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We 	are pleased to present the report on our review of the Mahaweli
 
Sector Support Loan. Our objectives in making the audit were to
 
review compliance with AID regulations and policies and with the
 
terms of the Loan aqreement. A further objective was to review
 
program results.
 

The Sectot Support Loan has provided important assistance for the
 
downstream activities ot the Mahaweli program, but has 
not provided

all of the intended economic benefits. The initial motivation for
 
the Loan was to generate non-inflationary local currency for
 
domestic expendLtures and to provide quick-disbursing balance of
 
payments assistance. The Loan did not generate local currency for
 
expenditure as proposed in the Program Assistance Approval Document,
 
but instead reimbursed the Government of Sri Lanka through an
 
untestricted special letter of credit. This proved to be a very slow
 
payment procedure. Also, the Government of Sri Lanka did not 
require

the funds for downstream activities as rapidly as anticipated and
 
thus, was slow to request reimbursement from the Loan. At December
 
31, 1984, the Government of Sri Lanka had drawn only $27.2 million of
 
the Loan funds.
 

Although the Loan was intended to provide only general budgetary
 
assistance, the Mission has been monitoring expenditures in more
 
detail than required. We recommended a change in monitoring

procedures which the Mission has made and the 
recommendation is
 
closed with the issuance of this report.
 

We discussed our findings and recommendations with you and members of
 
your staff. Your comments and suggestions were included in the final
 
draft. In view of 
your to the draft reportresponse that enabled us 
to close the one recommendation in the report, no further action is 
required on your part. 
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EXECUTIVE SUMMARY
 

The Office of the Inspector General made an audit of the Mahaweli
 
Sector Support Loan in Sri Lanka. The objectives of the audit were
 
to review loan implementation for compliance with AID regulations,

policies, and the teLms o1 thu loan agreement and to review program

results. The aua]t was conducted in Colombo, Sri Lanka and covered
 
loan acivities for the period May 29, 1981 through December 31, 1984. 

The $50 million loan agreement was signed on May 29, 1981, and the 
program is to ue completed by June 30, 1985. The purpose of the Loan 
was to a:ssist tlno Govurnment of Sri Lanka carry on the downstream 
activittiu oL the Mhfawehl program during a period of budget 
defLcitn. This Asaistance was intended to provide non-inflationary,

general ou[igut-ary support ond tast disbursing foreign exchange
dssistanlce t ht would a[so increase imports from the United States. 

Altnougn it hos prov iud important support for the downstream 
dctivities ot the Mahaweli program, the Loan has not provided the 
intended economic assistance. The GSL has claimed reimbursement for 
Loan funds at a much slower rate than was anticipated because funds 
were not required for the downstream activities as rapidly as had 
been assumed When the Loan was planned. Also, instead of generating
local currency fur expenditure as proposed in The Program Assistance 
Approval Document, the Loan reimburses the Government of Sri Lanka 
for expenditures through an unrestricted special letter of credit. 
This is a slow and cumbersomc method of transferring funds. As a 
result, the Governiment of Sri Lanka has n~ot received the Loan funds 
as rapidly as intended; at December 31, 1984 only $27.2 million of 
tne $5U million Loan had been drawn. 

The Loan has not encouraged increased imports from the United 
States. The Government of Sri Lanka has used completedi procurement
transactions to draw the funds from the letter of credit. These 
transactions were maoe with no reference to the Loan funds and would 
have taken place without the Sector Support Loan. The volume of 
trade with the United States is small, and since it has been 
difficult finding eligible procurement transaction, until recently 
funds have been drawn slowly from the letters of credit. 

The principal motivation for the Loan was to provide fast disbursing
economic assistance. When the Mission recognized that the Loan was 
not having the intended economic impact, action should have been 
taken to speed up the transfer of resources to the Government of Sri 
Lanka. Because ot the June 30, 1985 termination of the Loan, 
however, we have made no recommendation. 
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' 
The Loan was designed to provide only general budgetary assistance
 

it was not intended to fund the procuriment of specific goods and ,p
services. In order to ensure that the-!iAID reimbursements<couldno 
be associated with specific goods or services, a provision was added 

to the loan limiting AID's reimbursement for any period., In 
processing reimburseme'nts, the Mission has been reviewing all claims 
in detail and disallowing items that were not consi'dered appropriate 
forAID funding and also has been limiting the reimbursement.-;\.We 
recommended thatthe Mission treat future reimbursement as geneal 
budgetary support, as intended. The Mission:made the recommende'd 
changes. 

The report that evoked the response in Appendix I was the initial 
draft of this report. After discussions with Mission officials and 
reviewing tieir written comments, we revised the report. We believe 
that the report now reflects the Mission's concerns regarding the 
Loan's principal objective. 

/1 6 (Office of he Inspector Gener'al 

Is< : +' 1. 

