phase 1 cooperatives reportedly had been abandoned due tc the civil distur-
bances. Nevertheless, the land will only produce so much and support so many -
people without regard to these additional reported problems. Until the land
productivity, capital investment, debt structure and labor force are brought
into some kind of equilibrium, efforts to deal with these additional problem
areas will not be successful in making most cooperatives viable.

USAID/E1 Salvador officials agree that the main problem with the Phase I
cooperatives is- their weak financial condition. They also agree that the
agrarian debt is one of the major reasons for the cooperatives' lack of finan-
cial viability. USAID/E1 -Salvador officials, however, disagree with our posi-
tion that the poor quality of land is one of the main reasons for the Phase I
cooperatives' poor financial performance. The Mission believes that the coop-
eratives have good quality land, and that their yields are high. The Mission
is of the opinion that the Tack of adequate management is the main reason for
the cooperatives' poor financial performance.

Phase II

Phase II of the agrarian reform program has not been implemented.
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Phzse IIT - Land to the Tiller

Phese III, which authorizzd the expropriation and szle of land to renters,
has begun to achieve results with over 25,000 applicants receiving and tilling
lend purchased under this program.

Ey the summer of 1983, over 63,000 applications had been filed by about
50,000 irdividuals fcr land under Phase IlI authority. Most of the applica-
“tions were aporoved. Recipients who were working the land were in & position
10 substant1;]]y Aimprove. their economic and social positions. Thus, :these
‘recipients had a vested interest in the program continuing and in- the govern-
merit that provided the program.

, Yet, more -needs to be .done because tne negative side of the program shows
that less than one-half (about 50,000 out of an estimated 117,000) -of :the in-
dividuals eligible for property under Phase III had filed applications to pur-
chase the land. And about one-third of the applications filed did not result
in the applicants working- the land. They were not working the land because
they had been threatened, evicted or had disappeared.

Phase III of the agrarian reform program was initiated on April 28, 1980
by Decree No. 207. Sections of that Decree follow:

"The purpose of this law is that the State acquire land
holdings which are not being directly exploited by their
ownars,. in order to assign them to the persons mentioned
herein,. who from now on shall have preferential rights to
acquire said land holdings and become their rightful owners.
Therefore, landholdings or portions of same -- appropriate
for agricultural exploitation and regardless of their size
-- which at the present time are being exploited by simple
lessees- or by persons holding lease contracts with an op-
tion-to-purchase clause, sharecroppers, contract purchasers
with ownership rights over the property, or other persons
who work the land directly -- through payment either in
cash or in goods -- are hereby expropriated.

"Beneficiaries who, in accordance with this law, have been
--assigned land plots by ISTA l/, shall be entitled to own
a maximum of seven hectares.

1/ Decree No. 525 of December 11, 1980, created FINATA and
provided that FINATA replace ISTA as the implementing
agency for Decree No. 207.
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"when expropriated izndhsidings or land plots exceeds seven
hectares, the excess land shail continue to be ISTA's pro-
Ferty, who should respect the rights of thz lessee or other
persor. workinc the land during the current agricultural
vear, @gnd assion it to other beneficiaries after the end of
the harvest season. This seven hectare 1imit shall not be
epplied to persons holding a lease contraci with an option-
to-purchese clause, or to contract purchaser with ownership
rignts whc has acquirec such property or land plot through
¢ legal instrument, before the present law became
effective”

The GOES in 1980 estimated that 160,000 persons were eligible to receive
land under Decree No. 207 authority. That estimate has been revised downwards
several times and in Juiy 1983 stood at 117,000 persons. The implementation
period c¢F the program under Phase IlI has been extended three times and now
will expire on June 30, 1984. As of March 31, 1983, about 50,000 individuals
had filed 63,496 cpplications requesting approval to purchase land in accord-
ence with Phase III authority. 1 :

