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BACKGROUND AND SCOPE
 

This report presents the results of a limited scope compliance review of
USAID/Guatemala's exchange rate practices. In those countries where AID 
provides assistance authorized 
 under the Foreign Assistance Act and
 
predecessor legislation, the Agency has negotiated bilateral agreements

with host governments regulating the conditions under 
which AID operates

in the recipient nations. 
 Such documents are considered international
 
agreements and their provisions supeisede the jurisdiction and effect of

local law or regulation. One provision commonly found in AID Bilateral

Agreements has to do with the rate of exchange 
 to be used when dollars

appropriated toto AID by Congress are brought into recipient countries 
finance AID projects there. In the case of Guatemala, Article IV(c) of

the Development Assistance Agreement between the Governent of the United
States of America and the Government of Guatemala, dated December 13,
1954, reads as follows:
 

Funds introduced into Guatemala for purposes of furnishing

assistance to be provided by the Governent of the United States
 
under this agreement shall be convertible into currency of
Guatemala at the highest rate which, at the time the conversion 
is made, is not unlawful in Guatemala.
 

The Office of the Regional Inspector General for Audit/Tegucigalpa

(RIG/A/T) performed a limited scope review of USAID/Guatemala's practices
in exchanging dollars for Guatemalan local currency (quetzales) under its
government -to-government projects. With the assistance of the 
USAID/Guatemala Controllei, 
 about $7.5 million in disbursements were
 
reviewed in connection 
with the exchange rate issue to determine whether

AID was receiving the appropriate rate of exchange. This review covered
the period from November 1984 through September 30, 1985. It was made 
during the period from July through October 1985. 



RESULTS OF REVIEW
 

Our review showed that, although the Government of Guatemala instituted
 
an officially sanctioned "parallel" exchange rate in November 1984,

USAID/Guatemala continued to exchange AID dollars for local currency at
 
the "official" rate of US$1.00 a 1 Guatemalan quetzal. At the time the
 
"parallel" rate was established, the exchange rate for dollars went to 
$1.00 = Q. 1.39. At the end of fiscal year 1985, the "parallel" rate was 
$1.00 * Q. 3.75. During the first ten months since the establishment of
 
the "parallel" rate, USAID/Guatemala exchanged approximately $7.5 million
 
at the "official" (l-to-l) rate.
 

According to the USAID/Guatemala Director, he -ontinued to use the lower
 
rate because he was advised by the Goveriunent of Guatemala that, in the
 
Government's interpretation of its own decree-law, the higher or
 
"parallel" rate was not available for use by aid donors under 
project

agreements executed directly with the Government of Guatemala. Under
 
this interpretation, USAID/Guatemala was able to obtain the higher rate
 
for projects sponsored by private voluntary organizations and for its
 
operating expenses, but not for government-to-government loan and grant

projects, which comprise the bulk of its portfolio. (See Exhibit I for
 
an exchange of correspondence between RIG/A/T and USAID/Guatemala on this 
issue.)
 

USAID/Guatemala acceded to the Government's position in this matter
 
without documenting its decision, without calculating its potential

fiscal impact, without reference to the AID Bilateral Agreement, and
 
without consulting the cognizant AID regional legal adviser, local
 
counsel or AID/Washington.
 

USAID/Guatemala Controller's records disclosedl that $7,578,248 had been
 
disbursed in AID loan (95%) and grant 15%) projects at the "official" 
(l-to-l) rate since creation of the "parallel" exchange market in 
November 1984 through the end of September 1985. Thus, an equal amount 
of quetzales was produced when, had the "parallel" exchange rate been 
used, about 18 million units of local currency could have been obtained. 
Stated another way, AID disbursed $7.5 million at the "official" rate
 
when only $3.4 million at the "parallel" rate would have sufficed. As a
 
result, USAID/Guatemala's decision to continue using the "official" rate
 
when it had the 
 right to obtain local currency at the higher "parallel"

rate cost the U. S. Government $4.1 million in fiscal year 1985. (See

Exhibit 2 for details)
 

