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MEMORANDUM

TO : Mr. Robin Gomez, Director, US D/E1 Salvador
Y BAWA. 1. );GI%

FROM :  RIG/A/T, CoinéE%LN. Gothard, Jr.

Subject : Audit Report No. 1-519-85-13, '"Audit of Private
Sector Support Program and P.L. 480 Local Currency
Generations, USAID/E1 Salvador"

Attached for your information and use are five copies of the
subject audit.

The purpose of the audit of the private sector support program was
to determine: (a) progress towards achieving program objectives,
(b) Government of El Salvador (GOES) compliance with conditions of
the ESF grant agreement and memorandums of understanding, and (c)
weaknesses in USAID/E1 Salvador and GOES management that might
impede the efficient and effective implementation of the program.
We also reviewed USAID/El Salvador and GOES controls over the use
of P.L. 430 1local currency generations which the USAID has
monitored urder the private sector support program.

The program has made significant progress in helping to stabilize
the Salvadoran econonrty. The decline in the real Gross Domestic
Product which started in 1979 was arrested in 1983 and a positive
growth rate of 1.5 percent was achieved in 1984.

Except as noted below, GOES compliance with provisions of the
program agrecments has been satisfactory. The GOES did not comply
with eleven provisions. lowever, they were unable to comply with
some of the provisions because of wunrcalistic assumptions or
insufficient resources. Other provisions were complied with or
were being corrected prior to the publication of this report.

At the beginning of our audit, we noted that USAID/E1 Salvador's
management of the program was fragmented and that a centralized
monitoring  procedure had not been established to adequately
document and verify GOLS compliance with the various provisions in

the program agrecments. We believe that these internal control
weaknesses led to the submission of incomplete information to
AID/Washington to <atisfy a congressional reporting requirement

dealing with the degree of GUES compliance with ESF and P.L. 480
local currency provisions. Prior to the issuance of this report,

USAID/EL Salvador had corrected these reporting and wmanagement
inadequancics. :



USAID/E1 Salvador and GOES needed to improve the attribution of
import transactions to AID disbursements. Our tests detected that
USAID/E1  Salvador accepted a significant number of ineligible
import transactions for attribution. USAID/El Salvador and the
GOES corrected these problems prior to the publication of this
report.

We confirmed that the Central Bank needed to further improve the
management of its Department of International Prices to more
effectively identify overpricing of imports and underpricing of
exports in order to help deter capital flight. Since USAID/E1
Salvador had corrected or was taking adequate corrective action in
these areas through its Contractor, Arthur Young and Co., our
iecommendations were closed upon publication of this report.

We found certain control problems in the use of the ESF and P.L.
480 1locel currencies. These problems were corrected pricr to the
publication of this report. Except as noted above, internal
controls over the ESF and P.L. 480 1local currencies were
satisfactory. Over the life of the program USAID/E1 Salvador has
made numerous improvements in these controls.

All eleven recommendations contained in this report are closed upon
publication because of corrective actions taken by USAID/E1
Salvador.



EXECUTIVE SUMMARY

The Office of the Regional Inspector General for Audit in Tegucigalpa,
Honduras made an audit of the Private Sector Support Program in El Salvador.
The objectives of cur audit were to determine (a) progress tuwards achieving
program objectives, (b) Government of El Salvador (GOES) compliance with
conditions of the grant agreement and memorandums of understanding, and (c)
weaknesses in USAID/E]l Salvador and GOES management that might impede the
efficient and effective implementation of the program. We also reviewed USAID
and GOES controls over the use of P.L. 480 1local currency generations which
nave been monitored by the USAID under the Private Sector Support Program.
This was our third audit of the program covering activities from January 1,
1983 through December 31, 1984.

Because of a sharp decline in the Salvadoran economy caused by the civil war,
AID and the GOES agreed, in December 1980, to implement a Private Sector
Support Program to be financed with Economic Support Funds (ESF). The
objectives of the program were to ameliorate El Salvador's balance-of-payments
crisis, to strengthen the private sector by providing foreign exchange
resources for the importation of essential commodities, and to help restore
economic stability. By December 31, 1984 AID had obligated $429.9 million
under this program of which $399.9 million had been disbursed to the GOES.
AID's Private Sector Support Program has been successful in helping to
stabilize the Salvadoran economy. The decline in real economic growth which
started in 1979 was arrested in 1983. In 1984 an estimated positive growth
rate of 1.5 percent was achieved.

USAID/El Salvador has placed certain conditions on 1its assistance provided
under the Private Sector Support Program in order to improve the performance
of the economy, to obtain GOES compliance with requirements of other AID
programs, and to require the Central Bank to establish and improve the
operation of a system to verify the prices of imports and exports in order to
deter capital flight through the overpricing of imports and underpricing of
exports.

U.S. dollar funds under this program were made available to the GOES as cash
transfers. In turn, the GOES was to make available an equivalent amount of
foreign exchange within 12 months of the date of cach disbursement in order to
permit raw materials, intermediate goods, spare parts, agricultural inputs and
capital goods to be imported from the United States by the private sector. To
monitor compliance with this and other provisions, the GOES agreed to prepare
reports on its attribution of eligible import transactions to AID financing.
Another condition of the program was that the GOES would make available local
currency in amounts at least equivalent to the dollar funds disbursed for
purposecs mutually agreeable to both governments,

At the beginning of our audit, we noted that USAID/El Salvador's management of
the program was fragmented and that a centralized monitoring procedure had not
been established to adequately document and verify compliance by the GOES with
the various provisions in the program agrecements.  Prior to the issuance of
this report, USAID/EL Salvador had corrected these inadequacics.
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Many ineligible import transactions were attribuied to AID disbursements made
in 1982 because of inadequate selection procedures. The Central Bank is now
improving its procedures in order to avoid past attribution deficiencies.

Our review confirmed the findings of USAID/El Salvador and Arthur Young and
Co.- that further improvements were needed in the price-checking system
established by the Central Bank to prevent the overpricing of imports and the
underpricing of exports, and so to help deter capital flight. USAID/El
Salvador has been in the process of assisting the GOES Central Bank to correct
these deficiencies for some time now through a contract with Archur Young and
Co. The USAID advised us that they do not believe that capital flight through
over/under invoicing is currently a problem as evidenced by Central Bank
balance of payment data and corroborated by other observations (e.g., return
of wealthy citizens) which indicated disminution or elimination of capital
flight starting in 1983,

The ESF grant agrecement and Memoranda of Understanding (MOU) were also used as
tools to help monitor che use of local currency funds generated from the sale
of P.L. 480 commoditics under separate P.L. 480 agrecments and MOUs. The ESF
MOUs incorporate the P.L. 480 MOUs by reference. Since 1980, P.L. 480
agreements and MOUs lec to the shipment of cormodities worth $152 million.

Our review disclosed a few deficiencies in the management of P.L. 480 and ESF
local currencies. Specifically, the GOES' sales agents (banks) had not
promptly deposited the procceds from the sale of P.L. 480 commodities into GOES
special accounts and they had retained interest earned on credit sales; the
Central Election Council had used some ESF counterpart funds for incligible
purposes; and ESF and P.L. 480 local currency bank accounts had not been
reconciled.

Another aspect of our review dealt with GOES compliance with the terms and
conditions of its agrcements with ATD.  When Congress passed the FY 1935 AID
Continuing Resolution, it placed a requirement on the Agency to make periodic
reports on GOLS compliance with the local currency provisions of the program
agreement. We  compared  the report  that  USAID/El  Salvador made to
AID/Washington in November 1984 with the results of our audit and found that,
whercas the Mission had reported only one area of non-compliince, in our
opinion, at that time, the GOES had not fully complied in five areas, In
April 1985, USAID/Ll Salvador added mention of those five arcaz in its report
to AID/W on GOES compliance with the FY85 program. In our opinion, this
addendum  to its most rccent report accurately reflected the degree  of
non-compliance with the local currency provisions of the 1984 Memorandum of
Understanding. In most cases, the GOES had been unable to comply because of
unrcalistic assumptions or insufficient resources.