To evaluate the effectiveness of Phase III we decided to interview indi-
viduals who participated in the program. The most reliable universe data on
the program was the application for purchase of land under Phase III authority
maintained by FINATA. Accordingly, to determine the results of the applica-
tions filed and the status of the individuals who filed the applications, we
selected and reviewed a random sample of 149 applications from a computer
listing of the total of 63,496. We visited or attempted to visit and interview
the individuals who filed the 149 applications.- Individuals we could not
tocate in secure areas were officially summoned by the government so we could
interview them. If the -individuals did not answer the summons, FINATA offi-
cially searched for them and provided a status on the individuals. In. most
cases where the applicants did not answer the summons, FINATA found that they
no longer lived in the area and their whereabouts and condition were unknown.
Based on the results of this sample, we have estimated that of the 63,496
applications Tiled:

- About 15,000 or 23 percent of the applications were for lands that at
the time of audit were inaccessible due to security reasons,

- About 25,000 or 39 -percent of the applications resulted in the appli-
cants receiving and using the land, A

- About 20,000 or 31 percent of the applications had not resulted in the
applicants acquiring and having use of the land. This number includes
applications that were not approved, applicants who no longer lived in
the area, applicants who had been evicted, etc.

1/ FINATA reported that as of December 25, 1983, they had received 75,967
applications from 60,733 individuals. FINATA also reported that by the
same date they had issued 55,287 provisional and 5,456 definitive titles
under Phase III.

- 26 -



.About 6,000 or © percent of the épplications had resulted in the
-applicants beinc iliegally evicted and not reinstated (this amount is
included in the 31 percent above).

The sample size 1/ in this review was smell and therefore tihe sampling
error Tor an estimate o7 371 parcent is plus or minus 7 percent at the 95 per-
cant confidence level. That is, the estimate of 31 percent has a 95 confid-
ence interval of about 24-38 percent. Accordingly, the sample gives a 95
percent confidence level that the maximum deviation downward from our actual
finding of 31 percent (20,000) weuld be 24 percent (15,000), and the maxium
deviation upward from the-sample's 31 percent is 38 percent (25,000). -Simi-
larly, the estimate of -¢ percent from the sample has a 95 percent confidence
interval of 5-13.

However, ‘the actua’ number of the Phase III recipients not working the
land anc who had been evicted probably is greater than that shown by our esti-
mate because there is a high probability that land owners and guerrillas alike
in the insecure areas are not enforcing the E1 Salvadoran Government's Decree
No. 207 (Phase III).

1/ In their comments on the draft report, the Mission referred to a CPA firm's

~  study made for the auditors. We had reviewed that CPA firm's study and
dismissed it as being statistically invalid because the CPA firm dev1ated
from the pre-establishea scientific sample,
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‘VI. REVIEK OF THE ASRICULT{-AL DEVELOPMERT BAiv (BFA)

BFA wes founded in 1873 for the purpose of increasing thz flow of credit.
te the agricuiturei sector, particuiarly to the small farmers who previously
- had no access o institutional sources of credit at competitive interest rates.
Until the ezcrarian reform was initiated in 1980, the BFA performed these func-
tions weil. Tne capital position of the bank was strong.

With the initiation: of agrariar reform, demands for credit expanded enor-
mously. From Decembzr .1979 to September 1982, BFA's loan portfolio increased
from $5€ million tc £176.4 million, over a thrsefold increase. This increase.
in lending ectivities: strained the Bank's resources causing high -operating
costs, low r-ates of recuperation, and inadequ:te loan supervision.:  As a re-:
sult, BFA's financia® condition was precariouz. The delivery and supervision
of agricultural credit-to the Bank's agrariar reform clients was less than
satisfactory. It appears-that the Bank's financial position improved: during
1983 due to the infusion of AID funds, improved rates of loan collections, and
actions by the GOZS., The:Bank's financial position, however, still.is .a matter
of concern.

Through March 3i:, 1982, $29 million of AIl funds had been authorized for
use by the BFA. BFA4 transactions .and procedures disclosed several problems
impeding tre effective delivery and administration of credit to agrarian
reform beneficiaries. In addition, $1.4 million of AID funds were used:for
unauthorize: purposes.

Background to Credit Component

Before the agrarian:reform program, few beneficiaries either had access.
to or had availed themselves of institutional credit. Phase I beneficiaries
were primarily wage laborers on the large haciendas. The previous owners of
these haciendas received -production loans from the commercial banking system.
Longer term funding was obtained most often from either the haciendas' own
capital resources or from external loans.