In March 1985, following an 18-month period when most new AID assistance
 
was suspended, USAID/Guatemala renewed execution of project agreements

with the Govcrnment of Guatemala. USAID/Guatenala also began adding

money to old projects begun prior to FY 1984. In negotiating the terms
 
and conditions of those new agreements and amendments to prior ones,

USAID/Guatemala again acceded to the GOG's position on 
the exchange rate
 
issue by modifying standard All) loan and grant ("boilerplate") provisions

contained in AID Handbook 3, Chapter 6 in such a
way as to: (a) ratify
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the Government of Guatemala's interpretation on this issue by identifying

the "official" rate as the highest rate available to AID, and (b)

effectively contravene the provisions of AID's Bilateral Agreement by

identifying the "official" rate as the highest 
 one available because it
 
does not "contravene the laws of Guatemala." 
presents both the original and modified 
USAID/Guatemala project agreement provisions. 

Exhibit 3 to this report 
English versions of 

As a result of these modifications, a total of 16 
government-to-government projects having 
a total AID life-of-project

commitment of about $68 million, could cost 
 AID substantially more to
 
implement than would otherwise have been the case. 
The current (3.75 to
 
1) "parallel" exchange rate is expected to rise even further 
-- and w.th 
it, local prices as we - -- as the quetzal's value continues to 
deteriorate in relation to the dollar. 

With regard to the agreement modifications described above, we were
 
advised by the USAID Director that several consultations had taken place

in March 1985 with the Office of the AID General Counsel for Latin
 
America and the Caribbean during which USAID/Guatemala stated it had
 
received that office's approval for using modified agreement language.

However, those consultations reportedly took place by telephone and no
 
record of their substance was made by the Mission. 
We wre also advised
 
by the USAID/Guatemala Director that during a meeting with the Acting

Assistant Administrator (AA/LAC) and the Director of the Office of

Central American Affairs (LAC/CEN) which took place in Tegucigalpa,

Honduras in mid-August 1985, he discussed our expressed 
 concern in these
 
matters with LAC Bureau managers. He later sent them a memorandum on
 
this subject, together with certain documents including correspondence

originated by RIG/A/T, expressing the concerns being raised by the Office
 
of the Inspector General. In early October, the USAID/Guatemala Director
 
advised us he had not received a response from AID/Washington to his
 
memorandum.
 

In summary, the 
 USAID's currency exchange practices contravened AID's
 
rights under an international agreement between the United States and
 
Guatemala; has had a serious adverse fiscal impact on the U.S.
 
Governmnent; in effect subsidized 
 the treasury of the Govervnent of
 
Guatemala, which is not within the authorized purpose of the projects

involved 1/; and because of rapidly rising local prices, 
placed in doubt
 
the prospects for those projects to achieve their planned goals within
 
originally authorized budgets. As of the end of fiscal year 1985,

USAID/Guatemala had expended over $4 million more than it might have
 
under its projects because, for about 
 ten months, it had directed AID
 
dollars to be exchanged at a less favorable rate than it had a right to
 
obtain. This situation has been compounded by the fact that
 
USAID/Gutitemala agreed to 
modify standard AID project agreement language

regarding currency exchanges to accomodate the Government of Guatemala's
 
position in this matter. Hence, a number of agreements containing AID
 
commitments totaling about $68 million had been or
executed amended in
 
this fashion.
 

TT2$ illion in Economic Support Funds have been programmed in FY 1986 
to assist Guatemala to achieve economic stabilization. 

-3 



We discussed these matters at some length with USAID/Guatemala and
provided a draft of this report to the Mission for final review and 
comment. The final report, including the recommendation that follows, 

Guatemala that it will longer exchange dollars 

has been modified in accordance with the comments received from the 
Mission (See Exhibit 4). 