In addition, we found six arcas not subject to the suatutory reporting
requirement in which the GOES had not achicved compliance. Prior te the
issuance of the report, USAID/EL Salvador obtained GOES  compliance with five
of those provisions and had started action to obtain compliance with another,

- ii -



Overall, GOES internal controls were found to be adequate except as noted
above. Sirce the inception of the program in 1980, USAID/E1 Salvador and the
GOES have ‘nade many improvements in internal controls and others are in the
process of being implemented.

We held an Exit Conference with USAID/El Salvador on May 2 and 3, 1985 to
obtain their comments on our audit findings. Our draft report was submitted
to the USAID on June 21, 1985 and they provided written comments to the draft
report on August 23, 1985. Prior to the publicetion of this report, we
considered all comments made by USAID/El Salvador. Their written comments to
our draft report are included as Appendix 1.

In general, USAID/E1 Salvador agreed with our audit report. We made nurerous
change: in the report based on their comments. Where we did not agree wich
their ccmments, we have included their rcomments as well as ours in the
appropriate section of the report.

All eleven recommendations included in this report are closed upon publication
because of corrective actions taken by USAID/El Salvador on our audit findirgs
and draft report; also, three of the recommendations were closed because
USAID/El Salvador had identified the problems and was taking adequate
corrective action,

(()%M of Ao Jrofeitor vl
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AUDIT OF
PRIVATE SECTOR SUPPORT PROGRAM
USAID/EL SALVADOR
PART I - INTRODUCTION

A. Background

Beginning in 1979, El Salvador experienced a sharp decline in economic
activity because of political instability caused by kidnappings, factory
take-overs, bombings, and terrorism. This led to a deterioration of the
sountry's domestic resources and foreign exchange position. By the end of

1980, the Gross Domestic Product had dropped by 10.5 percent and net
international reserves by $304 million to a negative balance of $69.9 million.

In response to +this situation, AID and the GOLS agreed, in December 1980, to
implement a Private Sector Support Program to be financed with Economic
Support Funds (ESF). The objectives of the program were to amcliorate El
Salvador's balance-of -payments crisis; to strengthen the private sector by
providing foreign c¢xchange resources for the importation of essential
comodities, and to help restore cconomic stability.

By December 31, 1984 AID had obligated $429.9 million under this program of
which $399.9 million had been disbursed to the GOES. The program was both
grant and loan financed. The grant portion of the program included the
original grant plus ten ammendments for a total of $405 million. The loan

portion consisted of one loan for $24.9 million.

The status of these cash transfers as of December 31, 1984 was, (in millions
of U.S. dollars):

Obligated Disbursed
Private Sector Support I Date Amount Date Amount
Grant (519-0267)
Original Grant 12/17/80 $20.0 12/19/80  $20.0
Amendment No. 2 03/26/82 20.0
Amcndment No. 3 06/15/82 5.0 07/01/82 25.0
Amendment bo. 4 09/22/82 75.0 09/28/82 75.0
Amendment No. 5 -12/17/82 39.6 02/09/83 19.6
03/29/83 20.0
Amendment No. 6 05/11/83 42.4 05/13/83 25.0
05/31/83 17.4
Amendment No. 7 07/29/83 38.0 10/18/83 20.0
12/02/83 18.0
Amendment No. 8 01/23/84 25.0 03/29/84 25.0
Amendment No., 9 06/15/84 75.0 08/03/84 50.0
11/10/84 25.0
Amendment No. 10 12/15/84 65.0 12/31/84  35.0
Total Grants $405.0 $375.0
Private Sector Support T1
Loan (5 10-K-030) 07/21/81  $24.9 07/31/81  $24.9
Grand Total $429.9 $399.9
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One provision for the use of the dollar funds was that the GOES make available
within 12 months from the date of each disbursement an equivalent amount of
foreign exchange to import from the United States raw materials, intermediate
goods, spare parts, agricultural inputs and capital goods for the private
sector. To monitor compliance with this provision, the USAID required thec
GOES to report on the import transactions attributed to AID financing.

Another condition of the dollar disbursements was that the GOES would make
available local currency in an amount at least equivalent to the dollar funds
disbursed to be used for purposes as agreed to by the two governments.

The ESF local currency made available in 1980 and 1981 ($44.9 million) was
tied to specific project uses. Starting in 1982 and continuing through 198%,
the ESF local currency made available ($220 million) was not tied to specific
preject uses, Instead the Ministry of Finance agreed to include in its
regular budget by specific budget line items an equivalent amount of funds for
priority programs as negotiated with AID. (colones, the local currency of El
Salvador, have been converted to dollars at the rate of 2.5 colones per dollar
throughout the report).

In 1984, part of the local currency ($10 million) was madc availahle *a the
Ministry of Planning for specific project uses. The balance ($90 million) was
made available to the Ministry of Finance to finance specific budget line
items in priority arcas as was done in 1982 and 1983, In 1984 the Ministry of
Finance was not required to attribute funds to its budget as was done in 1982
and 1983. Instead the local currency generations were to be deposited into a
special acount to be expended on specific budget line ttems.

The USAID has also wused the ESF grant agreenents to help budget and control
the use of local currency sales proceeds gencrated under separate PL 480
agreements,

Through 1984, those agreements totalled $152,001,000:

Amount

Year Title ($000)
1980 I $ 2,880
1981 I 24,500
1982 I 19,900
1983 I 39,000
1983 1 1/ 16,721
1984 I 49,000
Total 3152,001

1/ Section 206



The Ministry of Planning manages the P.L. 480 local currency gencrations.
These funds have been budgeted for specific uses based on action plans
submitted by other government agencies and approved by the Ministry of
Planning.  The USAID advised us that they concur in the approval of some
plans. These plans have been used in AID priority areas to finance (1) GOES
counterpart for AID and other donor projects and (2) separate GOES programs.

Starting in 1983, the Ministry of Planning was given greater control over the
use of these funds to expedite their use. In April 1983, the National
Assembly passed legislation creating the Technical Secretariat for External

Financing (SETEFE), with a special checking account and authority to budget
and  order disbursement of funds from external sources to all agencies
specifically listed in the legislation. Those agencies include all the

organizations receiving P.L. 480-generated funds.

The USAID has also placed conditions wupon assistance provided under the
private sector support program in order to: (1) obtain changes in GOES
policies and so to improve the performance of the economy (2) increase the
supply of «credit available to the private sector (3) obtain GOES complianuce
with requirements of other AID programs (4) encourage GOLS negotiation of a
new agreement with the International Monetary Fund, and (5) require the
Central Bank to establish and improve the operation of a price-checking unit
to detect and control impreper pricing practices that could contribute to
capital flight.

B. Audit Objectives and Scope

This is our third audit of the private sector support program. It covered the
period from January 1, 1983 through December 31, 1984.

The first audit of the program (Report No. 1-519-82-5 dated January 20, 1982)
questioned whether the GOES should use AID funds to guarantee lines of credit
since the procedures did not provide immediate balance-of -payments impact. It
also questioned whether local  wurrency funds should be tied to specific
projects since project monitoring had overburdened the small USAID/El Salvador
staff. Morcover, the report pointed out the need for the GOES to  implement a
plammed price-checking  system for import transactions, and to improve the
management of two local currency funds established under the program.  The
report made five recormendations. All recommendations have now been closed.

The second audit of the program (Report No. 1-519-83-8 dated April 20, i983)
disclosed that the program had appeared to slow the decline in  real  economic
growth. [t also disclosed that improvements were needed in the price-checking
unit, GOLS reporting procedures and definition of the credit  expansion
targets. That report contained two recommendations which have been closed,

This review was made at the request of the AID Deputy Administrator.