+t .7'I,
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PART I - INTRODUCTION 

A. Backgroand 

The Mah awol1 So>ctoC Support Loan Program Assistance Approval Document 
(PAAD) dut lir zoo a $5U miLl ion loan to the Government of Sri Lanka 
(GSL); hIo.8 ,i iii n)n v"n Utiq (d ted in FY 1981 and the balance in 
FY 196 1963. 'llt pirp 1 of program loan"nboJP.Y uos the assistance was 
to d,)Lst te,Kb to ',L y oin ,.s.;ential uownstream activities in the 
Mahdu e i H g acMdih0 nj d t ile, UL Pudget detQLits. Program 
ajSiStHCQic, 1n:twd Of pLOJeCt (is0ItaUice was considered appropriate 
because St t Lanka's de'v'elopimnit policies have a long record of 
commlitment to improvinq t he well-being of the rural poor. Its 
quaiity of tLY- tndictors - infant mortality, life expectancy, and 
literacy - are better than triose of most developing countries with 
sigiti c~n [' larger incomos. 

A new government took off ice in 1977 and began implementing reforms 
to overcomc the economic stag, arion that had set in under tle prior 
administration. The rolurms were based on an ambitious public 
investmemnt prograii I nteonded to create employment upportunities, to 
achiteve se f-suif ciOncy In basic food Items, to diversify and 
increase exports, aid to improve tle economic and social 
irifrastructd.re. Donors cesponded to this Leform program with 
substant ial amounts of extei na[ financing, and after three years the 
econoiiy had begun to recover. The gross doilestic product increase 
averaged 7.3 putcent in L978 and 1979, double the 1970-1977 rate, and 
emiployiient leveLs were the iiiglst ever, 

In 1980, this program of economic reform was overtaken by a 
wor tu-w i dn recession and increased import prices. The recession 
reduced Sri Lanka's export income when its requirements for imports 
were i ncL. aang aniid tlie cost u the imports was risLng; oil prices 
more than doubled in L980. The result was a budget deficit that 
reached 3 percent of goveLHiment expenditures in 1979 and was 
estimated at 53 perceiit in 1980. Domestic borrowing financed 52 
percert ot the deficit in 1979 and about 51 percent in 1980. This 
borrowing increaned the money supply and caused the inflation rate to 
reach 30 percent in 1980, giving rise to the danger of a vicious 
cycLe in which deficits cause intlation that in turn cause larger 
deticits. 
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Because ot the requirement for importing investment goods, the poor 
performance of exports, and the increase in the price of oil, the 
balance of payments also deteriorated. AlthoughLmuch of the 
investmeint for t ne public sector was fLinanced by foreign assistance, 
to'.eign exchLange reserves were seriously depleted, equalling only one 
week Of imports at tue enld of 1960. In 198L, import growth was 
expected to duClin, and nxiput s to rebound slightly, but a large 
foreign "XChlunge uU icit WOS Al i t expected. 

The GSL was f c ed WI t dIILt ciL t rade-off between reduced 
IniVestment C'OWljpt I-010.;J i W VoinMIi aOlld SOCI a I deVelophent and budget 
de ICIt3o C a lnq ltHi1 m l it a. tI . in i re 196Ll and early 1981, in 
order to rtc' i ; 1,21t 'i , and pir t Ly in response to pressure from 
the InLeln[l.t IOn"c I ,ld ar ' [un, Ihe GSL redu(ced p lanied L981 
iliVusthlulnt: c pxjli itu ,., trulit <.,.I'..' bil i ull to Pa. L2.0 hi Mlion. 

Thle July I 9UIJ Ou-tIon tank report Lor the AID (roup Meet ig recognized 
Sri Lanik" 's grewlnq r1Lg r0rement. :; for assistance to fi nlice planned 
invest ment and to O Iieve the detertorating balance of payments. The 
Bank recomm. ndeu t nat donors :,i.i t from project assistance to more 
rapialy disLunsing a id, and the Sector Support Loan was intended to 
meet some ot the needs identificd by tle Bank's report. 

B. Audit objuct LVia and Scope 

The OLtico Ot the i oe-1_i Inspect or General for madeOlc Audit/Karachi 
an audit ol te MahiweIi Sector Support Loan in Sri Lanka. The audit 
was concducted du ing December 1984 and January and February 1985 and 
coveted Oct vit es [or the pnriod ftom May 29, L081 through December 
31, 9d 4. The pELiarly obJtCVLye of the audit Was to review 
comIpliance witn AID reiult Lons ,nd policies and with the terms of 
the Loan agrement. A fdrtiier ouject ive was to review program 
resulIts. This was tneI irsk u-dit of the Loan. 

We reviewed Liles and interviewed ofticials at the AID Mission and at 
t he GSL agencies LspOnhible for implementjng tile Loan. We reviewed 
vouchers ceimbursing the GSL for $32.5 mi Lion of program 
expend itures lid Ithe11 l e at Itne Central Bank of Sri Lanka 
document ing the drawdown o letters of credit amount ing to $27.2 
million. We made .uch other tests anid LeieW6 that we considered 
necessdry. The audit was made according to generall[y accepted., 
YOVernment aldLt tni uarl;. 