A Decree No. 207 (Phase III) beneficiary who rented his land had access
to BFA credit through a: note provided by the owner of the rental property ccer-
tifying the type of crop produced and the total acreage planted. As a result
of agrarian reform, affected Phase I property owners lost access to tradi-
tional credit channels :and more Decree No. 207 beneficiaries were expected to
use institutional credit sources.

When Decree No. 153 was implemented, the GOES' primary concern :was to
maintain production from the affected properties. ISTA was assigned respon-
sibility for organizing beneficiaries into functioning production units and
for supplying the units with sufficient production credits to continue famm
operations. During the start-up phase of the program (March - September
1980), $47.2 million in emergency credits were disbursed by BFA through ISTA
to the Phase I beneficiaries.

In order to facilitate the continuous avaf]abi]ity of credit, the GOES in
August 1980 divided responsibility for providing credit between the various
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banring instituticns. :BFA wzs assigned 92 of the Phase I cooperative farms.
(carrertly 111) anc¢ Phase: 11! recipients. AID in September 1980 authorized
EF~ 2n initial 3¢.5 million in loan funds to be disbursed to the cooperatives
through a special line of. credit, and an initial §500,000 in grant funds to
provide technicel assistance relevant to BFA's new responsibilities.. Later,
ar. additional-$3.3 million in loan funds for credit was authorized.

. In response to the .increased demand for crzdit resulting from the reform,
AID authorized &n additional $17 million in loan funds during 1981: (a) §16.2
million for the creation of an integral line of credit to replace the estab-
1ished special line of credit; (b) $600,000 for institutional building support
in the form of additional technical assistance and equipment; and (c) $200,000
for an Integrated Pest Management Program.

Credit Component Results

Much progress has been made in delivering and administering credit :to
Phase I and Phase III beneficiaries. The $29 million of AID ‘loan funds
suthorized for credit had- been disbursed by BFA to agrarian reform benefi-
ciaries. Approximately 76 percent of the funds were used for production cre-
dit and 24 percent for investment credit. About 50 percent of the credit was
used to finance agricultural inputs for producing basic food grains, i.e.,
corn, rice, beans and sorghum. Tne longer term credit was used to purchase
livestock or for improving farm infrastructures. The remainder financec the
production of some of the major export crops. :

Altnough much progress had been attained, the administration and delivery
of credit and related. services to agrarian reform beneficiaries -continues to
be beset by technical. and administrative problems that have limited the effec-
tive use of AID funds.

Most of the problems affecting the delivery of credit can be attributed to:
jnsufficient institutional capability.

Insufficient Institutional Capability

The Agricultural Development Bank of E1 Salvador (BFA) has nu. “been able
to cope with the added burden and responsibilities created by agrarian reform.
BFA was to provide adequate and timely credit to Phase I cooperative farms and
Phase III beneficiaries in order to facilitate achievement of program goals of
improving the economic and social well-being of the agrarian reform benefi-
ciaries. Although BFA has been reorganized, the restructuring process is .not
complete. As a result, BFA has not been able to effectively carry out its
assigned role. Three major problems affect the Bank's operation:

- High operating costs;
- Poor rate of loan recuperation; and

- MWeak fiscal, accounting and credit management controls.
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High Operating Costs

Since the :start of the agrarian reform, BFA's administrative costs have
increased by about 43 percent, from $€6.2 million to $8.8 million. -Financial
costs have risen at an even faster rate, about 250 percent, from §3 million to
$10.6 million for the same period.

. BFL finances its operations primarily from earnings generated by its two
principal activities, banking and commercial sales of agricultural inputs. -In
- order to meet the increasec demand for credit, BFA was forced to increase its

use of high cost Central Bank (BCR) discount lines. In 1978, BFA financed 42
percent of its loan portfolio by borrowing from BCR. By 1981, that percentage
had increased to 67 percent. The cost of short-term borrowing increased from
$1.1 million ir 1978 to §$1C.6 million in 1981, a ninefold increase. During
the same period, BFA's income from interest earnings grew by-slightly more

“then twetold.” As a consequence of higher operating costs, both- financial and
administrative, net losses from banking operations increased from $1.5 million
in 1978 to $3.5 million in 1981.