The purpose of the current audit was to determine: (a) progress towards
achieving program objectives, (b) GOES compliance with conditions of the grant
agreement and memorandums of understanding, and (c) weaknesses in USAID and
GOES management that might impede the efficient and effective implementation
of the program. We also reviewed USAID and GOES controls over the usc of P.L.
480 local currency generations which have been monitored by the USAID under
the private sector support program.

The audit was performed in accordance with U.S. Government auditing
standards. Accordingly, it included a review of the records of the USAID, the
GOES, certain importers, as well as interviews with officials from those
organizations. We randomly sampled 79 import transactions attributed to AID
financing by the GOES and approved by the USAID to verify that the
transactions complied with established criteria. We obtained confimatory
evidence by reviewing transaction files at the Central Bank, visiting
Salvadoran importers, and corresponding with U.S. exporters.



AUDIT OF
PRIVATE SECTOR SUPPORT PROGRAM
USAID/EL SALVADOR
PART II - RESULTS OF AUDIT

The purpose of the audit of the private sector support program was to
determine: (a) progress towards achieving program objectives, (b) GOES
compliance with conditions of the ESF grant agreement and Memorandums of
Understanding, and (c) weaknesses in USAID/El Salvador and GOLES management
that might impede the efficient and eifective implementation of the program.
We also reviewed USAID/El Salvador and GOES controls over the use of P.L. 480
local currency gencrations which the USAID has monitored under the private
sector support program.

The program has made significant progress in helping to stabilize the
Salvadoran cconomy. The decline in the real Gross Domestic Product which
started in 1979 was arrested in 1983 and a positive growth rate of 1.5 percent
was achieved in 1984 (see page 56).

Except as noted below, GOES compliance with provisions of the program
agreements has been satisfactory. The GOES did not comply with eleven
provisions. lHowever, they were unable to comply with some of the provisions
because of unrecalistic assumptions or insufficient resources. Other
provisions were complied with or were being corrected prior to the publication
of this report (sce page 54).

At the beginning of our audit, we noted that USAID/El Salvador's management of
the program was fragmented and that a centralized monitoring procedurc had not
been established to adequately document and verify GOES compliance with the
various provisions in the program agreements. We believe that these internal
control  weaknesses led to the submission of incomplete information to
AID/Washington to satisfy a congressional reporting requirement dealing with
the degree of GOES compliance with FSF and P.L. 480 local currency provisions
(see page 54). Prior to the issuance of this report, USAID/El Salvador had
corrected these reporting and management inadequacies.

USAID/El  Salvador and GOES neceded to improve their attribution of import
transactions to AID disbursements. Our tests detected that USAID/EL  Salvador
accepted a  significant number of  inecligible import transactions for
attribution. USAID/El Salvador and the GOES corrected these problems prior to
the publication of this report (sce page 7).

We confirmed that the Central Bank needed to further improve the management of
its Department of International  Prices to  more  cffectively  identify
overpricing of imports and underpricing of exports in order to help deter
capital flight. Since USAID/El Salvador had corrected or was taking adequate
corrective action on these problems through its contracter, Arthur Young and
Co., our reconmendations were closed upon the publication of the report (sece
page 43).



We found a few control problems over the use of the ESF and P.L. 480 1local
currencies  (sece page 33). These problems were corrected prior to the
publication of this report. Except as noted above, internal controls over the
ESF and P.L. 480 1local currencies were satisfactory. Over the life of the
program USAID/El Salvador has made numerous improvements in these controls.

A1l ecleven recommendations contained in this report are closed upon
publication because of corrective actions taken by USAID/E1 Salvador.
However, in the not-too-distant future, we plan to follow-up on some of these
closed audit recommendations.






It cannot be used to project dollar values. Certain findings are also based
on reviews done by the USAID/Controller and the Superintendent of Banks of El
Salvador prior to our audit.

Below we summarize the individual attribution deficiencies found during our
audit (these deficiencies are discussed in more detail starting on page 15 of
this report).

Page
No. Description

I. $25 million disbursed under Amendments 2 and 3

10 The GOES still nceds co submit $3,433,122 in
ineligible transactions (because of USAID
disallowances) to fully attribute the $25 miliion
disbursed under Amendments 2 and 3

II $75 million disbursed under Amendment No. 4

10 The GOES still nceds to submic¢ $1,609,789 in eligible
transactions (because of USAID  disallowances) to
fully attribute the $75 million disbursed under
Amendment No. 4.

15 An estimated 37.9 percent of the transactions
accepted by the USAID were not eligible ior
attribution because they did not comply with one or
morc of the grant criteria for import period, tvpe of
commodity, industrial subscctor, U.S. source, U.S.
origin and financing by the GOES (sce Exhibit 1).

25 An cstimated 19 percent of the transactions were not
accepted at the required FOB value (sce Exhibit 1).

12 Documentation required to support an cstimated 83.5
percent of accepted transactions could not e found
in Central Bank files (sce Exhibit 1).

23 $4,465,239 in transactions were accepted for
attribution twice (the USAID had already disallowed
$4,419,297 of these duplicate transactions).

27 $39,452,621 in transactions were not certified by the
Superintendent of Banks.

To correct these past attribution deficiencies, we believe the USAID and the
Central Bank should review all transactions accepted for attribution to AID
disbursements under Amendment 4 to the Grant Agreement and disallow any
incligible transactions. In the event that the Central Bank is unable to



provide enough substitute transactions to fully attribute AID disbursements
under Amendments 2, 3 and 4, then the USAID will have to determine what
remedies are available to correct the problem.

Recommendation No. 1

We recommend that USAID/E1 Salvador:

(a) determine the eligibility of all transactions accepted
for final attribution to the AID disbursement under
Amendment  No. 4 to the Grant Agrecment and disallow any
ineligible transactions.

(b) in the event that che Central Bank is unable to provide
erough substitute transactions to fully attribute AID
cdisbursements under Amendments 2, 3 and 4 of the Grant
Agrcement, then the USAID  in  consultation with
apprepriate  legal  counsei,  should  determine  what
remedies are available to correct the problem.

Action Taken by USAID/El Salvador to Close Recommendation No. 1

This recommendation is closed upon publication of this report because of
actions taken by USAID/E1 Salvador on our audit findings and draft audit
report.  The USAID centracted Arthur Young and Co. to review and determine the
eligibility of transactions on file at the Central Bank in order to fully
attribute Amendments 2, 3, and 4 to the Grant Agreement. The Arthur Young and
Co. report dated Avgust 15, 1985 contained a listing of 3302 transactions for
$100,012,589 which were decmed eligible for attribution to Amendments 2, 3,
and 4. In addition, they found 190 cligible transactions for $3.3 million in
excess of attribution needs.

Arthur Young and Co. wused some cligibility criteria that were different than
those uscd by the AID auditors. On June 5, 1985 (after we finished our review
but before Arthur Young and Co. started theirs) USAID/E] Salvador issued
Implementation letter No. 32 to change some of the eligibility criteria
retroactive to Amendment 3. By issuing this letter, USAID/El Salvador has, in
eifect, "changed the rules of the game'" by eliminating the United States
origin requirement and accepting CIF instead of FOB values for imported
comiod “ t.ics retroactively. 'this action increased the number and  value  (cost
of goods plus insurance  and freight) of  transactions available for
attribution. As a matter of principle, we find it difficult to condone this
device for the same reason ve would object to granting a retroactive waiver of
AID's source/origin requirenments for commodities financed directly by AlD, At
the same time, however, we realize that the matters under discussion in this
section arc historical in nature and that no useful purpose would be  served in
bringing this deficiency to the attention of the GOES at this time. Morcover,
the Mission and the GOLS have taken steps to preclude that shortfalls of  this
nature recur in  future cash  transfer programs.  Consequently, while we have
closed our audit recommendation, we have adaed this deficiency to our list of
areas of non-compliance (sce page 54).
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2. AID Disbursements under Amendments 2, 3, and 4 to the Grant Agreement Were
Not Fully Attributed to Import Transactions

AID disbursements of $100 million under Amendments 2, 3 and 4 to the Grant
Agreement were not fully attributed to import transactions as of December 31
1984. Implementation Letter No. 22 provided that the attribution process
should be completed 18 months after the date of each AID disbursement. This
was not done because the USAID disallowed some transactions and the Central
Bank has not submitted substitute transactions as requested. The USAID should
ensure substitute transactions are submitted in a timely manner so that
eligible import transactions can be fully attributed to AID disbursements.