We discussed ounr Iti ni iln, and conclusions at an exit conference with 
USAI/Sti Lanka OttiCialS aid submitted a draft report for Mission 
review and commiiient. The HissLorn response was considered when 
preparing thyletalI report. 
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AODIT OF 
MAHAWELI 	SECTOR SUPPORT LOAN
 

SRI LANKA
 

PART II - RESULTS OF AUDIT
 

A. Findings and Recommendat ions 

1. The Sector Support Loan Has Not Met All of Its Objectives
 

Tne Sector Support Loan has not provided all of the assistance
 
outlined 	in the PAAD. The program loan was intended to generate
 
local currency to help the GSL carry on essential downstream
 
dCt1VLties of the Mahaweli program and to provide quick-disbursing 
balarnce ot payments assistance. Because of delays in getting funds
 
to the GSL the Loan has not had the intended economic impact. The
 
GSL has claimed reimbursement ot Loan funds much more slowly than was 
anticipated. In adaptin.j the Lodn to AID and GSL requirements the 
Loan was 	 dejgneud to reimburse the GSL for expenditures through an 
unrestricted spUecal Letter of cred&t (USLC) instead of immediately 
yencra t i n enIuin id local currency. As a result, the GSL made the 
1nit L1] 1)1,Jtd UXpenditurt;s tSLnJ rupees that contributed to its 
Ungoinj ti, tot he Lrow thIe were 	 untilUiCIL tl time when funds expended 

they w ter di .wn I tLom the USLC.
 

ThIe USLC 	 thLJhlJ Which the GSL was reimbursed was to be a 
tast-disi 	uruni source of foreign exchange that would also increase 
imports fLow the United States. The GSL, however, did not draw the 
first tULelin Oxchange funds from the USLC until over 2 years after 
the loan 	 dgicement was s ngied. The loan has not resulted in 
ifhcreased -lPOIs frum the United States; funds in the USLC's have 
been drawn : n ] coMpleted procUL;menk transactions that would have 
been made regardless of the Sector Support Loan. We have not made 
recommendations for alte ring the program because of the June 30, 1985 
completion date ot the Loan. 

The report t nut evoked tlie response ji Appendix I was the initial 
draft ot tnI .A LOpoit. After discusicns with Mission officials and 
revwinq t HOr 41 t teLn comments, we revised the report. We believe 
that the rpLt now reflects the mission's concerns regarding the 
Loan's princpt o bjUct Ie. 
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Discussion
 

The purpose of the Sector Support Loan was to assist the GSL carry on
 
the Mahaweli program during a time of budget deficits. The PAAD
 
stated theft the Loan was to generate non-inflationary local currency
 
and also provide quick-disbursing balanc'e of payments assistance that
 
would increase imports from the United States. The Loan was also
 
intended to reduce, th' amount of borrowing the GSL would otherwise
 
have to do to finance a given level of expenditures. The purpose was
 
to be achieved through the influence the loan would have on the
 
Mahaweli program budget. First priority for use of the loan funds
 
was to be given to downstream activities that the GSL could implement
 
without expatriate assistance. The pecond priority was for
 
downstream activities other than those in the first priority for
 
which expatriate design and supervision was arranged from AID or'
 
other donors. The third priority was for headworks construction for
 
which expatriate design and supervision had been arranged from other
 
donors.
 

As shown in the following table, the Loan funds have been used very

slowly. -The GSL's first expenditures were made in the period from
 
June 1, 1981 through October 30, 1981, but the funds reimbursing
 
these expenditures were not drawn from the USLC until July 15, 1983,
 
more than two years after the first expenditures.
 

Sector Support Loan Status of Funds
 
(In Millions of Dollars)
 

1981 1982 1983 1984 Total
 

Obligated by AID 18.8 15.0 16.2 - 50.0
 
GSL Expenditures 8.5 10.0 8.7 13.4 1/ 40.6
 
Reimbursed-USLC Opened - 8.5 11.3 12.7 32.5
 
USLC Funds Drawn - 12.4 14.8 27.2
 

1/ Includes GSL expenditures of $8.1 million for the last two
 
quarters of .1984 for which the claims were processed after December
 
31, 1984.
 

The PAAD proposed an implementation procedure that would generate the
 
local currency to be expended for the program. The Loan, however
 
does not generate local currency for expenditure, but reimburses the
 
GSL for local currency expenditures through an USSLC. The Loan only
 
generates local currency when Sri Lankan importers purchase the
 
foreign exchange from the USLC. During the life, of the Loan the GSL
 
has had a national budget deficit; expenditures have exceeded
 
income. Because the GSL had to provide the funds for the
 
expenditures that were to be reimbursed by the Sector Support Loan,
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those expenditures contributed to the national deficit and increased
 
domestic borrowing for the time from when the rupees were expended

until they were replaced with importers' deposits.
 

Also, the Loan has had little, if any, influence on increasing

imports from the U.S. The GSL has not 
used 	the USLC to pay the U,.S.

suppliers, but instead has drawn-down the USLC's using completed

transactions, i.e., those in which the goods or services had been
 
previously paid for with the GSL's 
own foreign exchange. The funds
 
in-the USLC's are only applied after the fact to transactions that
 
were made with no knowledge of the funds in the USLC's, and they

would have been made whether or not the funds in the Sector Support


t Loan USLC's were available.
 