Recommendation No. 1 

We recommend USAID/Guatemala officially notify the Government of 
ne supplied by AID under 

project agreements at anything less than the highest rate which is not
 
unlawful in Guatemala, that is, the "parallel" exchange rate.
 

The acti, to
plan described in Exhibit 4 to this report is sufficient 

consider the matter at issue resolved. Please advise me within thirty

days of any additional actions you have taken or information you may have
 
that would allow me to closc our recommendation.
 

a 4 " 



Exhi bit 1
 

Exchange of Correspondence between
 

RIG/A/Tegucigalpa and USAID/Guatemala
 

in Regard to Qirrency Exchange Practices
 

and Local Tax Payments
 



orrm 4" Tt RSIONAL INSPICrgs CtNtkAL
 
AMIRKAN KMbASSV
 

TLOMILALPA - NOD 
 LA$ 

.,gust 9. 1985
 

Hr. Charles Costello
 
Director
 
USA ID/Cuate msl a
 

Dear Hr. Costello:
 

I understand that during 
!(LA Call Lecce's recent 
TDY with you
in Guatemala City you a-d 
she discussed the issues raised by
Fred Kalhammer 1% a memorandum dated 8 July 
19P5 and addressed
to your Contrnller, Thomas Totino. 
in your abstnce. Gail 
 also
spent some 
time with us here this 
week on the same matters;
also present was Laurence Beck, Counsel 
to IG Beckington. Our
concerns in raising these matterb 
with you and RLA
the are

reflected An 
the following questions:
 

A) What 
were the progrT21 znd policy considerations supporting
your decision to 
accept the "official" dollar-quetzal exchange
rate conversion for 
certain USAID/C activities?
 

B) 
How were the cost implications of 
accepting the "official"
exchange rate estimated and 
factcred 
into your decision? How
long are you prepared to the
"stay course" in accpeting th~s
rate in view of 
the continuing deterioration in 
the dollar
quetzal exchange rate?
 

C) What, if any. negotiations have 
taken place with the COG
on this issue and 
at what levels? Have 
such negotiations

sulted in modifications re

to existing agreements or to standard
 
agreeer t language? Are fuither negctiaticns contemplated?
 

D) What consultations took 
place concerning acceptance of
"official" exchange the

rTte with AID/Washington 
or others and what
 were the results 
of those contacts?
 

E) What documentation 
exists to support any or of
all the
 
items mentioned above?
 

F) In your view. what precedent does the decision to accept
"official" exchange 
rate conversion 
establish 
for current and
future AID projects in Cuatemala? How should the inconsistencyin actepting "official" rates conversions under soae activities as opposed to "parallel" rate conversion under others and 
for*
 
operating expenses be 
viewed?
 



Hr. 	Charles Costello 
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C) On the matter of 
the 	so-called "value added tax"
In fact appears 
to be a sales 	 (which
tax
what negotiations have 	
on all transactions,7
taken Place 2 ).
GOG and at what levels, 
on this matter with the
what consultations have
and 	how are 
the negotiations and 

taken Place,

Is t'e outlook for 

contacts documented?
eventual 	 What
exemption
what would appear to 	 from or rebate of
be clearly 
Indentiflable 
tax payments?

These matters are 
being raised at
consideration. 	 this time
No reply 	 for your formal
to this
quested. 	 letter is expected
Fred Kalhammer and 	 or re
matters with you, 	

I would like to 
discuss
however. 	 these
Because 
we
Alr'W during 	 have to travel
the 	latter part to
 
L.nual 	 of this month
IG planning conferei.e, 	 to attend an
 
a 'e 	 I would not
to meet with 	 alticipate being
you 	for 
at least
you 	in September to 

a month. We will
arrange 	 contact
a 
mutually agreeable 
TDY opportunity.
 
Thank 
you 	for 
your 
attention 
to these 
matters.
 