Recommendation No. 2

We rtecommend that USAID/E1 Salvador obtain from the Central
Bank $5,042,911 in eligible import transactions in order to
complete  its attribution to AID dishursements under
Amendments 2, 3 and 4 of the Grant Agrecment.

Action Taken by USAID/El Salvador to Close Recommendation No. 2

This recommendaiinn is closed wupon publication of this report because of
corrective actions taken by USAID/El Salvador on our audit findings and draft
audit report. The USAID contracted Arthur Yourg and Co. to review and
determine the eligibility of transactions on file 2t the Central Bank in order
to fully attribute Amendments 2, 3, and 4 to the Grant Agrecuent. The Arthur
Young and Co. report dated August 15, 1985 contained a listing of 3302
transactions for $100,012,589 which were deemed eligible for attribution to
Amendments 2, 3, and 4. In addition, they found 190 eligible transactions for
$3.3 million in excess of attribution neceds.

Discussion

An additional $5,042,911 in eligible import transactions are needed to fully
attribute AID disburscments under Anendments 2, 3 and 4 of the Grant Agreement
as of December 31, 1984. The status of cash tranfers and related attributions
as of December 31, 1984 were:

Date of Iue Date Amount of
AT.D. for Sub- A.L.D. Amount of
Disburse- mission of Disburse- At}ljlggi(nv
Amendment  ments Transactions ments Approved Lacking
2§ 3 07/01/82  01/01/84 $ 25,000,000  $21,506,878  $3,433,122
4 09/28/82 03/28/84 7r 000 0non 73,390, 211 1,009, 789

$100 0o, 0()0’ %()1 w./, KO 1, mz 917 2/

iyt P e

2/ the value  of  transactions previously disallowed (35,380,135) had exceeded
the value of transactions needed to fully attribute  AID  disbursenents
($5,042,911) because  prior approvals  before  disallowances  exceeded the
amount. disbursed.
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The Grant Agreement and Implementation Letters required the Central Bank to
present transactions to the USAID for final attribution not later than 18
months after the date of each disbursement. These attribution deadlines were
initially met by the Central Bank. However, disbursements under Amendments 2,
3 and 4 have not been fully attributed because the USAID disallowed $5,380,135
in transacticns per Implementation Letter No. 24, dated April 19, 1984.
Implenentation letter No. 24 also gave the Central Bank 60 days to submit
suvstitute transactions. Implementation Letter No. 25 extended this deadline
to October 19, 1984, However, the Central Bank had not submitted substitute
transactions as of December 31, 1984 because it had overlooked the matter and
the USAID had not followed up to ensure compliance.
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The files maintained by the Central Bank did not contain the required
documentation because of inadequate filing procedures. Also the  USAID
accepted incomplete transactions for attribution for which the documentation
was not yet available.

Central Bank filing procedures for transactions submitted to the USAID for
attribution in 1984 under Amendments 5, 6 and 7 of the grant agreement now
appcar adequate. We sampled 15 of these transactions and found that the files
contained all of the required documentation except cvidence of payment for
supplier credit transactions. However, we discovered that the Central Bank
doecs not have written filing procedures. We suggest that such procedures be
established in writing to avoid any future problems.

The USAID commented that it believed past documentation requirements had  been
unrcalistic and that they plan to reduce the requirements to the minimum
nccessary to provide adequate intormation to ascertain that transactions have
been completed and paid and meet all eligibility requirements.
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First, we found that 27.8 percent of the 79 sampled transactions approved
under Amendment No. 4 did not fall within the cligible import period. We
classified the transactions as ineligible if the goods had not arrived or
the Application for Forcign Exchange had not been approved during the
eligible import period (sce Lxiibit 1).

Second, the USAID carried over attributions approved in excess cf
requirements from one disbursement to another cven though they were not

eligible for carryover. This  happencd  when  the USAID approved
attributions for disbursements under Amendmnents 2 and 3 to the Grant
Agrcement. The cumnlative value of transactions approved for f{inal

attribution under Amendments 2 and 3 was  $26,508, 384, The  USAID
attributed $20,605,721 to the original disbursement of $20 million made on
December 19, 1930, Houever, the USAID carricd over $605,721 of the excess
attributious from the original disbursement and  included it in  the
$26,508,384.41. The eligible import period under the amended — Grant
Agreement for Amendments 2 and 3 was from July 1, 1982 to June 3C, 1983.

We question it any of the transactions from the original disbursements
could be applicd te Amendments 2 and 3 since the last of the transactions
from the origiral disbursement were approved as completed by the USAID on
October 1, 198] or almost one ycar before the start of the eligible import
period under Amendments 2 and 3. We could not verify this because we
could not find in USAID or Central Bank files a listing of  the
transactions approved for the original disbursements. The Superintendent
of Banks had not certified any of these transactions. In calculatine the
attributions still lacking under Amendments 2 and 3 on page 10 of this
report, we have disallowed the ineligible carryover of $605,721.

To correct these probleins, we beliceve that (1) the USAID should issie an
Implementation letter to clearly define criteria for classifying transactions
by clipible import periods; (2) the USAID should not carryover attvibutions
approved in excess of  requirements from one disburscrient to another if the
attributions do not meet the eligibility requirvements of the carryover import
period;  (3) the USAID and  the Central Bank should analyze the transactions
attributed to the AID disbursement under Amendment No. 4 to cnsure  that  they
fall  within the eligible import period ant disallow any incligible
transactions; and (4) obtain eligible substitute  transactions  for  any
disalloved, as suggested above.

Transactions Attributed Twice

The Central  Bank  has submitted some transacticns to the USAID fer attribution
twice because the Central  Bank had  not  established  procedures  to identifly
duplicate transactions.  Soine of these duplicate transactions were approved by
the USAID. As a  result, grant disburseiments were not  fully supported by
cligible transactions.
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software nceded to: (i) capturc information, (ii) determine which
transactions mcet attribution criteria (ecligible import period,
source, etc.), (iii) eliminate the selection  of duplicate
transactions, and (iv) carry out any other required processing.

In 1984 the Central Bank submitted $126.4 million in import transactions to
the USAID for attribution using the selection procedures described in  this
finding. To wverify the eligibility of the transactions selected, the USAID
contracted with Peat, Marwick and Mitchell. To assist  the contractor in the
analysis of the transactions, the Central Bank computer was used to identity
and eliminate duplicate transactions.
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after the proceeds are generated. We also believe that the USAID should ask
SETEFE to obtain from the Mortgage Bank the ¢9.4 million of sales proceeds
retained since September 1934.

