AUDIT OF
MAHAWELI SECTOR SUPPORT LOAN
SRI TLANKA

AUDIT REPORT NO. 5-383-35-4
AUGUST 29, 1985
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memorandum
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sunsect: Audit of Mahaweli Scctor Support Loan
Audit Report No.5-383-85-4 dated August 29, 1985

to: Mr. I'rank D. Correl, Director
USAID/Sri Lanka

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

The bSector Support Loan has provided important assistance for the
downstream activities ot the Mahawell program, but has not provided
all of the 1intended economic benefits. The initial motivation Ffor
the Loan was to generate non-inflationary local currency for

domestic expenditures and to provide quick-disbursing balance of
payments assistance. The Loan did not generate local currency for
expenditure as proposed 1in the Program Assistance Approval Document,
but 1nstead reimbursed the Government of Sri Lanka through an
unrestricted special letter of credit. This proved to be a very slow
payment procedure. Also, the Government of Sri Lanka did not require
the tunds 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 recommnended 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 staft. Your comments and suggestions were included in the final
draft. In view of your response tc the draft report 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 i1mplementation for complidnce with AID regulations,
policies, and the terms of the loan agreement and to review program
results. The auait was conducted 1n Colombo, Sri Lanka and covered
loan dcvivities for the period May 29, 1981 through becember 31, 1984,

The $50 mitlion loan agrecuent was signed on May 29, 1981, and the
prograin 1s to be completed by Jdune 30, 1985. The purpose of the Loan
Wds to assist the Governnment of Sri Lanka carry on the downstream
activitivs ot the Mahawell program during a period of budget
defrcits.,  This dassistance was intended to provide non-inflationary,
general nuagetary support and tast disbursing foreign exchange
asslstance that would also Increase imports from the uUnited States,

Altnougnh 1t has provided important support for the downstream
actlvities ol the Mahaweli progyram, the L.oan has not provided the
Lutended economlc assistance., The GSL has claimed reimbursement for
Loan tunds at 4 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 1s « slow and cumbersome method of transferring funds. As a
result, the Government of Sri Lanka has not received the Loan funds
as rapldly as 1ntended; at becember 31, 1984 oniy $27.2 million of
the $50 million Loan had been drawn.

The Loan hdas not encotiraged 1ncreased imports from the United
States. The Government of Sri Lanka has used completed procurement
transuctions to draw the funds from the letter of credit. These
transactions were maae 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 1s small, and since it has been
difficult [inding eligible procurement transaction, until recently
tunds have been drawn slowly from the letters of credit,

The principal motivation for the Loan was to provide fast disbursing
economic agsistance. When the Mission recognized that the Loan was
not having the intended economic impact, action should have been
taken tu speed up the transfer of resources to the Government of Sri
Lanka. Becausc of the June 30, 1985 termination of the Loan,
however, we have lwade no recommendation.
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PART 1 - INTRODUCTION

A, Backgrouand

The Mahawell sScctor support Loan Program Assistance Approval Document
(PAAD) authorrzead a $50 mrllron loan to the Government of Sri Lanka
(GSL); Hla.8 million was ebligated In FY 1981 and the balance in

FY 1982 ana FY 1943, Tne purpuse of the program assistance loan was
to asolst the GSL Lo carry on essential downstream activities in the
Mahavell progoalt auriing a trie ol budget deficits.  Progran
assgistance 1nstead of project assistance was considered appropriate
because sri Lanka's development policies have a long record of
comuttment to improving the well-belng of the rural poor, 1Its
quality or lire indrcators - infant mortality, life expectancy, and
Literacy - are better tihan tnouse of most developing countries with
sigquiticant ly facrger i1ncomes.

A new government took oftice i1n 1977 and began implementing reforms
to vvercome the ecconomre stagnation that had set 1n under the prior
administration.,  The retoris were bused on an ambitious public
tnvestrhent program intended to credate employment opportunities, to
achieve self-sutbiciency 1n basic food ittems, to diversify and
1ncrease exports, and to 1mprove the economic and social
lnfrastructdre. Donors responded to this reform program with
substantiral amounts ol external Linancing, and after three years the
ecenomy had begun to recover., The gross domestic product increase
averaged 7.3 percent an 1Y78 and 1979, double the 1970-1977 rate, and
employment levels were the highest ever,

