AUDIT OF
USAID/PERU
PRIVATE SECTOR AGRICULTURAL
INVESTMENT PROMOTION
PROJECT NO. 527-0265

Audit Report No. 1-527-86-16
June 16, 1986



AGENCY FOR INTERNATIONAL DEVELOPMENT

U. S. MAILING ADDRESS: OFFICE OF THE REGIONAL INSPECTOR GENERAL TELEPHONES:
RIG/T AMERICAN EMBASSY 32.0044 & 32-0092

APO MIAM| 34022 TEGUCIGALPA — HONDURAS also 32-3120/9, EXT. 293 & 296

June 16, 1986

MEMORANDUM
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FROM  : RIG/A/T, égfnage N. Gothard

SUBJECT: Audit of USAID/Peru Private Sector Agricultural Investment
Promotion, Project No. 527-0265

This report presents the results of audit of USAID/Peru Private Sector
Agricultural Investment Promotion, Project No. 527-0265. The specific
objectives of this audit were to evaluate project effectiveness 1in
achieving planned results, the efficiency of project operations, the
adequacy of interal controls and compliance with AID regulations.

Project effectivcness has been limited by the Ffailure of the Government
of Peru (GOP) to (a) obtain $10 million in loan funds from a United
States financial institution or institutions, (b) provide in a timely
manner its counterpart and maintenance of value contributions, and (c)
implement the planned technical assistance fund. The efficiency of
project operations has been reduced by poor cash management of the
Agricultural  Investment Fund and by cumbersome subloan application
procedures. Weaknesses in internal controls has led to (a) insufficient
documentation to monitor the provisions of the F1v America Act in this as
well as uther projects and (b) the use of subproject funds for purposes
not authorized in the subloan agreements.

The project will not achieve its planned level of financial results
because the Government of Peru, which suffers from a poor credit rating,
was unable to obtain $10 million in loan funds from a United States
financial institution or institutions as planned. As a result,
USAID/Peru  suspended AID disbursemcnts on December 31, 1984. USAID/Peru
and the Government of Peru subsequently agreed to eliminate this
co-financing requirement and to reduce the total cost of the project from
$35.5 to $19 million. Other problems that have adversely affected the
implementation of the project included the failure by the GOP to provide
any of its contribution for counterpart and for maintaining the dollar
value of the Agricultural Investment Fund in 1983 and 1984. As a result,
USAID/Peru conditioned the renewal of AID 1loan disbursements (originally
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suspended for non-compliance with the co-financing requirement) on GOP
compliance with its contribution requirements. In January 1986, the GOP
provided most of its agreed counterpart and maintenance of value
contributions.

A contribution was needed to maintain the value of the Agricultural
Investment Fund mainly because of fund decaritalization caused by the
Development Finance Corporation (COFIDE) charging iess than market rates
of interest on subloans to farmers and because surplus cash was not

invested. COFIDE has corrected the interest rate problem and the cash
managenment problem is addressed in this report.

Except as noted above, USAID/Peru and COFIDE have established and
implemented an effective system to provide medium-term credit to small
and medium-sized farmers which was the major objective of *the project.
During the 18-month period ending in April 1985, COFIDE worki g through
12 intermediate credit institutions (ICIs), disbursed about $5 million in
AID loan advances for subloans and has monitored the use of subloan
proceeds in an effective manner. Our visits to the subborrowers showed
that the medium-sized farmers we visited were highly motivated,
well-trained or experienced, and proud of what they were able to
accomplish with the sublcans. USAID/Peru has done a satisfactory job in
identifying and resolving the GOP counterpart, maintenance of valu: and
interest rate rroblems.

The report recommends that: cash management in the Agricultural
Investment Fund be improved; a 1legal opinion be obtained to determine
what rate of exchange should be used to calculate the equivalence of GOP
contributions to the project; coutrol over the use of subproject funds
provided by the subloan and the farmers be improved; documentation
requirements for the preparation of subloan applications be simplified;
the technical ascistance program for farmers be modified; and improved
procedures be followed to verify compliance with the Fly America Act.
4

USAID/Peru was in general agreement with the audit report.  Your complete
comments  are  conteined in Appendix 1. This report contains six
recommendations of which five are closed upon its publication because of
corrective actions taken.

Please advise this office within 30 days of the actions planned or taken
to implement Recommendation No. 5 of this report.



EXECUTIVE SUMMARY

USAID/Peru's Private Sector Agricultural Investment Promotion project was
started in March 1983 and is scheduled to end in March 1988. AID has
loaned the Government of Peru $10 million for this project of which
almost $5 million was disbursed as of December 31, 1985. The total cost
of the project was to be $35.5 million. It was to be implemented by the
Development Finance Corporation, an autonomous state enterprise. The
Development Finance Corporation was to create an Agricultural Investment
Fund to finance subloans made by private sector financial institutions or
intermediate credit institutions . farmers for medium-term agricultural
credit for on-farm improvements.