Sales Proceeds Retained by Institute of Food Regulation

According to a SETEFE financed external audit, the Institute of Food
Regulation (IRA) retained $772,755 of proceeds generated from the sale of P.L.
480 Title II (Section 206) commodities from August 9 to November 22, 1984.
This was contrary to the IRA agreement with the GOES and the GOES/AID P.L. 480
Title II Memorandum of Understanding which provided that IRA shoulc¢ deposit
these proceeds into the special account on a monthly basis. Consequentiy, IRA
was able to use <hese funds to finance its operations and realize unearned
profits. Also the delays in the deposit of the funds to the special account
could delay the implementation of projects financed with the Title II monies.
During 1984 there was a shortage of funds in the Title II account and it was
thus necessary for SETEFE to use Title I monies to finance Title II
activities. To ensure that IRA, the Mortgage Bank and the Agricultural
Development Bank Jcposit sales proceeds when required by their agreements,
SETEFE should establish a procedure to verify compliance with the agreements.

Agricultural Development Bank Authorized Credit Sales for More than 180 Days

On December 6, 1984, the Agricultural Development Bank extended four overdue
loans made to a private Salvadoran company, Sello de Oro, S.A., for an -
additional 120 days. The amount extended totalled $1,126,171. This was
contrary to its sales agreement with the GOES which authorizes credit for up
to 180 days only. The granting of credit for more than 180 days delays the
deposit of sales proceceds into the special account and in our opinion should
not be condoned unless previously authorized by SETEFE.

USAID/EL Salvador Comments

The USAID objected to our recommendation because a legal opinion from the
Regional  Legal Advisor that stated that interest carned on credit sales is not
part of the P.L. 480 proceeds and is not subject to AID control.

Office of Inspector General Response

Our rccommendation is not based on a legal opinion but on sound business
practice. In addition, AID Policy Determination No. 5, dated February 22,
1983, as quoted below, supports our position that the host government should
earn interest on idle funds:

Mission = should  consider depositing the sales proceeds into an
interest bearing comnercial bank account established to help finance
development  activities not agreed upon during negotiations or not yet
rcady for implementation; both the principal and the interest can
later be used for funding such activities.
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2. The Central Election Council Did Not Observe AID Restrictions on The
Use of ESF Funds

The Central Elections Council received 10.4 million colones ($4.16
million) in ESF 1local currency rfunds and used at least the equivalent of
$295,818 for expenses ineligible under the terms of the 1984 Memorandum
of Understanding. Operating personnel we talked to at the Central
Election Council and the Ministry of Finance were not aware of
restrictions on the use of ESF funds. Although USAID/El  Satvador
contends that senior GOES personnel were aware of the restrictions,
controls were not effectively established to prevent the use of ESF funds
for ineligible expenses.

Recominsendation No. 8

We recommend that USAID/El Salvador require the GOES to:

a) review all cxpenditures incurred by the Central
Election Council and attribute to ESF funds only
experses  allowable under the terms of the 1984
Memorandumr of Understanding.

b) return to the Ministry of Tinance special account any
ESF  funds not attributed to allowable expenses and
reprogram these funds.

Actions Taken by USAID/El Salvador to Close Recommendation No. 8

This recommendation 1is closed upon publication of this report because USAID/E1
Salvador took corrective action on our audit findings and draft audit report.
On July 27, 1985, the Government of El Salvador revised its first report of
ineligible expenses dated April 23, 1985 which we analyzed during our audit
(see Exhibit 2). The revised GOES report showed that ineligible expenses
increased to 31,277,922 (C.3,194,805) from $494,158 (C.1,235,396.51) shown 1in
its first report.

As shown below, the GOES determined that $696,702 (C.1,741,755.97) of the
C.10.4 miltion of ESF funds were not used for eligiblc expenses. The
Government. of El Salvador asked USAID/EL Salvador for authority to jointly
reprogram this money and the USAID agreed.

(Millions of Coloncs)

Total ATD GOES
Contributions 11,853 10,400 1,453
Less Incligible Expenses 3,195 1,742 1,453
Eligible Expenses 8,658 8,658 .-
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after we questioned  the validity of the first GOES report in our draft audit
report. The amount of total expenditures in both the first and revised GOES
reports wias  the same (C.11,853,049). Sece Exhibit 2 for a comparative analysis
of the IG draft report and the two GOES reports,
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Physical Inspection of Imported Goods

The Department of International Prices had not established a procedure to
obtain special reports from Customs to verify that selected imports matched
what was originally declared in the import documents. In order for the
Department of International Prices to be effective in its efforts to curtail
abuses in the import system, it is essential that some procedures be
established to obtain this information. To implement such a svstem, the
Department of International Prices should make lists of selected imported
goods and provide the lists to Qistoms personnel. When the goods in question
arrive, the Customs inspector should verify that the value of goods imported
(quantity and qudlitys agrees with the value authorized for the transaction
and provide a report to the Department of International Prices.

Conclusions

In order to effectively deter price manipulation, a major contribution to
capital flight, it 1is essential that the Department of International Prices
attain full independence.  Since personnel of the Department of Exchange
Control continuously mcet the public, they are most vulnerable to outside
influence in approving transactions. Independent selection of transactions to
be reviewed for prices should be an effective deterrent against such influence.

Furthermore, in order to make adequate and sufficient verifications, criteria
for sclecting transactions for investigation must be clarified, some degree  of
compliance with the pricing rcecommendations must be obtained, sanctions must
be imposed against capital flight offenders, personnel resources must be
maintained at prescribed levels and imported goods should be inspected and
appraised on a sclective basis to cnsure that actual and authorized quantities
and qualities coincide.  Recommendations in this finding should help to deter
capital flight.
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2. Export Price Verification

The Department of International Prices has not adequately reviewed export
transactions to deter capital flight. The Department of International Prices
was established (at thc request of AID) to verify prices of both import and
export transactions in order to control capital flight. Controls to detect
undervalued exports were inadequate and the number of verifications made was
limited. In 1984, the Department of International Prices reviewed only 2/10
of one percent of the value of export transactions that would be subject to
price verification. Consequently, there was no assurance that exports for
1984 were adequately screened to deter capital flight.

Recommerdation No. 11

We recommend that USAID/El Salvador obtain from the Central
Bank documentation attesting to the fact that it has:

a) apprepriately increased the number of price verifications
for export transactions.

b) established procedures for export price verifications
similar to those established or recommended for the
review of imports (see Recommendation No. 10).

Action Taken by USAID on Audit Recommendations

Recommendation No. 11 is to be closed upon publication of this audit report
because  USAID/El Salvador contracted Artlur Young and Co. to design a
mechanized system for approving import and export transactions for the Central
Bank. The Central Bank plans to begin the implementation of the system in
August 1985.

Background

Exports are one method by which the Government of El1 Salvador obtains foreign
exchange. Whenever an exporter receives forcign currency for his goods, he
must scll it to the Central Bank. If an exporter purposely reports to the
Central Bank his exports at a lower value than what was actually shipped, the
quantity of forecign exchange rcceived by the Salvadoran exporter beyond the
reported cxport value constitutes capital flight.

Progress has been made regarding the institution of controls over exports and
inflows of foreign ecxchange. For example, a computerized export control
system has been designed and implemented which allows automatic verification
of exporter data, such as account numbers, amounts authorized for exports, due
dates for the return of foreign exchange, and balances pending. Thesc
computerized controls, along with other new requirements, should improve the
flow of forecign exchange to the Government of El Salvador.

To ensure capital flight is minimized, export transactions must be screened to

verify that  export prices arc not purposcly undervalued, Since
undervaluations result in reduced foreign exchange flows, preventing this
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practice is of vital importance. The Department of International Prices was
also established to «check prices on export requests. The importance of these
verifications is more evident when one realizes that exports for 1984 were
estimated at $760 million. Of this amount there were $512 million of exports
for coffee, sugar and cotton that would not have to be price verified because
they were exported and price-controlled by the Government of El Salvador. The
balance of the exports ($249 million) could and should have been price
verified.

Audit Results

Verification of export prices was inadequately performed. Procedures to
require objective and impartial reviews of export transactions were
non-existent. Also, the number of export transactions verified (16) was
limited. Consequently,  there was no assurance that potential price
manipulation of export commodities and the resulting capital flight was being
detected.