Sincerely,
 

Coinage N. 
Cothard
 
Reg'l 1G 
for 	Audit
 

cc: 	RLA, GLecce
 
]G/LC, Lb-ck
 



k~tADENCY UOR INTERNATIONAL DEVELOPMENT 

IBAD UAUNITrALA7AY( A. l. 0. M,850N 10 OiUATCMALA& 

ons",,.I of 60.,4. 
WMID/GUTIWLA
APO ta I 89M 

p p'/sAP -S In
6 dI.CqGC, 00 .0 , CA. 

0 4, 1985 
_ U5 P" 

X r. ioirage N. Gothard 
RIG/A/AC 

M.AID/HorKuras
1gucigalps, Hakdras 

Dear Mr. Gothard: 

In response to your letter of August 9, 1985, the following in
formation is provided, keyed to your specific questia-r: 

(A) 1he orly real crisideraticn involved was the insistenoe of
the Government of Guatemala that the Cray legally avadlable rate under
the reviide, "teqporary" exchawge rate regime ws the go-called 'essen
tial payments" or "official" rate. Nk devaluatlon was made officially
and the adoption of a parallel market with a legally mancticred basis
treated as a limited Set of excepticns to the official rate. Fbreign 

was 

firncing agency transacticv-s (]ERD, IDS, AID) with the CK wre not
cdred, i.e. payments were to be made as before without legal recogni
ticn y the GMr 
 of any basis for use of the newly tablighed special
category of parallel market trwnsacticins. The MG maintained and still
des that trans ticns at the parallel rate for prcgrar. disbursemets h,grties such as All) are illegal, even taking into acount the Bilateral
Agreet or Projec- kre.ent provisions. 

(W) 7he imsue has not been treated an the basis of oot implica
ticn-is p e. As you are awre frco later conversations, the Missicn iutakir steps to see to it that we are afforded use of the parallel market 
rate for prograr, disb rsments. The 1ElD has retained a Guatemalar; at
torrny a"d has obtained a legal opinion that indicztes it is legal to 
par--ase all Owetzal needs- through the oazme-rcial bankirg r#,,te, at the 
most advaritagecus rate, nt-rary to COG affirmstions. The USUAD sent a
cwiy of tWs opinion to the RlA for her review and adviciw. 

On August 5, 1985, 1 met with the then President of the Ban). of
Guatemala, Os~ar Alvarez Marrquiun, specifically on the excharW rate 
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is" and v~oid our owrs. Alvarez asked that I formalize the issue 
by way of a letter, Which I did an ugust 7. He promised to study the 
matter and said that follcow- meetings beten the kank and lSAID would 
take place. The ever deepening e uouic crisis and the street riots of 
early Septeuber prevented further meetings specifically devoted to the 
issue, even though I have met with Alvarez a other urgent matters a um
ber of timer since our early August meetirg (I pexm-ally was on leave 
Septeber 6-27). 7he resignation of Alvarez on Septmber 26 terinated 
what would have been a fruitful dialogue. Li, successor, Jorge Lis 
Mcwiz, was swrn in n Octoer 2 and I will parsue the exchange ra.;
i.,-ue with him as soon as he has had the cortunity to este' lish himself 
in his re position. On October 1, at a receptian, I L,,.ke with the new 
Einister of Fianoe and told him that AID would have to move to the 
parallel rate son. 

(C) Project agreement negotiationr. ourred in late 1984 and ear
ly 1985 Which led to agreements with modified larguage on provisions
relating to purchase of local currencies. Based or. your just-concludea
visit, you have a list of these Pro Ags. Further negotiations on this 
issue will be only in the cx-itext of the discussion in (B), above. 