The PAAD seems to have anticipated a more rapid rate of expenditure

for downstream activities than was realized. The GSL has not spent

the amouunts originally planned for the approved downstream works as
 
shown in the following table:
 

Sector Support Loan Program Expenditures
 
(In millions of rupees)


1/
 
1// 	 1982 1983 1984 

Planned 1/ 340.0 502.0 470.0 512.8
 
Actual 	 175.4 228.7 216.9 
 352.3
 

1/ 	 Planned expenditures included unallocated amounts; in 1982 of
 
Rs.189 million, in 1983 of Rs.205 million, and in 1984 ,of Rs.56
 
million. The budget stated that the unallocated amounts could
 
subsequently be allocated to the major activities included in
 
the budget or to additional activities by mutual agreement.
 

Use of the Loan funds has been slower than anticipated for several
 
reasons. First, because construction of the AID-financed main canal
 
in System B has been delayed about a year by adverse conditions,

including two unusually wet 
monsoon seasons, the related downstream
 
works have had to be delayed. Second, funds from other donors have
 
also 	been available, and because of the restrictions and cumbersome
 
procedures involved in the use of 
the AID Sector Support Loan funds
 
the GSL generally used funds from the other doiors first. 
 Third,

during the early years of the Loan, 	 the
the GSL was engaged in 

construction of the four large dams that make up a major part of the
 
Mahaweli program headworks. Although headworks were given third
 
priority fur use of Loan funds the Mission never 
reimbursed the GSL
 
for headworks expenditures. Budget restrictions sometimes required

spending on the headworks at the expense of downstream activities.
 
Finally, during the life of the 
Loan 	the value of the Sri Lankan
 
rupee declined against the dollar, with the result that the Loan
 
provided substantially more rupees than originally planned.
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Although according to the PAAD the Loan was intended to generate
 
rupees for spending on the Mahaweli program, the Loan, as it was
 
finally desig'ed, does not generate rupees for program expenditures.
 

1
When, planning the Loan, cash transfers for the direct purchase of
 
rupees or geiieration through a commodity import program (CIP) were
 
considered, but the USLC mechanism was selected because cash
 
transfers would not ensure spending the Loan dollars in the United
 
States and a CIP would 'involve a substantial administrative burden.
 
Because the purpose of the loan was related to the use of local
 
currency, AID's USLC ground rules require that the rupees are
 
irrevocably and unconditionally available to AID at the
 
time the USLC is established. Under Sri Lankan law, however, an
 
irrevocable USLC may not be accepted as an asset against which rupees
 
may be disbursed. Both governments' requirements were met by having

the USLC's reimburse the GSL for local currency expenditures. The
 
Loan eventually generated the rupees to replace those spent on the
 
Mahaweli program, but that generation only took place when the
 
foreign exchange from the USLC's was purchased with rupees by Sri
 
Lankan importers, in some cases over two years after the original
 
expenditures were made.
 

The GSL was slow in drawing down the funds in the USLC's, because of
 
the low volume of trade with the United States and unfamiliarity with
 
the USLC procedures. The Loan ha.6] not encouraged increased imports

from the United States because the funds have not been used to
 
finance actual procurement but have been applied only to transactions
 
after the fact. The GSL has identified import transactions in its
 
foreign exchange account that are used to draw the funds from the
 
USLCs. After applying the first two USLC's to large wheat purchases,

the GSL was hard pressed to find other transactions for drawing-down

the USLC's. During 1984, however, the rate of draw-downs increased.
 

It is difficult to assess the results of the Loan because the
 
objectives are loosely defined. The objective was to ensure a
 
mininum level of expenditures in the downstream activities of the
 
Mahawel)i program and to provide quick-disbursing balance of payments

assistance. The Loan has provided valuable support for the
 
downstream activities of the Mahaweli program, but it has fallen
 
short of providing the intended economic assistance. The GSL did not
 
draw the first funds from the Loan until July 1983, three years after
 
the need for more rapidly disbursing aid had been identified. At
 
December 31, 1984 only $27.2 million of the $50 million dollar Loan
 
had been drawn.
 

The justification for a program loan instead of project assistance
 
arose cut of the 1980 AID Group Meeting recommendation that donors
 
give more rapidly disbursing assistance for the growing requirements
 
of the planned development investment program. The economic concerns
 
that gave rise to the Sector Support Loan do not seem to have been
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emphasized when the Loan was written and the' Loan supported
 
activities implemented. The reimbursement procedure resulted in long
 
delays in getting the Loan funds to the GSL. The reluctance to fund
 
headworks activities meant that most of the GSL's expenditures for
 
the Mahaweli program, when the four major dams were under
 
construction, were not reimbursed. Although headworks activities
 
were excluded to ensure that downstream activities would continue, in
 
view of the GSL's strong support for the Mahaweli program, this
 
concern appears to have been misplaced.
 