In-spite of the progress attained to date, BFA's current financial condi-
tion continues to be weak and vulnerable. A lot more needs to be -done in
order to enhance the Bank's financial viability. Foremost, BFA's -banking
operation must become cost efficient.

Loan Recuperation

BFA has not been:atle to establish and implement an effective managemen.
and reporting system for ~ts outstanding loans. Thus, delinquent and- uncni-
lectible loans present BFA with serious financial management problems which
substantially -contribute to higher operating costs and overstatement-of the
Bank's financial condition.

BFA's loan recuperation has been poor. Progress has been made toward
improving the rate of loan recuperation, which in 1980 stood at 40 percent.
But the projected rate of 76 percent for the crop year 1983/84, even if
attained, will be too low to help assure future financial stability.

BFA does not have a write-off policy and its uncollectible debt -is 7Tisted
on the books. as simply overdue. For example, as of September 30, 1982, of an
outstanding balancé:of $128.7 million, $22.9 million, or about 18 percent was
more than 360 days overdue. This practice results in an overstatement of the
Bank's equity capital because some of these loans are uncollectible and are
really not assets of the Bank. An independent analysis of BFA concluded that
if BFA's balance sheet was adjusted to reflect the overdue accounts, equity
capital would be reduced by $48.4 million. The rate of loan recuperation must
be raised if BFA's operations are to be improved.
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Managesznt Conirols

‘BFE's internal management policies and the system of acccunting and inter-
nal conirols hzve not:been adequate to mset the additional responsibilities of
the agrarisn reform program. As a result, BFA's financial corndition has
sufferad -and effective project implementation nas been impaired.

'EFA'lacked an effective and uniform system of accounting and internal con-
trois.  Posting to books:was net current; accounts were not timely reconciled;
and there wers serious bottlenecks &ffecting the fiow and analysis of -account-
ing-data. As.a result; BFA's Tinancial position and the results of -its opera-
tions could not.be cleariy determined. For example, although all AID-previded
funds had been disbursed, BFA's Accounting Division was unable to provide us
in October 1983 with'a Tinancial statement of AID funds as of the cut-off date
of our report, March -3%, '1983. Instead, we were given a qualified statement
for December 31, '1882.. The reasons given to us for not having the data readily
available was that- BFA was behind in its posting and the accounting division:
‘was still trying tc review and reconcile the data received from branch nffices
end its data processing division.

"FA's system of internal controlc does not ensure adequate use and account-
ab111by of resources.

Due to the "dramatic increase in business, BFA's system of internal con-
trols had become ineffective. As a result, the review of loan data from
branch offices- was 1inadequate and administrative bottlenecks had: developed
which affected the timely analysis and supervision of activities. -

We found-1ittle.coordination for the review and analysis of data submitted
by BFA branch offices.: Revisions were made by the various BFA headquarters
divisions without the proper adjustments and reconciliation. In- some in-
‘'stances, each:division had a separate set of figures. For example, during our
review of AID funded subloans, we were unable to reconcile the data furnished
to  us by the -AID .coordinating office, the branch offices or the accounting.
division.

"This lack of -adequate:management control has prevented BFA from exercising
more effective and timely control over the use of its resources.

Data Processing

BFA's data processing system was obsolete and produced such untimely and
inaccurate results that-it had no management utility. A recent study of .BFA's
information processing requirements conducted by a computer expert- found,
among other things, that .the BFA system had (1) limited accessible memory; (2)
cumbersome input/output -procedures; and (3) no interactive programming
capability. :
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The consultant's report was reviewed by AID which agreed with the
consultant's recommendiations to procure and install & new system. As a
result, AID funds were set aside to conduct & thorough systems analysis, to
procure and install the new computer system and to precvide for the training of
operators and programmers. Notwithstanding, the aveilability of funds to -do
.“th2 system ‘analysis, 1ittle progress had been made to identify and contract
with techrical personnel.  We were unable to clearly establish the status of
the procurement of the data processing system.