(D) Telephone ccinsultaticras were held with the Assistant General 
Counsel for Latin America during the process of negotiating the first 
agreerents in FY 85. 7e results of those oontacts was use of modified 
agreement language based an the premise of the illegality of the use of 
anything hit the official rate. Ihe revised language was understood to 
be a rn-vabstantive chwange reflecting the illegality for AID of use of 
anything but the standard rate always used previously. 7he nature of the 
rWxallel rate as part of a mltiple exchanq rate regime rather than a 
teorary, liirT:ted exc ettion to a unitary rate regir. war rt reafily 
aparent at tc outset. The parallel rate was established and given
legal rec ~Ation orwly in Wkvera7er 1984 k)y the Monxetary Board utilizin 
spcia] au4_hority for er±rgency and terporary vcsasures to prte-t the 
unitary rate ineffect.
 

(E) Al] relevant available dxcmentatir or, the matter ha beern
 
givwin to you and Pred Kalhwm~r during your Just-onclured M'.
 

(F) Obviously, bez-aus_ of our decisir, to sock uL. of the para]
le] mwrket for all transaicticr w do rn.t intern to trot acticr to date 
as preaoRc -nt stting. 
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(G) On August 29. 1985 the M6AID sent a now letter to the Minister 	of Pinanoe regarding the onitinuing problem of paying the "value amdad tax" (IVA) an AID program prdasf. On Septmber 5, the Ministerreujxorxed by requesting the establishment of a joint commission to stwudythe 	problem. lbur AID staff bers met with representatives of theMinistry of Finanoe and the Bnk of Guat~mala. The AID representativesSe it clear that NID felt it was not subject to the M a suggestedthat either an ..xerticn card be issued to AJD or a machwaism be set tto reimburse us for taxes paid. The 	GOG represew&atives itndicated theywould have to talk with the Minister ard w- ld oail arnther meeting ofthe 	€miission. Due to holidays, strikes, and the absence of the 	Minister, the follow-up meeting Which had already been adeduled for September 16, ws owncelled. In the meantime, UDhad asked for a legalopinion on the payment of IVA. 7b oinio, suritted on Septer 25indicates that t~ID payeven t,ug 
must on local purchases for our owin account,U&,ID shciuld be reimbursied by the GOG for 	the MVA paid onprcqra. procurements. We are not x nvinced that the legal opinion isaccurate an this point and will request further study. We are preparedto issue a bill for collection to the 0XG for this when and if appropriate. As to M paid on operating expense procurements, we are in thesame bit with the mbassy and will be guided by their actions/progress.lw Vienna Convention rather than the Bilateral Agrefent will governthis issue. 7b exacerbate the situation, the Minister of Finance Who 	 wasaware of our concerns, resigned an September 27. His successor was mrninto office on Octer 2, and ve will seek an early appointment with himto brief him an our oncerns. 

Sincerely,
 

Charles E. Costello 
Di rector 

cc: 	R A, G. Lecce 
IAC/E;, I Oueener 
LACfCIN, D. Frerick
 
OC/IAC, R. Hei gtan
 



Exhibit 2 

USAID/G Disbursements Made and Costs
 
Incurred at the Official Excharge Rate
 

Period of $ Amount $ Amount $ Cost of Using
Disbursements Disbursed at Required at "Official" vs."Official" )ate "Parallel" Rate "Parallel" Rate 

11/27-12/6/84 $ 12,168 $ 8,754 $ 3,414 
12/7/84-1/17/85 1,055,786 
 723,142 332,644
 
1/18-1/24/85 192,564 130,996 61,568 
2/1-2/7/RS SO212 
 33,476 16,736
 
2/8-2/14/85 75,589 49,084 
 260SOS 
2/15-2/21/85 33,849 21,02S 12,824
 
2/22-2/28/85 380 
 242 138
 
3/1-3/7/85 130,613 
 81,127 49,486
 
3/8-3/14/85 13,891 
 8,172 S,719
 
3/1S-3/22/8S 670,186 372,326 
 297,860
 
3/23-3/28/85 8,929 
 4,776 4,153 
3/29-4/5/85 4,965 2,600 2,365
 
4/6-4/11/85 39,937 
 19,870 20,067 
4/12-4/18/85 1,212,188 574,497 637,691
 
4/19-5/2/85 431,569 179,821 
 251,748
 
5/3-5/9/85 27,096 9,643 
 17,453
 
5/10-5/16/85 116,741 43,724 73,017 
5/17-5/23/85 110,249 
 42,404 67,845 
5/24-S/31/85 169,621 64,008 105,613
 
6/1-6/6/85 94,322 34,299 60,023 
6/7-6/13/85 995,650 355,590 640,060 
6/14-6/30/85 129,526 
 44,665 84,861
 