In 1980, this program of economic reform was overtaken by a
world-wilde recession and i1ncreased import prices. The recession
reduced Sri Lanka's export income when i1ts requirements for imports
were 1ncredsing and the cost ul the imports was rising; oil prices
more than doubled 1n 1980, The result was a budget deficit that
reached 43 percent ol govecrnment expenditures 1n 1979 and was
estimated at 53 percent 1n Y80, Dbomestic borrowing financed 52
percent ot the deficit in 1979 and about 51 percent in 1980. This
borrowing increased 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 of the requirement for importing investment goods, the poor
percrormance of exports, and the luncrease in the price of oil, the
balance of payments also deteriorated.  Although much of the
tnvestuent for the public sector was financed by foreign assistance,
toreign exchange reserves were seriously depleted, equalling only one
week of 1mpurts at tne end of 1980, In 1981, import growth was
expected to declhine and e4purts to rebound slightly, but a large
forergn cxchange acfireil was >l expected,

The GSL wus faced witn a dillicalt trade-off between reduced
Lnvestment cowpromsing cooionl e and socral developuent and budget
dericils cadsing nigner a1 latton, In date (960 and carly 1981, in
order to readee pts odetirerts, and partly an response to pressure from
the International Monetary Puna, the GSL reduced planned 1981
investuent expenditures tron go. 9,5 billion to Rs.L2.0 billion.

The July 198U Jourla gdank report Lor the AID Group Meeting recoynized
Sr1 Lanka's growing reqairements for assistance to Cinance planned
1nvestment and to relieve the deteriorating baluance of payments. The
Bank recommended tnat donors ohift from project assistance to more
rapialy disbursing ard, and the Sector Support Loan was intended to
meet sciwe of the needs identified by the Bank's report.

B. Audlit vbjectives and scope

Tne Otrtice ot the regtronal Inspector General for Audit/Karachi made
an audit ot tne Mahawell Sector Support Loan 1n Sri Lanka. The audit
was conducted during December 1984 and January and February 1985 and
covered aclivities for the period from May 29, 148l through December
31, I9ud.  The primary objective of the audlt was to review
compliance witn AID regulations and policies and with the terms of
the Loan agreement, A further obJeclive was to review program
results,  This was tne tirst aaurt of the Loan.

We reviewed Lites and anterviewed ofticials at the AID Mission and at
the GSL aygencies responsible for rmplementing the Lodan. We reviewed
vouchers cermbursing the GSL for $32.% million of program
expenditures and the iles at tne Central Bank of Sri Lanka
document 1nyg the drawdown ol letters of credit amount tng to $27.2
million.  We made such other lests and reviews that we considered
necessary.  The audit was made according to gencrally accepted
government audil standards.

We discussed our findings and conclusions at an exit conference with
USAID/St1 Lanka oLficrals and submitted a draft report for Mission
review and comment., The Mlssion response was considered when
preparing the tinal report,
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PART II - RESULTS OF AUDIT

A, Findings and Recommendations

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

Tne Sector Support Loan has not provided all of the assistance
outlined 1n the PAAD. The program loan was intended to generate
local currency to help the GSL carry on essential downstream
activities of the Mahaweli program and to provide guick-disbursing
balance of payments assistance., Because of delays in getting funds
to the GSL the Loan has not had the intended economic impact. The
GSL has claimed rermbursement ot Loan funds much more slowly than was
anticipated. I[n adapting the Loan to AID and GSL requirements the
Loan was designed to reimburse the GSL for expenditures through an
unrestcicted special letter of credalt (USLC) instead of immediately
generatling tne tecdod local cdcecrency. As 4 result, the GSL made the
Lnitral program cipenditures using rupees that contributed to its
onguing deficit for the time Lrowm when the funds were expended until
thuey were diawn from Lhe USLC.

The USLC through which the GSU wus rermbursed was to be a
tast-dishursing source of forelgn exchange that would also increase
tmports from the United States. The GSL, however, did not draw the
rrrst forergn exchange tunds from the USLC until over 2 years after
the lodn agrceement was signed, The loan has not resulted in
thereased Lmports from the United Stales; funds in the USLC's have
been drawn using completed procurcment transactions that would have
been made reyardless of the Sector Support Loan. We have not made
recomnendat tons for altering the proygraw because of the June 30, 1985
completion date ot the Loan.