For all export cases, price verifications are initially performed by the
analysts in the Export Section of the Department of Exchange Control.  These
verifications consist mainly of wusing subjective judgment as to whether an
export price is reasvnable or not. This is not an effective system because an
individual's perception of wundervaluation is subject to numerous factors,
including memory and outside influence. Since these analysts have continous
contact with exporters, they are most likely to be influenced in their tasks.
When an analyst concludes that an export transaction may be undervalued, he
will compare the price to past prices for the particular product. Shouid the
disparity in prices be significant, the transaction is either forvarded to the
Department of Intemational Prices or sent to the exporter for correction. In
most cases, however, the exporter is notified and presumably the required
corrections are made.

For the 1984 calendar yecar, the Department of International Prices reviewed
only 16 export transac«ions valued at about $487,000, This only represents
2/10 of 1 percent of the $249 million of 1984 exports that were susceptible to
price verification. More importantly, 4 of the 16  transactions  were
undervalued in the amount of 313,000,  The only reason these prices were
verified was because  the Department of FExchange Control forwarded these
transactions to  the  Department  of International Prices  for  price
verification. Since there are no controls or procedures to dictate vhat
should be forwarded to  the Department  of International Prices for
verification, no determination can be made on the degree of  control necessary
to prevent undervalued exports.

Conclusion

The undervaluation of exports can have adverse impact on the ability of El
Salvador to fully recover from its economic plight., We believe that the
Department  of  Intemational Prices should significantly increase the number of
export transactions reviewed and  develop  procedures  to review  export
transactions similar to  those established or  recommended for the review of
import transactions (sce Recommendation No. 10).,
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USAID/El Salvador Comments

The USAID said that the Central Bank focused its price reviews on imports
because AID funds have been used for imports and most of the exports are price
controlled. The USAID is not anxious for the Central Bank to increase its
review of cxports. They believe the current level of review is sufficient;
also the Department of International Prices will have to focus more of its
efforts on imports starting in 1985 because AID/W has asked the Central Bank
to review 100 percent of AID-financed import transactions.

Office of Inspector General Response

We believe a greater balance between the review of import and  export
transactions 1s needed to efficiently and effectively deter price manipulation
and consequent  capital flight. In 1984, 13.8 percent of the value of
non-price controlled import transactions were teviewed while only 2/10 of 1
percent of the exports were reviewed. In our considered opinion, it is
unnecessary to review 100 percent of the AID-financed imports (as requested by
AID/W) to effectively deter capital flight. This can be done more efficiently
on a sclective basis using existing and recommended  procedures. Resources
saved by downgrading the review of AID-financed imports could be used to
increase the number of export verifications. We strongly suggest that AID/W
reconsider its decision to require a 100 percent review of the AID-financed
import transactions.
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D. Compliance and Internal Controls

1. Statutory Reports

The FY1985 Continuing Resolution required AID to periodically report to
Congress on the degree of Govermment of El Salvador compliance with Memoranda
of Understanding regarding the use of local currency. In its first report to
AID/W on November 9, 1984, the USAID only reported one arca of non-compliance
with its 1984 Memorandum of Understanding. While the audit was in process, we
advised the USAID that the Government of El  Salvador had not complied with
other provisions of the 1984 Memorandum of Understanding. In its report to
AID/W on April 16, 1985, the USAID correctly reported five arcas of
non-compliance with the 1984 Memorandum of Understanding. The Government of
El Salvador was unable to comply with most of the provisions because of
unrealistic assumptions or insufficient resources. In one arca, where
compliance was feasible, the Government of El Salvador complied by submitring
a plan to the USAIPM on March 19, 1985 for the liquidation of all outstanding
self-help obligations established under the 1980-82 P.L. 480 Title 1 program
agreements,

2. Other Arcas of Non-Compliance

We also found that the Government of El Salvador had not complied with six
other requirements of the program. As stipulated in the 1984 Mewmorandum  of
Understanding, the Government of El Salvador had not (1) increased its price
verification staff to 10 professionals (sce page 49), (2) conducted
statistical samples of all approved import transactions (sce page 47), (3)
adopted a policy to levy sanctions against those who overvalued imports in
their applications for foreipn exchange (see page  48), and (4) prepared a
credit study. Prior to the publication of this report, the Government of Ll
Salvador complied with all of the above provisions except item (3) above,
However, Arthur Young and Co. under its contract with AID is developing a
sanctions policy. This policy will be linked to a mechanized system which the
Central Bank plans to implement in August 1985,

We also found that the Central Bank had not complied with a  USAID request  to
submit substitute transactions for transactions disallowed in lmplemnentation
Letter No. 24, On pape 10 of this report we have included a recomnendation  to
correct this problem which was closed prior to the publication of this report,

In addition to the above, we found that USAID/ED Salvador and the Government
of El Salvador had not complied with mny of the etligibility criteria
established under the program for the attribution of import transactions to
cash transfers (sce Section A of this report). These attribution deficiencies
were corrected prior to the publication of this report.

3. Fragmented Management

At the beginning of our audit, we noted that USAID minagement of the Private
Sector  Support  Program was fragmented.  The USAID had not established
centralized monitoring procedures to document and verify Government of El
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FXHIBIT 1
Page S of 5

- U.S. Origin - Implementation Letzer No. 22, dated March 21, 1984, which covered Ancndement No. 4 and subsequent Amendments to the grant agreement
rrovided thit imported comaedities should be of U.S. origin. The USALD plans to eliminate the U.S. origin requirement for transactions to be attributed
to disbursesents retroactive to Ancndment No. 3.

- Financed by GOES - The grant agreement provides that the GOES is to make available foreign exchange for the import transactions.
Sufficient informaticon was not available to determine compiiance for sample transaction Nos. 23, 34, 48, 60, 62, 66, 67, 70, 71 and 79.
- Sample tro-saction No. 8 was attriluted at less than FOB.

= Sazple tr.asaction Nos. 14, 27, 38, €3, 64, 05, and 79 were attribured at more than FOB.

- Sample transaction Nos. 32, 50, 53, 60, 67, 68 and 70 wece attributed at CIF. The FOB value were not known for these transactions.
- Sufficient information was not available to deter-ine compiiance with sample transaction Nos. 19, 43, 48, 56, 62, 66, 69 and 72.



EXHIBIT 2
Page 1 of 2
INELIGIBLE EXPENSES INCURRED BY CENTRAL ELECTION COUM. .1,
CONTAINED IN MINISTRY OF FINANCE
BUDGET REPORT AS OF 12/31/84
IG Draft 1/
Audit Report GOES Reports
6/21/85 4/23/85 7/21/85

Salaries for Service Personnel

Salaries for MMatemity Leave
Social Security Taxes
Fees for Board of Directors

Bonus Pay - Permanent Personnel
Termination Pay - Labor
Termination Pay - Contractors

Toral Salaries § Wages

Budget
Code Description
Salaries & Wwages
11
12 Sick Payv
13
19
31
33 Overtinme
34
35
36
67 Ladbor
Publicity
111

Advertisement and Publicity
Total Publicity

1/ We only included salaries for managem
{(account 103) since we felt these per
the elections.

C. 796,042.64 C. 48,420.23 C. 962,284.81

127.00

3,181.03 - 3,181.03
20.783.44 - 26,672.55
26,1800.00 - 26,800.00
247,907. 45 - 247,907. 45
13,000.00 - 23,410.32
- - 1,850.40

- - '48,006. 09

- 20,319.49

C.1,107,714.56 C. 48,426.23 C.1,360,559.14

C.1,186,976.28  C.1,186,976.28 C.1,186,976.28
C.1,186,976.28 C.1,186,976.28 C.1,186,976.28

ent (account 101) and for organization of elections
sonnel could have had influence on the outcome of

Acccur.t 101 included salaries for the president, vice-president etc.