7/1-7/4/85 89,891 29,865 60,026 
7/5-7/11/85 163,279 54,427 108,852 
7/12-8/8/85 943,937 314,647 
 629,290
 
8/19-9/24/85 805,101 242,SO0 562,601 

TOTALS $7j578,239 g3J445J 68012 ....I II 4,132, SS9IIO I II IIIIFIIIIIIImonI IIINPI 
 lumI P I
 



1xhibit 3 

Caparison of Orlliul and Modified USAID/G Project Amreement ProvisionsItegardlng Excrange ktates 

(Excerpt from a pre-FY1984
USAID/Quatemala Project Agreement) 


Disbursement for Local Oirrency
Costs 

(a) After satisfaction of

conditions precedent, the

Borrower 
 oy obtain disburse-

ments of funds under the Loan 

for the Local Currency Costs ofgoods and services required for 
the Project inaccordance with
the terms of this Agreement, by
submitting to A.I.D., with 

necessary supporting documenta-

tion as prescribed in Project

Implementation Letters, requests 
to finance such costs.
 

(b) Local currency needed

for such disbursement hereunder 

may be obtained: 


(1)by acquisition by A.I.D.

with U.S. dollars by purchase; or 


(2)by A.I.D. requesting
the Borrower to make available 
the local currency for such costs,
ard thcreaftei reimbursing an 
amount of U.S. dollars equal to 
the amount of local currency made
available by the Borrower 

(Excerpt from a USAD/uatema)a
ProAlg modified iS accordance with 
the Gov't. of Giatemala's 
Interpretation of Its laws.)
 

Disbursement for Local Oarrency 
Costs
 

(a) After satisfaction of

conditions precedent, the Grantee
 
may obtain disbursements of funds

under the Grant for the Local 
Currency Costs of goods an services 

rrencyred for the Project in 
accordance with the tems of this
Agreement, by submitting to A.I.D. 
necessary supporting documentation
 
as prescribed inProject Implementa
tion Letters, requests to finance 
such costs. 

(b) Local Currency needed for

such disbursement hereunder may be
 
obtained:
 

(1)by acquisition by A.I.D.

with U.S. dollars by purchase from
 
the Bank of Guateriala at the

official rate. ",e nJ. of
 
America will be the intemeigry

between A.].!D. and the lZ,of
 
Gkiatecala. 
 At thesame time. 
V.TT. will notify the Kh.'of
57atenala, on a monthlybasis of
 
"the financia3 transactions mhae 
throuf, ani. o America topurchase 
local currency; or 

(2)by A.I.D. requesting the

Grantee to make available the local
 
currency for such costs, arid
thereafter reimbursrng an amount 
of U.S. dollars equal to the 
amuunt of the local currency made 
available by the Gran:te 



Rtofbeen. bte of Exchare 
more specifically y ore pecifically
if Ervie WIIDrwSecfcaloptvelprovided Ibovet if funds 	 provided jsbove), if funds

providedunder the iprojec,] provided wider the Iproject) areare introduced into Giatemals by 	 introduced into the Republic ofA.I.D. or any public or private 	 Guatemala by A.I.D. or any publicagency for purposes of carrying out Aency for purposes of carrying 	outobligations of A.I.D. hereunder, 
 obligations of A.I.D. ereunder,
the borrower will make such 
 the Grantee will make such arrangearrangements as may be necessary ments as may be necessary so that so that such funds may be converted such funds may be converted intointo currency of Guatemala at the currency of the Republic of
highest rate of exchange which, at Guatemala at the highest rate ofthe time the conversion ib made, 	 exchange which, at Jhe time the
is not ulawful in Guatemala. 	 conversion is made, is not 

unlauful in the Republicof
"Guatemala. 