The report tnat evoked the response in Appendix 1 was the initial
draft ot tnis report. Alter discuosicns with Mission officials and
reviewiily tnvlr woibtten comnents, we revised the report. We believe
that the ruvpoct now reflects the Mission's concerns regarding the
Loan's principal objective,





















In spite of the rermbursement limitations that were instituted to
ensure that monitoring could be disagsociated from specific
transactivns, Mission ufrticrdals did not want AID funds to be
assocCldted with activities that normally would not be eligible for
AID financing. They were reluctant (o accept the program loan
concept ol general budyget assistance and mon:tored the Loan financed
activities 1n wach the same way they would a project.,

The 1ncreased level ol review has resualted in more disallowarces than
were 1ntended.  Througn December 31, 1984, USLC's amounting to $32.5
million have been tosued to rewrmburse the GSL for local currency
expenditares.  That amount was reimbursed after the claims were
teduced oy $5.49 nillion.,  The $8.9 million i1ncludes both the amounts
feguieed to apply the rermbursement limitation, and the amounts that
were atsallowed because they were considered 1neligible for AID
funding, contrary Lo the 1ntent ol the Loan. The payment procedure
that wis suoupted reguired the GSIL to prepare lists of expenditures,
Both the preparation of the clarms and the subsequent review by the
Missioun tnvolved unnecessdary work that resulted 1n sonme delay in
procuessing the clavms, A USALD torelgn national employee spent about
hall ot his time reviewing claims,

conclu,ion

The PAAL stules that tie Loan was tntended to help finance certain
Line 1lews 1o tne GSL's Mahawell program budget and was not to be
Ldentilied witn opeciliie procureusnt,  In order to avoid
ldentiticat ton with specilic procurement, the Mission imposed
Flmitations on the amounts to be reimbursed. ln 1mplementing the
Loan, tne Mooion nas botn wonitored specific items included in each
Fequest Lot telmoutsement and tmposed the reimbursenmnent limitations.,
We belleve tonat Lnts represents o mlsapplication of the Loan
provisions.  The #Miseion should wonitor the Loan as general budgetary
assSlstance avcordling to tihe auidelines 1n the PAAD.

B. Compliance ana Internal Control

L. Compliance

Our audiv tests showed satisfactory compliance with the Loan
agreciment and AlD regulations and policies. Nothing came to our
attention to 1ndicate that untested items were not in compliance with
applicable laws and regulations.,
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2, Internal Control

The principal internal control deficiency noted in our audit
was the Mission management's failure to ensure that the program was
monitored according to the intent of the PAAD. This resulted in the
Mrssion making o more detalled review of the reimbursement claims
than was necessary, and we wmade o recommendation to revise the level
of review, we found that the ocher 1nternal controls related to the
tmplementation ot the loan were operating effectively.
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APPENDIX B

LIST OF REPORT RECIPIENTS

USAID/Sr1 Ldanka

Director 5
AID/W
Bureau For Asla and Near East

Assistant Adminlstrator (AA/ANE) 2

Oftice of Pakistan, Nepal and Sri Lanka Affairs (ANE/PNS) 1

Audlit Liaison Ofbticer 1
Bureau For Scirence and Technolgoy

Assistant Administrator (AA/S&'T) 2

Office of Agriculture (S&T/AGR) 3

Office of Rural anu Institutional Development (S&T/RD) 1

Audit Lialson Otlbicer 1
Bureau For Proyram and Pollcy cCovrdination

Program and Policy Evaluation bivision (PPC/CDIE/PPE) 1

Development TIotorvmation Division (PRC/CDIE/DI) 2
Bureau For Mdahadgulnent

Assistant to tne Administrator tor Management (AA/M) 1

Ofti1ce ot PFinanciral Mandagement (M/FM/ASD) 2
Directorate LobL Proygyramn and ilanagement Scivices

Oftice of kmuanagement operations (M/SER/MO) 1

Oftfice ol Contract dunagement (M/SER/CM) 1
Bureau For BExternal Relations

Ottice of Legislative Aftairs (EXRL/LEG) 1

Oftice oL General Counsel (GC) 1

Oftice ot Pupblic Attarrs (OPA) 2
Oftfice of Inspector Generdal:

Inspector General (1G) 1

Conmmunicat ions and Records Office (IG/EMS/C&R) 12

Policy, Plans and Program (IG/PPP) 1
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Regional Inspectors General for Audit:

RIG/A/Cairo
R1G/A/Dakar
RIG/A/Manila
RIC/A/Nairobi
RIG/A/Teqguciyalpa
RIG/A/Washinyton

Other

RIG/II/Karachi
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