Conclusion
 

The Sector Support Loan was initially proposed as a means of quickly

"..transferring resources to the GSL, and because of AID's involvement
 
in the Mahaweli program, the Loan was tied to assistahce to that.
 
program, particularly to activities that would:'support AID's project
 
in System B. Thus, the Loan had two objectives; project support and
 
economic/balance of payments assistance. GSL use of the funds for
 
the approved downstream project support activities proved to be much
 
slower than anticipated. This resulted in substantially lessening
 
the intended economic impact of the Loan. Corrective action should
 
have been taken to move the Loan funds nore rapidly when the Mission
 
realized that the Loan was not providing the intended economic
 
assistance. Possible actions could have included revising the
 
reimbursement mechanics of the Loan and reimbursing the headworks
 
activities. In view of the June 30, 1985 termination date of the
 
Loan, however, we are making no recommendation.
 

2. The Mission Has Not Reviewed Reimbursement Claims According to
 
the Intent of the Program
 

The purpose of the Loan was to assist the GSL carry on the Mahaweli
 
a period of budget deficits. Because the program was
 program during 


intended to provide general budgetary assistance and not to procure
 
specific goods and services, claims for reimbursement were not
 
intended to be monitored in detail. To ensure that the AID funding
 
could not be attributed to specific goods and services, the Mission
 
placed limits on the amounts it would reimburse for a given quarter.
 
In spite of this limitation, the Mission has reviewed individual
 
transactions included in each reimbursement claim and disallowed
 
individual items included in the claim as if it were financing the
 
procurement of these specific goods and services.
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Reconmendation No.1
 

We recommend that the Director, USAID/Sri Lanka, implement, the ,Sector
Support Loan as intended, i.e., apply the reimbursement limitation 
and treat reimburseients'as general budgetary support.-, Other than

acertaining that expenditures are eligible under the loan agreement,

do not review individual procurement transactions.
 

Management Response
 

After reviewing the draft report 
the Mission reported that it had

changed its review procedures in accordance with our recommendation.
 
We confirmed that the change had been made as recomme3nded.
 

OIG Response
 

As of the date of 
this report, we consider this recommendation closed.
 

Discussion
 

The purpose of the Loan was to assist 
the GSL maintain essential
 
levels of local currency investment in the Mahaweli program during a
 
period of budget deficits. Where the primary purpose'6f AID
 
assistance is 
to be achieved through the use ofAID-financed local
 
currencies instead of the AID appropriated dolla'rs, AID's statutory
procurement restrictions and related policies apply to theuse of the 
local currencies to the extend that the local cur.'encies aret 
associated with or can be traced to the procurement of specific goods 
or services. 

The Sector Support Loan was never intended to be associated with 
specific local currency expenditures. The generated rupees were to 
be programmed against line items in the GSL budgets,. :The Loan was 
not to result in an increase in the level of Mahaweli investment for
 
a given year, but was to be a non-inflationary means of permitting

the GSL to finance what it had planned and budgeted to do. The Loan
 
would reduce the amount of domestic borrowing required to finance a
 
given level of expenditures. The PAAD went on to say that this


*concept of the Loan assumed ,that all donor and GSL resources are 
commningled. 

it 
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AID was to reimburse the GSL based on reports of expenditures for the
 
agreed uppn activities,. The GSL was not to be required to set up
 
special accounts to trace AID rupees to their specific use. AID
 
concerns would be met if the GSL accounts showed that the amounts
 
budgeted from all sources,of financing for a given lirse item had been
 
expended for that purpose and that the intended physical
 

* accomplishments had been achieved. Since the purpose' of the loan
 
would be achieved when the GSL expended adequate amounts for
 
downstream develooment activities, review of GSL r'eports and
 
appropriate investigation of problems were the only formal monitoring
 
of the use of the Loan required. These reviews could be supplemented.,
 
by'occasional visits to the,program areas, 
but the acti Vities were,-­
not to be monitored as project funded activities.
 

The PAAD also recoynized that, in spite of the Loan s covenant
 
limiting AID's contribution over! the life of a project, for a given
 
quarter AID could reimburse the GSL for 100 percent of a-project's
 
expenditures. The possibility of AID financing a high percentage of
the rupee expenditures for a given period raised questions about the
 

potential applicability of AID's procurement regulations. If AID
 
funds were used for 100 percent of one quarter's expenditures, then
 
it would not be possible to say that AID was only providing general
 
budgetary support and was not, in fact, financing the goods and
 
services that were paid for during that quarter. To avoid the
 
possibility of financing specific goods and servicesj the Mission
 
decided to limit the amounts reimbursed in any quarter to the lesser 
of eitner (1) 75 percent of the amount expended during a period after
 
subtracting the amounts other donors provided for specific goods and
 
services, or (2) the amount expended during a period after
 
subtracting the total amount of financing provided by other donors.
 

In spite of the intention of the program to provide assistance at the
 
oudget line item level and the provisions made for ensuring that
 
payments could be made in accordance with this intent, the Mission
 
never treated the loan as general budgetary assistance. Beginning
 
with the first reimbursement the Mission has monitored the specific
 
amounts included in the amounts claimed, and excluded items
 
considered inappropriate for AID financing, such as police

infrastructure, land procurement', taxes, and operational costs.
 