(Source: loan agreement 520-V-029, 	 (Source: grant agreement 520-0339.9/14/77) 
 8/22/85, last ProAg executed in
 
FY1985)
 

Note: lrphasis has been added to 	 the modified FY 1985 agreement tohighlight differences. While the last phrase is identical in
English in both agreements, the 	 Spanish version has been

substantially changed. Literally 
 translated, the original
formulation was: "...such funds ... may be converted ... at thehighest rate of exchange which ... is not illegal ("no sea ilegal")
in Guatemala." The modified Spanish version reads: "...at the
highest rate of exchange which ... does not contravene the laws of
the Republit of Quatemala" ("no contravengp las leyes de Ia 
Republica d Guatemala"). 

The language of loan and grant agreement sections peitinent to this
issue is identical except as regards section numbering (oraittej
above) and reference to All) funds recipients as "Borrower" vs. 
"Grantee." 



Exhibit 4 

~ AGENCY rDR INTERNATIONAL DEVELOPMENT 
USAID GUATEMALA UNITEO STATES A. 0. D. MISSION TO GUATEMALA 

UIDGI.M 4TIVALA et s/o Aosowl Idn~mwa * 's,0 o, *011.. APO MA I 3 l24 @ wI. C y, Ow e-weaC.A. 

October 28, 1985
 

Mr. Coinage N. Gothard
 
RIG/A/IAC
 
USAID/Horduras
 
Tegucigalpa, Honduras
 

Dear Mr. Gothard,
 

Attached are Mission comments on the draft Limited
 
Scope Compliance Review of USAID/Guatemala's Exchange

Rate Practices. Your consideration, as appropriate, in
 
tce final report of these comments would be appreciated.
 

Sincerely,
 

Peter Ko]ar
 
Acting Director
 

Attachment: a/s
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Mission Comments on Draft
 
Limited Scope Compliance Review of
 

USAID/Guatemale's Exchange Rate Practices
 

it is quite clear that the COG specifically drafted end
intended its exchange regulations to make government-to
government aid program disbursements at anything but the
official rate illegal. The COG continues to hold strongly to
the position that the interpretation of the AID Bilateral and

the Standard Pro Ag language 
in the context of the exchange

rate regime still requires use of the "esencialidades" rate

of l: (0.1.00 a US$l.00). Note the following implied 
par nthetical addition from the GOG to the applicable
language of the Bilateral (or Pro Age): 

...convertible into currency of Guatemala at 
the
 
highest rate which, at 
the time the conversion is made,

is not unlawful (for AID under Guatemalan law) in
 
Guatemala."
 

In other words, the GOG interprets the word "unlawful" in the
 
context of the Guatemalan exchange rate law which defines

official aid flows legally as part 
of the 1:1 category and
concludes that parallel market treatment 
is, in fact,
"unlawful" within the meaning of the Bilateral 
or Pro Ags.
 

Such interpretation was implicitly accepted by the
Mission after consultations with LAC/GC by phone during

project negotiations and language changes were made in the
aareements as they were considered non-substantive changes
clarifying and reflecting the legally available exchange

rate. 
 The Mission is, however, now convinced that the
 
correct interpretation of the applicable Bilateral 
and Pro Ag

lanquage should provide AID use of 
the current "parallel"

market for all current agreements. The implied parenthetical

addition to te applicable language of the Bilateral 
(or Pro
 
Ags) should be:
 

"...convertible into currency of Guatemala at 
the

highest rate which, at 
the time the conversion is made,

is not unlawful (for anyone for anytype of 
foreign

exchange transaction) in Guatemala."
 