Unauthorized Use of AID Funds

Approximately $1.4 million of AID funds were used by BFA for unauthorized
purposes.

. "Under the terms of the agreement between AID and the GOES, loan funds
- provided to BFA must be used for production related activities incurred after
June 28, 1980.

- -Proceeds from AID -funded subloans, however, were used to liquidate a
portion of the emergency credits granted to some cooperatives at the start of
" the ‘agrarian reform program. Bank officials said that the decision to use AID.
funds to Tliquidate portions of the emergency credit was made in light of the:
severe liquidity crisis that BFA was experiencing at the time as a result of
the start-up demands of the agrarian reform program.

Records related to 44 cooperatives showed that $1.356 million of the
-proceeds from -the first AID funded subloans were used to refinance portions of-
_the emergency credit instead of being used for production related activities.
Although we understand the reasons that prompted BFA in their decision on.the
initial use of AID:funds, that use was specifically unallowable by terms. of
the loan agreement.

The pertinent AID "agreement specifically limited payments to activities
initiated on or after June 28, 1980. Accordingly, we recommended that
USAID/E1 Salvador recover the AID funds which were used to refinance ISTA
emergency credits provided to Phase I cooperatives before June 28, 1980.

Recommendation No. 1

USAID/E1 Salvador recover $1,356,056 used by BFA for
unauthorized purposes.
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Financial Viability of "BFA and its Cooperatives

The financial condition of BFA is inextricebly linked to the debt struc-
ture of -its agrarian reform beneficiaries, particularly the Phase I coopera-
tives and the ‘ability of these farm operations to generate sufficient revenue
to repay their debts and to provide income for their members. Most coopera-
tives are not financially viable operations and, therefore, don't generaze
sufficient revenues to-pay their debts to BFA. BFA must depend on payments
from these cooperatives to ensure its own financial viability.

The majority of the Phase I cooperatives carry four kinds of debts:

1  Agrarian reform :debt, which for all Phase I cooperatives is estimated
to be-$300 million in compensation to the former owners for the -value
of land, ‘buildings, equipment and improvements. The payment schedule
for these mortgages is 20 to 30 years, and the debt bears interest
charges of 9.5 percent per annum. Only meager payments have been made
on this debt by a few cooperatives.

2. The ISTA/BFA portfolio or emergency credit, totaling $10.4 million for
BFA cooperatives. These credits have been controversial for many
cooperatives. As a result, repayments have been limited even when
cooperatives had the funds to pay.

3. Short-term production credit. Demand of BFA's cooperatives for
short-term production credit for the 1983/1984 crop year was expected
to reach $23.2: million. Many cooperatives have experienced:
difficulties in repaying their production credit. The unpaid
production credits oftentimes were refinanced thereby increasing the
debt and leaving :the cooperatives little or no capability for further
borrowing.

4. Other credits from outside the financial system, such as savings de-
posits by members or purchases financed directly by suppliers or agri-
business firms. Because of the lack of records, the amount of this
debt could not be estimated.

The effect of the debt burden is demonstrated by the projected credit and
revenue figures for the cooperatives assigned to BFA for the -:1983/84 crop:
year. BFA estimates that ‘these cooperatives will produce a harvest valued at
approximately $25.7 million. This ‘harvest, combined with residual previous
year's export crops in storage and valued at 32.1 million, will provide gross
income of $27.8 million. Production and investment credit debt for the year
was estimated to be $23.2 million resulting in a projected gross profit of
$4.6 million, which is to be used to reduce the outstanding production and
investment debt of $16.4 million, carried over from the previous years. Thus,
even if the projected excess revenues could be realized, BFA cooperatives
would have at the end of the 1983/1984 crop year, outstanding production and
investment credit debts of about $11.8 million. It should be pointed out that
BFA projections did not take into consideration expenditures resulting from
other operating costs; interest and principal payments due on the agrarian
debt and other debts incurred outside the financial system.
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A major probiem for.the cooperatives is tne lack of effective management
and recerd keeping which prevents the farms from realizing better returns on.
their resources. (Complicating the repayment problem are depressed prices for
their commodities and the civil strife being experienced in the country.
Finelly, the technical ;assistance and training so important for increased
prcguction -and ~income have not been forthcoming from the responsible GOES
agencies. ‘