The Office of the Regional Inspector General for Audit/Tegucigalpa
reviewed the Private Sector Agricultural Investment Promotion project,
covering activities from March 29, 1983 through January 31, 1986. The
audit  objectives were to evaluate the project's effectiveness in
achieving planned results, the efficiency of project operations, the
adequacy of internal controls, and compliance with AID regulations.

The project will not achieve its planned level of financial results
because the Government of Peru, which suffers from a poor credit rating,
was unable to obtain $10 million in 1loan funds from a United States
financial institution or institutions as planned. As a result,
USAID/Peru suspended AID disbursements on December 31, 1984. USAID/Peru
and the Government of Peru subsequently agreed to eliminate this
co-financing requirement and to reduce the total cost of the project from
$35.5 to $19 million. Other problems that have adversely affected the
implementation of the project included the failure by the Government of
Peru to provide anv of its contributions for counterpart and for
maintaining the dollar value of the Agricultural Investment Fund in 1983
and 1984. As a result, USAID/Peru conditioned the renewal of AID loan
disbursements  (originally  suspended for non-compliance with the
co-financing requirement) on Government of Peru compliance with its
contribution requirements, In January 1986, the Government of Peru
provided most of its agreed counterpart and maintenance of value
contributions.

A contribution was needed to maintain the dollar value of the
Agricultural Investment Fund mainly because of fund decapitalization
caused by the Development Finance Corporation charging less than market
rates of interest on subloans to fammers and because of poor cash
management . The  Development Finance Corporation has corrected the
interest rate problem and the cash management problem is addressed in
this audit report.

Except as noted above, USAID/Peru and the Development Finance Corporation
have established and implemented an effective system to provide
medium-term credit to small and medium-sized farmers which was a major
objective of the project. During the 18-month period ending in April
1985, the Development Finance Corporation working through 12 intermediate
credit institutions disbursed about $5 million in AID 1loan advances for
subloans to farmers and nas monitored the use of subloan proceeds in an



effective manner. Our visits to the farmers showed that medium-sized
farmers were highly motivated, well-trained or experienced, and proud of
what they were able to accomplish with the subloans. USAID/Peru has done
a satisfactory job in identifying and resolving the Government of Peru
counterpart, maintenance of value and interest rate problems.,

The Development Finance Corporation did not earn any interest on the cash
balances of its Agricultural Investment Fund from November 1983 through
January 1986 because it did not follow sound cash menagement procedures.
As a result, the fund was decapitalized by $831,945. We recommended that
the surplus cash of the fund be invested which was done nrior to the
publication of this report.

AID 1local currency contributions to the project have been obtaired by
using the free market (parallei) rate of exchange. However, the dollar
equivalence of the Government of Peru contribution has been determined by
using the lower official rate of erchange because according to USAID/Peru
it is reguired by the Government of Peru budgetary law. As a result, the
real value of the Government of Peru contribution will be understated in
terms of dollars and the Government of Peru may not centribute the dollar
amounts required by sections 3.2(b) and 6.2(b) of the AID 1loan
agreement.  More importantlv, this could also lead to situat, .is where
the Government of Peru does aot contribute at least 25 percent of the
total project cost as required by section 110 of the Foreign Assistance
Act. We recommended that a legal oninion be obtained which was done
prior to publication of this report. The opinion indicated that the rate
of exchange to be used to determine the dollar equivalence of host
country contributions is a matter of negotiation because of the lack of
any legal or policy criteria. We plan to recommend in another audit
report that the pelicy issue be addressed by AID/Washington.

The Development  Finance Corporation canceled its fimancing with the
intermediate credit institutions for 10 of 122 subloans because the
Development Finance Corporation found that the fammers (subborrowers) had
not used the subproject funds as intended. This happened because subioan
disbursement controls were not adequate to ensure the proper use of

subproject funds. Also, criteria were applied to the cancellation of
subloans that did not consider subproject implementation delavs outside
the control of the farmers. We recommended that the disbursement

controls and cancellation criteria be improved which was done prior to
publication of this report.

The Development  Finance Corporation subloan application requires the
preparation of a projected cash flow analysis which is of little value
for small loans. This can discourage the farmers from applying for
subloans and intermediate credit institutions from participating in the
program. We recommended that  subloan  application  procedures be
simplified for smaller loans which was done prior to publication of this
report.