Account 103 included salaries for poll watchers and some computer personnel. All
salaries charged to account 102 for general administrative services (drivers,
janitors,etc.) were excluded since we did not believe these personnel could influence
the outcome of the clection.
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EXHIBIT 2
Page 2 of 2
IG Draft
Budget Audit Report GOES Reports
Code Description 6/21/85 4/23785 7/21/85
Per Diem
51 Per Diem to Gov't Personnel C. 2,770.00 C. - C. 2,770.00
53 Per Diem to other Countries 14,825.00 - 14,825.00
Total Per Diem C. 17,595.00 C. - C. 17,595.00
Various Non-Personnel Services
192 Social Entertainment C. _598,835.97 C. - C. 598,835.97
Total Social Entertainment <. 598,835.97 C. - C. 598,835.97
Nourishment
201 Food C. 23,135.40 C. - C. 23,135.40
202 Alcoholic Beverages 7,703.70 - 7,703.70
Total Nourishment C. 30,839.10 C. - C. 30,839.10
Grand Total C.2,941,960.91 C.1,235,395.51 C.3,194,805.49

—_——————somIoEm=s PSS 1+ 11 SRS EDmsS==o=s=

Dollar Equivalent $1,176,784.36 $ 494,158.60 $.1,277,922.20
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AGENCY FOR INTERNATIONAL, DEVELOPMENT
UNITED STATES OF AMERICA A. I. D. MISSION Appendix 1
TO EL SALVADOR Page 1 of 10
C/O AMERICAN EMBASSY.
SAN SALVADOR, EL SALVADOR, C. A.

MEMORANDUM

TO: Coiuege N. Gothard, Jr.,
FROM: Ronald A. wichez-en{g R

SUBJECT: Comments on Draft Audit of Private Sector Program Support, Project
No. 519-0267

DATE: August 23, 1985

The following comments are the USAID's response to the subject Draft. We have
attached documents where appropriate to support our yposition, and where
necessary to support actions taken on recommendaticns contained in the report.

Overall Comments and Observations - The revised draft represents a significant
improvement over the previous one. We appreciate the changes and the
inclusion of some¢ of our comments or recommended changes. The executive
summary, in genersl, fairly states both the problems found by the auditors and
the accomplishment of the objectives of the program. However, we continue to
have some problems with certain aspects of the report.

The Mission believes that in general the objectives of the program have been
met and dollars provided to support the program were properly expended in
accordance with Congressional mandates. While we accept the fact that
documentation to support such a position hes not always been maintained as
well as should be expected, we reject the audit report conclusion that such
documentation was never available thus leaving the reader to conclude that 1
massive misappropriation of taxpayer's funds took place. The Arthur Young &
Company Report of 15 August 1985, (Exhibit A) provides the basi: for this
Mission to believe that while procedures on which the audit report dwells so
extensively were not the best, the essence of the progrem was fully complied
with and fully accounted for.

One further overall observation before getting into the details. The report,
in several places, states that the observations concerning procedures at the
Central Bank are historical in nature and that the USAID and the Bank have
taken many steps to correct the problems cited in the report. The sections
concerning the local currency program are similar. Procedures already have
been changed and/or corrective action was in progress at the time of the
audit. However, because of the volume of the report and the format, which
discusses in detail the findings after each recomnendation, the reader tends
to become confused as to what is the real current situation, i.e. which issues
demand immediate action, and what has been or is being corrected by the USAID
and/or the Bank. If this is corrected by introductory statements and a more
concise discussion of firndings, the flow of the document and the information
passed to the reader would be much improved.

)
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Page 2 of 10

Specific Comments:

Page ii -

Page 1ii-

The last sentence of the first paragraph refers to export price
checks and "capital flight."

Throughout the report the use of the term "capital flight" as it
relates to import/export pricing should be changed to “"over/under
inveicing." In addition, price manipulation should not be referred
to as a “"cause" of capital flight. It is a means of capital flight.

However, all available evidence points co the conclusion that this
particuler means of capital flight has been ste med. An important
indicator is the level of Private carital flows, which includes
Errors and Omissions in the balance of payments. This item went
from being large and negative in the first year's of El Salvador's
current crisis, suggesting large capital outflows, to small and/or
positive, which is regarded as normal. in 1983 and 1984. These
figures are presented in Attachment A where the Balance of Payment
figures for the last ten years are preseated.

If references to capital flight appear in the final report the
following USAID comment should be included.

The USAID does not believe that capital flight through
over/under invoicing is currently a problem as evidenced by BCR
balance of payment data and corroborated by other observations
(e.g., return of the wealthy elite) which have indicated an
absence of capital flight starting in 1983.

We request that the third sentence read "Our review confirmed the
findings of USAID/ES and Arthur Young & Co. . . ."

In reference to the third paragraph we comment later on a GC opinion
concerning retained interest on PL 480 credit sales. You may wish
to change this paragraph based on our later comments.

In page iii of the Executive Summary part of the report, the
auditors mention that since 1980 the ESF grant agreements govern the
use of local currency funds generated from the sale of P.L. 480
commodities. In 1984 and 1985, the instruments which govern P.L,
480 generations have been the P.L. 480 Memoranda of Understanding.
The ESF MOU, however, incorporates the ESF MOUs as a reference.
(Attachment B)

The second and third full parsgraphs are somewhat unclear as to
whether the statements are background or criticisms. We believe
that the elimination of the words "However" in both paragraphs would
make clear that it is background.
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In addition, the report states that starting in 1982 and continuing
through 1983, the local currency made available was not tied to
specific uses. This is incorrect. Uses of PL 480 and ESF generated
currencies were governed by separate MOUs which were part of the
1982 and 1983 Fiscal and Monetary Program. All the local currency
was atributed to specific budgetary support uses. (Attachment C)

We request that the second and third paragraph be rewritten
accordingly.

We request that the following note be inserted at the bottom of this
page as follows:

Pursuant to USAJID contract No. 519-0177-C-00-5410-00 with Arthur
Young & Company (AY), a complete review of the transactions
attributed under Amendment 2,3,and 4, was undertaken. The
report contains a listing of transactions deemed eligible and
attributable for Amendments 2, 3 ana 4,

We request that the last paragraph cn this page be moved to become
the opening paragraph under "Part II - Results of Audit." The first
sentence should then be changed to delete “"this and the following
report sections” and to insert in lieu thereof “"Section A and B
which follow."

As stated in the opening comments above, we accept thet many of
those transactions selected by the IG could not be located in the
files extant at the BCR at the time of the IG review. We do not
concur that at the time of attribution the documentation was not
available to support attribution. In fact, while conducting their
review of transactions for attribution to emendments 2,3 and 4, AY
was unable to find a significant number of the files which were
reviewed by the auditors. Therefore, while the finding supports
poor filing procedures by the BCR, the same cannot be used to reach
the conclusion that "many of the transactions did not qualify for
attribution.” Our position is supported by the auditor’'s own
conclusions (Second paragraph on page 16.) and the AY report,

We thercfore request that the wording of the second sentence read,
"During our review we were unable to determine whether all
transactions reviewed would qualify for attribution becaugse . . "

Alternatively the paragraph should include USAID comments ag follow:

USAID/ES agrees with the findings indicating the BCR's poor
filing procedures. However the USAID does not agree that
documentation was never available to support attribution. This
conclucion is based on the suditor's comments in the draft
report and the results of the AY review.
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The USAID comment should read, "The USAID commented that it believed
past documentation requirements had been unrealistic and thet they
plan to reduce the requirements to the minimum necessary to provide
adequate information to ascertain that transactions have been
completed ana paid and meet all eligibility requirements."