~ The results of accumulated overdue debt are threefold: (1) “financial

-institutions :(mixed banks) are reluctant to continue granting credit to: levels
required by tha cooperatives; soon most of the cooperatives may be assigned to
BFA, (2) it is becoming 1ncreas1no]y difficult for members to see the day in
whi ch they will be making profits and enjoying the benefits of land. ownership,
and (3) BFA's -financial condition will continue to deteriorate due to the high
rzte of uncollectible loans and continued high operating costs.

-The emergency credits (ISTA/BFA portfolio), for example, appears to be a
controversial matter for mmost of the cooperatives. Many cooperatives received
emergency credits at the start of the program. Unfortunately, neither ISTA,
BFA, or the cooperatives had a system of adecuate controls and loan supervi-
sion. There havs been accusations of inefficiency or wrongdoing and allega-
tions that many cooperatives never received all of the emergency funds loaned
to them. Thus, many cooperatives refused to repay the loans even when they
had available funds.- In some other instances, natural disasters such as the
drought and floods c¢f 1982, or civil disasters such as the cases where
cooperztives' members: had. to leave their lands due to the civil .strife. had
contributed to the cooperatives' precarious financial condition.

Unable tc pay:for -the production credits, cooperatives refinanced these
outstanding debts  in order to secure credit for the next crcp season. The
added debt not only :increased the financial burden, but it limited the cooper=-
atives abilities to obtain medium and long-term credit.

There 1is concern among GOES officials about BFA's financial viability.
BFA is an agricultural development bank mandated to service credit needs of ‘a
clientele that consists of high risk, marginal, and small producers.: Servicing
a clientele of that nature rcquires considerably more supervision than -the
clientele of commercial banks. Commercial banks enjoy much more latitude-in
selecting clients .and ‘the type of activities they elect to finance.: This
servicing has resulted in-expensive operating costs and a high rate of delin-
quent and uncollectible loans which have presented BFA with serious financial
management problems since the start of the agrarian reform program.

For example, the administrative cost of managing each loan in 1981 was-
$195; this compares with a cost of $126 in 1979. The interest spréad between
what BFA receives from its lending operations and what the bank pays for de-
posits, funds, etc., was a negative 1 percent for 1981. The spread between
what the bank receives from its lending operations (average 6 percent) and
BFA's total cost (average 11 percent) was a negative 5 percent.
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?

F consultant's reviaw- of EF4 estimated the:
“olic was uncollectibtle. .In addition, about 20
siTies &s non-ceiinqueni had hidcen dzlinquencies,
tially delinguent but ciassified by BFA as current.

32 parcent 7 the loan port-
rercent ¢7¥ the loans cles-
i.e., loans that were per-

-In sum, the increase in business resulting frcn the agrarian reform has
put BFA in a weak and vulnerable finanzial position.

Tne need to complete the Bank's restructuring process and the necessity to
bring the Bank's operation to an acceptable level of efficiency and: cost
etfectiveness canrot:-pe overemphasized. It must be done. Although BFA-has
made some progress in improving its financial position and reducing its -oper-
ating costs, a lot.more needs to be done if BFA is to survive as one of the
GOES's main vehicles to support the agrarian reform program. .

In their comments on the draft audit report, USAID/E1 Salvador agreec that
- the agrarian reform undertakings have overtaxed BFA's resources, weakened its
.capital structure, and brokendown its internal control system. However, the
Micssion claimed that these problems improved significantly in 1983 based on
some unidentified sources financiel projections. They also expressed concern
that the draft audit -report c¢id not adequately present tre p-ogress attained
in overcoming the problems.