A technical assistance fund of $500,000 was to be established to provide

technical assistance through the intermediate credit institutions to the
subborrowers (farmers) on a loan basis. This technical assistance fund
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has not been implemented because detailed plans and procedures were not
prepared. If this component of the project is not implemented, the
farmers may not benefit trom needed technical assistance. We recommended
that if a technical assistance is needed, a program should be designed to
satisfy those needs and that any fuinds not needed for the program be
reprogrammed. Action was started to correct this problem prior to
publication of this report.

Some AID financed contractors did not use U.S. air carriers to leave and
return to the '.S. under this project as well as projects 527-0192 and
0178. Documentat.on in USAID/Peru Controller files was incomplete to
verify  compliance with the Fly America Act. We recommended that
justifying documentatiua be obtained to determine if refunds had to be
made and that monitoring procedures be improved. This was done prior to
the publication of this report.
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FART 1 - INTRODUCTION

A. Background

On March 29, 1983 USAID/Peru and the Government of Peru (GOP) signed a
loan agreement for the Private Sector Agricultural Investment Promotion
project for $10 million. The goal of the project was to increase rural
incomes in Peru by increasing agricultural productivity.

The project purpose was to increase the availability of medium-term
agricultural credit in Peru by strengthening the capacity of private
sector financial institutions or intermediate credit institutions (ICIs)
to finance medium-term agricultural loans for small to medium-sized
farmers. The project was to be implemented by the Development Finance
Corporation (COFIDE), an autonomous state enterprise. COFIDE was to
create an Agricultural Investment Fund to finance eligible subloans made
by ICls to farmers for medium-term agricultural credits of up to ten
years for on-farm improvements.

The project was estimated to cost $35.5 million of which $35.2 million
was for apricultural credit activities and $.3 million for technical
assistance and training to the ICIs.

The $35.2 million for agricultural credit activities was to be financed
by: $9.7 million in AID loan funds, $10.0 million in loans from a United
States financial institution or institutions, $5.0 million from COFIDE as
GOP counterpart, and $10.5 million from participating ICIs and farmers.
COFIDE was to finance 70 percent of the cost of each subloan project and
the ICIs and farmers were to finance the remaining 30 percent. Of the
$9.7 million in AID 1loan funds allocated to agriculture credit
activities, $500,000 was to be used as a revolving loan fund to provide
technical assistance to farmers.

COFIDE entered into loan agreements with each ICI. The ICIs were to make
the subloans to farmers and COFIDE was to finance up to 70 percent of the
cost of each subproject. The ICI was to assume the full risk of each
subloan.  The ICI was obligated to repay COFIDE for its financing of the
subloan when the subloan payments fell due even if the farmer did not pay
the ICI. The ICI authorized COFIDE to charge or credit its account at
the Central Bank of Peru to make the financial transactions agreed to
between COFIDE and the ICI.

By the end of the project, COFIDE's medium-term Agricultural Investment
Fund was to be operating using reflows from the loans. Approximately
nine to twelve ICIs were to have gained experience in making medium-term
agricultural investment loans to farmers.



The estimated completion date for the 5-year project was March 31, 1988.
As of December 31, 1985, AID had disbursed $4,976,401 under the loan.

B. Audit Objectives and Scope

The Office of the Regional Inspector General for Audit/Tegucigalpa
performed a program results audit of the Private Sector Agricultural
Investment  Promotion project. The audit covered expenditures of
$4,976,401 from March 29, 1983 through December 31, 1985 and activities
through January 31, 1986. The audit fieldwork was conducted from January
23 through March 18, 1986.

The audit objectives were to evaluate:

- the effectiveness of the project in achieving planned results,
- efficiency of project operations,

- the adequacy of internal controls, and

- compliance with AID regulaticns.

To accomplish these objectives, we reviewed project files and interviewed
officials of USAID/Peru and COFIDE. We also visited five of the thirteen
ICIs participating ir. the program and four of the farmers obtaining
subloans from the ICIs. This audit was made in accordance with generally
accepted government auditing standards.



AUDIT OF
USAID/PERU
PRIVATE SECTOR AGRICULTURAL
INVESTMENT PROMOTION

PART II - RESULTS OF AUDIT

Project effectiveness has been limited by the failure of the Government
of Peru (GOP) to (a) obtain $10 million in loan funds from a United
States financial institution or institutions, (b) provide in a timely
manner its counterpart and maintenance of value contributions, and (c)
implement the planned technical assistance fund. The eff. iencv of
project operations has been reduced by poor cash management of the
Agricultural  Investment Fund and by cumbersome subloan application
procedures. Weaknesses in internal controls has led to (a) insufficient
documentation to monitor the provisions of the Fly America Act in this as
well as other projects and (b) the use of subproject funds for purposes
not authorized in the subloan agreements.