We do not agree with the term "lacking” in the heading for the
section starting on this page. While the criteria and procedures
referenced may have been somewhat general, they allowed sufficient
flexibility to permit the program to function without undue rigiuity.

This is obviously an arecas of subjective judgement. The audijt repect
comments themselves are subjective. We agree with the general
objectives stated by the report in the last paragraph on page 20.
However, the report describes a sugpested program significantly
different from the exicting one.

Report Sugpestions Project 0267

Commodities -

raw materials
intermediate goods
capital goods
gpare parts
agricultural

raw materials
intermediate goods
capital goods

inputs

Sectors -

industry
agribusiness
agriculture
construction

manufacturing
agroindustrial
commerce
transportation
energy

The suggestions in the draft audit report are no more definitive and
are more limited than those in the existing project. We recommend
that the whole section be deleted. If not, the following USAID
comment should be included:

The USAID believes that the existing categorics and sectors are
an appropriate level of definition to permit accomplichment of
project objectives, and that the alternative conmodities and
sectors offered by the auditors are no more definitive than the
ones now in use. Moreover, the new computer selection process
of the Central Bank wil) assist in sssuring that transaction

selected fall within the establighed categories,

The system

e
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uses the International Tariff Code (NAUCA) and Industrial Use
Code (CIIU) to aessist in fdentifying eligible transactions,
Physical review of some of the documentation will still be
required to assure eligibility. The NAUCA code has been used in
the BCR since 1980; the CIIU code since 1984,

22 - Ve disagree with the ineligibility of three of the seven

23 -

transactions on page 22. AY reviewed the documentation on all
transactions. In some cases this required visits to the importers.
As a result of their review we have the following comments:

A close examination of the documentation (Attachment D) for
sample No. 29 which referred to “Films" and the “retail market"
revealed the products to consist of KODAK bulk processing
chemicals and X-Ray films, neither of which were destined for
the retail market. Morecover, we do not believe that “"finished
product” would be a rationale sufiicient to determine
ineligibility, particularly in view rf the fact that tractors,
fertilizers, machinery and the like, which are eligible, are
also finished products.

Transactions No. 11 and 44 were rejected by the auditors becaute
they considered a commercial radio station to be outside the
eligible subsectors. In our opinion, privately owned radio
stations are part of the commercial sector in a free enterprise
economy and are thus eligible under the criteria. Moreover,
replacement parts for electronic equipment are commodities
reasonably included in the program.

The result is that the above three examples inflated the IG
statistics by 75%.

The bottom line, however, is that, as mentioned earlier, we have
established procedures to record both NAUCA and CIJU codes as well
ag conduct a physical review of the documents to determine
eligibility. However, it will and ghould continue to remain a
partly subjective process.

If you decide to include any of the above transactions in the
report, our comments should also be included.

Oisiously from the ebove, we do not concur in the conclusion at the
top of the page to the depgree implied by the report. If the final
report containg this conclusion then it should slso contain a
comment on our objection along the following lines:

While the mission agrees to some refinement in the procedure for
the application of appropriate NAUCA and CIIU codes to assist in
determining product eligibility, it maintains that a flexible
interpret.tion in required and final decisions must be based on
a direct review of the documents Involved,

/\7'
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The first full sentence on the page starting "Our sample..” should
be modified to insert after "files" the words "which we reviewed."

The discussion of the eligible import period and the 22 transactions
considered ineligible by the auditors should be reviewed to assure
consistent application of the eligibility criteria. There ip a
significant difference in the actual date between “arrival in El
Salvador" and the date of the import certificate. This ig the case
if one interprets "arrival in El Salvador" to be arrival at

customs. The report isc not consistent in the uge of terms to define
eligibility periods. See pages 24 and 28 end the footnote on import
period to Table 1I.

The reference to U.S. origin is innappropiate since it misleads the
reader into believing U.S. origin to be an eligibility criteria. An
AID legal orinion specifically struck down U.S. origin as being a
requirement. for the 0267 program (Attachment E). This decision was
made retroactive to Amendment No. 3, not just those subsequent to
Amendment /4 While the Mission and the BCR were awarc of this
eligibilitv change, and had taken it into consideration, no
Implementation Letter was issued to reflect the change of policy
until P.I.L. No. 32 (Attachment F).

If changes are not made then the following USAID comment is to be
included:

USAID/ES maintains that based on a GC opinion dated April 16,
1984 and the language of the Authorization for the project,
origin is not & criteria in determining eligibility. While
operating on this assumption for gome time, on June 5, 198% in
FIL No. 32 the mission formally clarified this position
retroactive to Amendment No. 3.

The Mission's policy, as reflected in P.1.L. No. 32, is to accoept
for attribution all eligible transaclions at CIF value. In order to
comply with the spirit and intent of the ESF propram, CIF values
should be used it they correspond with the foreign exchange amount
paid by the bank. Therefore, the IG suppestion to use FOB values ig
inappropriate and is not in conformance with miscion decisions,

If chenges are not made then the following USAID comment should be
included:

USAID/ES disugrees with attribution of only FOB values. The
fuli value of U.S. Dollars made available, including insurance
and freight, should be used in calculating the value of eligible
trunsactions,
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Recommendation No. 7

We recommend that USAID/El1 Salvador:

a) obtain evidence from the GOES that its sales agreements with the
Agricultural Development Bank and the Mortgage Bank have been
modified to require the deposit into the special account within
a specified number of days after gencration of: (1) sales
proceeds and (2Z) any interest carned or credit sales (less a
reasonable administrative fee).

b) ensure that SETEFE obtains from the Mortgage Bank the $9.4
million sales proceeds retained since September 1984.

c) obtain evidence that SETEFE has established a procedure to
verify that the Agricultural Development Bank, the Mortgage Bank
and the Institute of Food Regulation deposit  their sales
proceceds and interest earned into the special accounts when
required by their sales agreements and comply with the credit
provisions of their agreements,

Recommendation No. 8

We recommend that USAID/LEl Salvador require the GOES to:

a) review all expenditures incurred by the Central Election Council
and attribute to ESF funds only expenses allowable under the
terms of the 19:4 Memorandum of Understanding.

b} retur to the Ministry of Finance special account any ESF funds
not »ttributed to allowable expenses and reprogram these funds.

Revommendation No. 9
We recommend that USAID/ED Salvador obtain from SETEFE  evidence  that
it has undertaken  to  establish a procedure to reconcile its bank
accounts on a monthly basis and submit these reports to  USAIN/EL
Salvador.
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Recommendation No. 10

We recomend that USAID/El Salvador require the Department of
International Prices of the Central Bank to:

a) exercise independence in accordance with Amendment No. 2 of the
Memorandum of Understanding, dated July 24, 1984, by conducting
statistically significant random samples of all approved import

transactions.

b) establish procedures to ensure that all import transactions
meeting the selection criteria established by the Department of
International Prices are selected for price verification reviews,

c) revise «criteria for selecting transactions for price
investigation by using specific criteria such as tariff codes.

d) follow-up on price investigation recommendations.

e) establish a written policy to establish and enforce sanctions
against capital flight offenders by adhering to Amendment No. 2
of the Memorandum of Understanding, dated July 24, 1984 (this
recommendation is for the President of the Central Bank).

f) increasc its staff to and maintain its level at ten
professionals, as required by Amendment No. 2 of the Memorandum
of Understanding, dated July 27, 1984,

g) obtain special reports from Qistoms on inspections of selected
wmports to verify that the value (quantity and quality) of goods
imported coincide with the value authorized for the transaction.

Recommendation No. 11

We recommend that USAID/EL  Salvador obtain from the Central Bank
docunentation attesting to the fact that it has:

a) appropriately increased the number of price verifications for
cxport transactions.

b) established procedures for export price verifications similar to
those established or  recommended for the review of imports (sce
Recomnendation No. 10).
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