I3eginning with the third request for reimbursement, the GSL has
 
included a detailed listing of a'.' expenditures included in each
 
claim. Although the Mission has rionitored the specific items
 
included in each claim, it has continued to apply the reimbursement
 
limitation criteria that were intended to make monitoring of specific

items unnecessary.
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In spite of tie reillbursement limitations that were instituted to
 
ensure that mUnitoring could be Ciisassociated from specific

trdnsactions, MISSLOn] OfficilS did not 
want AID funds to be
 
associated with activities that normally would not be eligible for
 
AID fiiancing. They were reluctant to accept the program loan 
concept ol oele ra[ bUoge t cdSSiStdliCe aid monitored the Loan financed 
dct LVI t i!T. tlie way they would a project.n mucl saIIe 


The t icred"u oI reu [te.d in moreleve review has disallowapces than 
were iitende . Lirougn December 31, L18 4, USLC's dmounting to $32.5 
milLion have :WO, L,.Sued to reimburse the GSL for local currency 

h wasexpend itvdire:,. ',t mout rn-ilmbursed after the claims were
 
tedUced Oy $. tt
- lljori. The .$8.9 millii includes both the amounts 
requi-Lu Lo apply the reilbursemlient l imitation, and the amounts that 
were , owed they were conisidered ]ne.ligible for AIDUiall becaus,: 

tundanj, ci tar y to intent the Loan,
tle u 
 The payment procedure

that w is .u,i.el r equi red the GSI, to prepare lists of expenditures.

Both lIhe prI_ i Itnof the CiaLmS and the subsequent review by the
 
Miss i.n ilnVoIVud unnecessary work that resulted in delay in
some 
proces ,ing the claims. A USAID tornign lat ona[ employee spent about 
ha![ I t t 1me rev iewing claims, 

COIiC I U ,'I )I 

The 'AAD :t 'AI '-; tia1t t ii Lo .n W.s tl toido to help finance certain
 
line item: ii I tII GSL's Muhawelt pro ram budget and was not to be
 
ident i. ici v, t .,peciti c procuraent. In1o;,em to avoid
 
iden- iC_tL with spec Li c procuiamlient, the Mission imposed

SiiiL_ t t oi n, t he .IM0-11ii s to 5e .0imibursed . In inplement ing the
 
Loaii, Li,. ,5 n,s botn Monitored specUi.c items included in eachne u. 


reque tt L I,1+i UjW 
, lltV and imposed the reimbursement limitdt ions. 
WS hol LevO t at Lh. reL _uesents a min.dpp I.[ication of the Loan
provi : in, . l i :,,on :;iou Id ioni tor t he Loan as general budgetary
da-Si:tdlgice ac(oldi nj to Lie noiiltinu: in the PAAD.
 

B. COILl I di-e anld Ilite lal Cont rol 

i . Col II a 

Our auiL toots showed sdt sfactory compliance with the Loan 
agreement and AID regulations arid po] icies. Nothing came to our 
attention to indicat thdt untested items were not in compliance with
 
applicable laws anu regulations.
 

-10­



2. Internal Control 

The prLOCLipL[ internal control deficiency noted in our audit 
was the MLsSion management's failure to ensure that the program was 
monitored according to the intent of the PAAD. This resulted in the 
Mission makirig a more detailed review of the reimbursement claims 
than was necessary, and we made a recommendation to revise the level 
of review. We found that the ocher internal controls related to the 
implementatti At the loan were operating effectively. 
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V 15 103F C 	 A)'.R -36 

/V 4 0.-J46Z JUN 45-	 TOR : 10:254
-4,11 AllpThPASSY GOIOMBO j.ON 2367-g:

VT~O AMCONSUL i ARA(HI 2?916 CHRG. li 
-tT 	

-

b~IST: A"I DU
UN~A Sl, GTION 'iI1 OF 02 COLOM0 ('7i~\tCLAS 

'Al D A 0, 

F'OEiiONALo YLH AULI)ITORp / ECD: 'Junie 5 1985 
1320 Hour-s 

F C 123hC: N/A 
SUIJ XT: 	 I.RAFT AIUIT H-tPURT IHAWFIE SECTOR SUP1'OR.T 

PROJYCT (3P37-00?H) 
-

ACTICI!{: --RGA, 

1. SUMMARY . FOLLO wING A? US AII/SR I 14N&IA COMMEN TS
 
0ON I) HAFT, AWJIT iRfPO)T Fh~t:PARl)~ BY D)ONALAD R)R -ON
 
T1i MA:H.AW!LI SECT 0rn? SOPPOHT PR~OJECT (383-0'?H).

c(0 l t, N TS T;.FLE(XT DFl -IWF!NlG HELD WITH UYDm:ON
 

lY ~ 15. T1IS CAI3IIJ, OP~ SUBSTANCF,' OF OMMN1'rS
 
I'tV MAY BE IN(A;OPtW2AT',J INTO FINAL 10UDIT 
 hkdPOFT., 

OJ EC f aI k4' Y,
tGSI btIlj)(ilET8 YOR? CikHAY I'JG OPT DOWN STfiftAM~ ACT IAITI PS 
IN. sysliPiMS 1, C' AN 1 OF THEP AGCELRA'j.,D MARHAWELI 

~~ P iO1zhAt (AMP). Wi ,, IV:2'I O$HJ XCIVP; HAS REEN
~C~1IfVED,- WITH.OTS. 