We agree that the USAID has provided substantial assistance to BFA and
that the Bank would have been in much worse condition without the assistance
provided. AID assistance- shouid further improve the Bank's operations and
‘thereby, in time, its capital position. However, since BFA ha. not been able
to close its books for calendar year 1982, and, as of October 1983, was still
trying to establish and identify its delinguent accounts for the period from
1980 to date, we -cannot -place much credence in financial projections for
caiendar year 1983. : :

In the Mission's-opinion, the BFA's financial condition to date is stronger
than it was prior-to the inception of the agrarian reform program. To support
its opinion, the Mission -submitted three tables with condensed financial data
for the period 1978 through October 1983. We were unable to ascertain the
reliability of the data submitted because it was too condensed, and its source
unknown. However, we noted considerable difference with audited and adjusted
data available at BFA and with the results of the evaluation made by AID con=
sultants. For example,- according to the Mission's estimates, BFA losses from
banking operations for 1982 were only $2.8 million. This drastically con-
trasts with AID's consultant's estimated loss of $10.2 million.
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VII. COMPLIANCE WITH FUNDI!'S RESTRICTIONS

£1D has developed an:unusual and complicaied system to provide ‘the GOES
anprovai Tor their use of ‘Economic Support Fund generated local currency. This
process, howsver, does not- appear to violate Section 730 of the Foreign Assis-
.tznce Act. ISTA, on ths other nand, contrary to agreements with AID, has used
$2 million from P.L. -480-generated local currency for payment of compensation
to previous owners of expropriated properties.

“Tne Foreign Assistance Act of 1961 as amended by the International Security.
and Development Cooperation Act of 1981 resiricted the use of AID assistance

t0 £1 Salvador. Section 730 of the Act (P.L. 97-113) commonly referred to-as
the Helms Amendment; .

reguired that none of the funds authorized to be appro-
priated by this Act may be made available for the provision
of assistance to El1 Salvador for the purpose of planning
" fer compensation, or for the purpose of compensation, for
confiscation, nationalization, acquisition, or expropria-
tion of any agricultural or banking enterprise, or of the
nroperties or stock shares which may be pertaining thereto.

AID 2nd the GOES have-entered into an Economic Support Fund Grant Agree-
ment, Memoranda of Understanding and several amendments to each of the docu-
ments. Simply expressed, these agreements say that the GOES will create a
special permanent fund from GOES resources to be used exclusively for paying
compensation to -those affected by the agrarian reform program and AID will
provide the GOES: over $200 million in Economic Support Funds. The Economic
Support Funds will be-used to finance imports from the U.S. for the GOES and
the loczl- currency generated from those funds will be used to .support the.
budget ¢f the GOES. ~The local currency funds are commingled in the central
‘bank accounts; are: used to provide general support of the GOES budget; and,
are not traceable to specific uses.

The use of Economic Support Funds to support the GOES budget if-they. - will
in turn pay compensation®to previous land owners from other funding sources.
appears technically proper and not in violation of the Helms Amendment.

USAID/E1 Salvador employed a Salvadoran Certified Public Accounting firm
to make financial reviews of selected AID funding. As a result of _ one. of.
those reviews, the firm reported in February 1983 that ISTA has used. 32
million to pay compensation for property acquired under the agrarian reform
program. .

The funding source for the $2 million used for compensation was -from P.L.
480 generated local currency. Thus, the use of these funds to pay compensa-
tion did not violate the Helms Amendment which applies to funds appropriated
for the Foreign Assistance Act. However, the use of the funds was in viola=-
tion of the Project Agreement between AID and the GOES. Accordingly, USAID/E1
Salvador had taken action to recover the funds used to pay compensation. The
Mission reported that 31 million of the funds had been recovered and the re-
mainder should be returned in the near future.
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hssistant to the Administrator for Management (AA/M)
Cffice of Financial Management (M/FM/ASD)
General Counsel (GC)

GC/LAC

Director - Programs Operations Staff (LAC/DP/PQ)
Director - OPA

pbC/E/DIU

S&T/AGR

PPC/E

Office cf the Inspector General (IG/M)

1G/PPP

1G/EMS

AIG/11

RIG/A/M

RIG/A/Dakar

RIG/A/Cairo

RIG/A/Manila

RIG/A/Karachi

RIG/A/Nairobi

RIG/A/NE, New Delhi Residency

RIG/A/LA, Panama Residency

GAO, Latin America Branch, Panama
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No of Copies