In other words, if a more favorable rate than that supposedly

available to AID is legally available to other entities,
 
persons, categories or 
classes of transactions, then such
 
rate shall be made available to AID as well.
 

'I 



As pointed out in the Mission's letter to you of
10/4/85, it 
was not apparent at the time the Oparallel" rate
 was authorized that it 
was part of what has become & multiple

rate system rather than a temporary, limited exception a
 
part of the emergency measures designed to maintain the
 
longstanding unitary rate regime.
 

USAID is taking steps to see that program disbursements
 
be moved to the most 
favorable rate currently available, i.e.
the "parallel" market rate as soon as practically possible:
 

(1) 
The RLA based in Costa Rica has c mpleted P TDY in
which she prepared a draft communication to the GOG

setting out why the U.S. is entitled to the
 
"parallel" rate and cannot accept the GOG

interpretation of applicable legal principles.

This letter will be transmitted as soon as it can

be made ready in final form;
 

(2) 
The Mission has advised the President of the
 
Central 
Bank in writing (copy of letter attached)

that in the context of ongoing Housing Guaranty

negotiations USAID will not accept the ll rate and
will insist on the "parallel" rate (Note: as local
 
currency purchases per se are not involved in HG

transactions the governing legal principles are
 
somewhat different, but the Mission wants to make
 
clear that we will 
no longer do any business at the
 
1:1 rate)i
 

(3) On October 25, 19P5, the Mlssion signed an
 
energency disaster assistance grant agreement for
 
earthquake relief for $15,000 with the GOG only

after using the standard AID agreement language on

conversions and making clear to GOG representatives

that this meant use of the "parallel" rate.
 
Accordingly, the Mission will notify the GOG
 
officially in connection with disbursement that the

"parallel" market 
rate was used. The GOG disaster
 
relief agency officials (CONE) strongly supported

the Mission position as this will generate about
 
3.7 times as much local currency. The Chief of
 
State (as titular head of CONE) signed the
 
agreement on behalf of the GOG.
 

The new Minister of Finance has told the Ambassador and
Deputy Chief of Mission during their recent courtesy call on

him that he considers only the ll rate available for
 
external aid inflows. 
As the 1:1 rate inflows are used to
 
pay for "essential payments" category imports, e.g.
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petroleum, wheats fertilizers medicines, this issue is
extremely sensitive diplomatically and of great practical
political importance to the 0OG. 
As there are serious
shortfalls of actual inflows vs. needed outflows of foreign
exchange at the 1l# 
 rates 
shortages of gasoline, medicines,
etc. are being experienced in Guatemala with politically
destabilizing effects during the electoral period of transfer
from military to elected civilian government. Nonetheless,
the Mission will complete a transition to full use of the
"parallel" market for all 
transactions as 
-spidly as possible.
 
The use of the 1:l rate introducr! an element of balance
of payments support 
to the AID program where projects
included elements of loczl 
cost financing. 
Though balance of
payments support is badly needed in Guatemala the Mission is
in agreement that such impact 
should not be achieved through
project currency conversions at the cost of loss of
purchasing power for financing actual 
local costs in project


assistance.
 

[The last paragralh of USA]D/Guate)a]a's response, 
requesting
 
a modification 
to our report recommendation, has been deleted
 
because the modification 
was made as requested.]
 



APENIX 1
 

REPORT DISTRIBUTION 

No. of Copies 

Director, USAID/Guatemala S 

M/LAC 2 

LAC/CAP 2 

LAC/GC 1 

LAC/CONT I 

LAC/DR 1 

LAC/DP I 

AA/PPC I 

AAAXA I 

XA/PR I 

LEG I 

GC 1 

A2 

F/FM/ASD 2 

PI'C/CDI E 3 

M/SER/M I 

RLA/San Jose I 

RLA/Panama 1 

RLA/Bridgetown 1 