OE'ii P TC AVP ASSIIRANCY OP' A*)$ 1OUATi ­

40.,b MILLION IN HUPEE 01JIVALENT
 
?1?OVll'0U '13Y Tj{J ; CGM '.HPPO0BJ JJCM M-S' 1
1 E ',, 44 BANT) THE
 
YULL I)OLS. 11 1,1LL0N IN ROPEF EQUI1VALENT


NT I C1P VIT 5,'D T. k PR 0V 7!'.)TY I1SA IlbDBf E JUN 3~5
 
M~5PCI). KA1)'rhj 06AITf P1ROHJ i:CT. NO"' P0EN AVAILABLE,


JI £ IS 004l JU1)GL :'lT TAiTFF ])OWNSTHI-All 90H& vHICH
 
9,A NOW Ablrl-N flOmPL1AV}:AU W!OOLD KE CONs ID.ERABLY
 
1'H~hkp SCH .:0011:.. o1'iH SP";CIFIC PFERIP1;NCN~ TO SYSTEM B,

IN1\ whI('P 11JSAIO IUNPEKhTWO SftPAiAT;,- P'hOJ),CTS HIAS

PlIN Di THE GONSTHU'POr 'O1 11,h ANO
A'IN lihANCH
 

Ih~iATTN CN-AS, Ttil ASSOCIATEJ) IJ)OvlNSTRQ:M WORS
 
'INA CKDT 'By TP: uSI. (R. G ," TIA dY CANALS , SOC IAL
 

EL DMIIS'~ATV~:1NFiASr'H;CTR E. Aj~;P.4,IlV COMPLE~TED 
ONI~i2 

-~-

TO MfFi OJS OT Tllml.MA]N- AN0,;BjANCh CANALS
 
AS THL,: tA P!P.:APP FINISi;,:p. !- Tf ESEItO$RS ARE AT THE

Tp 11 o; f''ilt AP -AND e~lllro LOCIULLY HAVE BYEN THY
JN TF0P 
VVI CTI Oj0i1'P*91) G ;aCE TS~fN 1EE IA BS rNC01 0F TA SECTO R4 lI 

A)U4 TOTIAL ,ls) \MTFrU POPP4 E.;UIVALE~NT OF THE FULL
M)'~, 'S.oA MvILLIv IN Art'ttuIV±~b GSL JvwpI.6NlSnr,,01 

P4ixNT)flI T U KSi I' aisrpl' 1 $ J MILLION Ovi'U-t THE LIFE I 
-~~~ , 0OtSI CHTANG'i S IN I

APOJTAI uiN(GIN'TO I*;H.ATI0N 

11dY'1p- R i~h.04D/fLAh 	 ';CN THIS RSPRESENSI'HA'rh 

lI'), I ]?tsRCPT OF PL 4NN 1) (S L flXPENDIT ,I hPES 
 -s'l 

U 'l~NLAS,9IFIED COLOMB3O, 063716It-
I AlA A2I 

4; 
j I 
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U"~INCL&SSIF I-ED COLOMBO 00Y?64/0
 

Fio v, MfLITON Pe f 

f? RGAEfH)1 NGDS AI T) S MANAGEM I NT OF THF P3ROJIXT, THE 
I'DE~CISION NOT TO OMIT THE INA NC I NG O, LOCAL COSTS 

IS~RFAD~)AS AN iSSLNTIAL MO'VE TO :NSURE ANJ 
1 N GO NTI4YVE-FO011FR, Q$l,:GL TO OONTINUhi~ TO PRiOVIJ)E FEUNDSFOR T))wvN,1JIIPYAm (ANI.G 1.NIAULY LO;E PHOITY) 

'.A;AC TI VITI II.-S TH D1.SLOWANCE01O IDENY IFIABLE : TIAx I's 
ANi POLI11,INHASTRJ.'T1IRE WiAS CONS ISTI NT WITH FO 0"1~ 
-ASSI STiAN CI ACT J?1;STftICTION,9. ,T11F DISALLOWANGI, UNTIIJ 
TF1~ FPINAL STAca'YS OF' 11.% PHOJ'i:Gll OF LAND 'l"PROPRIATrIO'NCOSTS 'ANDl ADMitIS'fRATI~f'u (jCR~N JO))~f ~l 
14AS A*XJ.SO PfHU1D4 t'ANhGT i:M1 IN1, VlEF OF TH$, 0f.JNCTIV? 
OF C'O(USING THE ? OJk:CT 0 N~ T1-uE COMPLETION OF PBYSICALIN2FU~ASTrJCP11hI. 11) 'qHViSTRICTIVY' POLICIRSO 
T'f't Y-INANCI'U;. OF N'COP FVP COS'TS. 

5. TH.:P 4t('SNTAG'S OF GSI. CLAM FOR 1I4FIMBURSEMENT 
APPROVK!) 6Y"USAI~i W's?H,.4 FERCENT IN 198, 
?1.4 PEHICNT IN'i~.~. PER~CENT 11 IN1' 

~ P~LCET..IN, IqR AND) 'APR PWOJECTRD AT 93.3 PERG'ENT 
IN>t . : AS TUHE P'1,(YT~f: DAIMONST,,~E TH R~F 
'AS "NO [PIX' !10 LIMITATION TiO ?1) PEIRCNT iO' USAID 

APPHOI)ALS, ANIj TF: ~}EDIN 19R:4 ANT) i&PF SH1OWED A 
f1~H(I.j) MPHO~MyTOI~HTI~F19~-1~.C~PPF'HIOD. 

r,. -HSi'U ,I.~iAPI'VICp'l)XF:NVITS G&,,rTflHPOJECT 
WE~i(: O'-INFLATI,%*)UHY G4'f0' AL BV)l'4ET SIIPPOI{T,
( c)2~S 1 Ds RJR INcF:IN .CUNGH~*SITNW 

A N 1 (0) INCHJ:A)P1.1 lf,POI4TS 'HOM TO'(E INIrTir'DuSTATJIS. 
~ ~ o'SD~h"I~POJ~'T i.*O: HAVE HAI), ONLY 

'110-14;)ST ONFiT 04 H I?W - o , FLAT ION, ,i!HIcOW IS 
SU~~J~TTO' MAN RYOCJS 3Yf TH - GSL I;XPENDITIJ~

~aTTjiy1J-1JTiJn TO TW.? Ph0J1 CT . DR1AWD0W14S BY T1{F GSL 
ON Tlp SP1:'GIAL DT)1? OF CH1RDIT WEHE SLOWER THAN

11 NJ'I'C I PAT ;F1 ,DIJI): 1-1 ThIMA RILY TC 1AV O'RAHL SHIVT S IN 
I1Pl (SI'S FOR2IGr~q ',~AN(', RtI,,O1JItVEME4NTS SUBISEQUENT

~TO gllfio, STJU9T 0YP1i PHOJ ,CT. ALSO, PIS 'PffOCE DUBES 
I1ORACC SS TO 911-PSP1UC.AL LETTER OF C.Ri',DIT WERE? 
~ }ll.i~IMP1Lb11:NTP,), DOLLAR DISPURSEMENT, AGJAINST 

b LIG"L TT.S. IMPOR'PSL ING-HYASE.) RAPIOLtY AND ARE NOW 
(;ONSUj)EHJJ) CfJkPb:N9p WIT.s APPROV ,J) CLAIMS' FOR RUPFF 

4p~nI~~fl:SON iOtNSTHJ,,AVi ACTIVITIES FINALLY, WEi 

.'~' 

IJNCI ASSIP1J COLOMBO 0~t ?4~1 " ''" 



Iji\CLA,' S XCTIO"J f Of~ o? COLOMBO :37,h4 

AIDAC 

AG1 EE THAT TH; PROJECT HAS NOT CONTRI KIUTED 
GENE;HAI INCHPAS ' IN IMPORTS FY1OM TI1: U.S. 
BT 

TO A 
RFED 

Page 3 of 3 

N N N N 

UNCLASSIFIFD COLOMBO 07354/ 
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APPENDIX B
 

LIST OF REPORT RECIPIENTS
 

USAID/Sri Lanka
 

Director 5
 

AID/W
 

Buzeau For Asia and Near East
 

Assistant Administrator (AA/ANE) 2
 
Office of Pakistan, Nepal and Sri Lanka Affairs (ANE/PNS) 1
 
Audit Lialson OtLicer 1
 

Bureau For Science and Teclinolgoy
 

Assistant Admill st rator (AA/S&T) 2
 
Office o1 Agricutture (S&T/AGR) 3
 
Office of Rural anu Institutional Development (S&T/RD) I
 
Audit Liaison OtLticer I
 

Bureau For Proyr, and Pol 1(/ Coordinct ion 

Prog rain lld PoIicy I.valuation DLV ision (PPC/CI)IE/PPE ) 1 
Development JLorint ion Divisi on (IPPC/CDIR/DI) 2 

Bureau For 14management 

Assistant to tile AuiiiziLstrator Lor Managyment (AA/M) 1 
Oft ice or Financial Manacjeneit. ( M/FM/ASD) 2 

Directorate Lot Program cind illcnigeiiient Sc vices 

Oflice of Mt (MISER/MO) 1*alir,.1tOp)rations 

OfLICe o1 Colltrc ALin,jt (M/SER/CM)
majent I
 

Bureau For External Relat ionls 

Office oi LegislatiV,. Af Airs (EXRL/LEG) I 

OLfic or Genieral Coun:;eL ((x) 1 

Office u Punlic Alftirs (OPA) 2
 

Ot:fice of Inspector Generad:
 

inspector General (iG) I
 
Communicationb and Records Office (IG/EMS/C&R) 12 
Policy, Plans and ProgLain (IG/PPP) 1 
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Regional Inspectors General for Audit:
 

RIG/A/Cai ro
 
RIG/A/Dakar
 
RIG/A/Mal I
 
RIC/A/Na i robi
 
RI,;/A/Tegucl ja Ipa
 
RI,/A/Washinyton
 

Other 

RIG/I I/Karachi
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