The project will not achieve its planned level of financial results
because the Government of Peru, which sufters from a poor credit rating,
was unable to obtain $10 million in loan funds from a United States
financial institution or institutions as planned. As a result,
USAID/Peru suspended AID disbursements on December 31, 1984. USAID/Peru
and the Government of Peru subsequently agreed to eliminate  this
co-financing requirement and to reduce the total cost of the project from
$35.5 to $19 million. Other problems that have adversely affected the
implementation of the project included the failure of the GOP to provide
any of its contributions tor counterpart and for maintaining the doilar
value of the Agricultural Investment Fund in 1983 and 1984. As a result,
USAID/Peru conditioned the renewal of AID loan disbursements (originally
suspended  for non-compliance with the co-financing requirement) on GOP
compliance with its contribution requirements. In January 1986, the GOP
provided most of its agreed counterpart and maintenance of value
contributions.

A contribution was needed to maintain the dollar  value of  the
Agricultural Investment Fund mainlvy because of fund decapitalization
caused by the Development Finance Corporation (COFIDE) charging less than
market rates of interest on subloans to farmers and  because surplus  cash
was not invested. COFIDE has corrected the interest rate problem and the
cash management problem is addressed in this report,

Except as noted above, USAID/Peru and COFIDE have  established  and
implemented an  effective svstem to  provide medium-term credit to small
and medium-sized farmers which was the major objective of  the project,
During the 18-month  period ending in April {985, COFIDE working through
12 intermediate credit institutions (ICIs), dishursed about $5 million in
AID loan advances for subloans and has monitored the use of subloan
proceeds in an effective manner. Our visits to the subborrowers showed
that the medium-sized farmers  we visited were highly motivated,
well-trained or experienced, and prowd of what they were able  to
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accomplish with the subloans. USAID/Peru has don: a satisfactory job in
identifying and resolving the GOP counterpart, maintenance of value and
interest rate problems.

The report recommends that: cash manajement in the Agricultural
Investment Fund be improved; a legal opinion be obtained to determine
what rate of exchange should be used to calculate the equivalence of GOP
contributions to the project; control over the use of subproject funds
provided by the subloans and the farmers be improved; documentation
requirements for the preparation of subloan applications be simplified;
the technical assistance program for farmers be modified; and improved
procedures be followed to verify compliance with the Fly America Act.



A. Findings and Recommendations

1. Cash Management Needs to be Improved

Sound cash management principles hold that interest be earned on surplus
cash balances. The Development Finance Corporation (COFIDE) did not earn
any interest on the cash balances of its Agricultural Investment Fund
from November 1983 through January 1986 because it did not follow sound
cash management procedures. As a result, the fund had foregone interest
earnings of $831,945 (see Exhibit 1),

Recommendation No. 1

We recommend that USAID/Peru obtain evidence that the Development Finance
Corporation has invested the cash balances of its Agricultural Investment
Fund in low-risk, interest-bearing investments.

Discussion

Sound cash management principles require that interest income be earned
on surplus cash balances in order to help maintain the purchasing power
of this important liquid asset.

The Agricultural Investment Fund had an average monthlv cash balance of
$650,000 since it was established in November 1983 through January 1986,
However, COFIDE did not ecarn any interest income on its surplus cash
becausce sound cash management principles were not followed.

During the period from November 1983 through  December 1984,  the
Agricultural Investment fund was almost entirelv financed by AID advances
totaling almost $5 million. During that period, monthly cash balances
averaged  $505,000. However,  USATD/Peru advised COFIDE by Iplementation
Letter No. 6 that AID advances had  to be deposited in a  separate
non-interest  bearing project bank account, We  could not find anv
restriction in the AID project apgreement  that  prohibited  the GOP from
earning interest on Al funds since this was a loan and not a grant,
From January to December 1985 the fund was financed mainly by reflows and
monthlv cash balances averaged  $400,000, In  January 1986, the cash
balance of the fund increased greatly to almost $5 million because of a
GOP contribution for maintenance of value and counterpart funding of the
project,

Althouph USAID/Peru has  long  been  aware  of  COFIDE's  cash  manapement
problem (which was  discussed 1na May 1985 project evaluation), the
problem has persicted.  USAID/Pera  and  COFIDL  have  been considering
several options.  The lowest risk option would be to convince the Central
Bank  to pay interest  on the cash balances of the fund as they are doing
on COFIDE's repular account. Other options would be  to buv  short-term
bonds issued by COFIDE or to transfer the cash of the fund to QOFIDE's
regular interest-bearing account with the Central  Bank, If this latter
option is implemented, then COFIDE should establish adequate accounting
controls to ensure that the cash of the fund is not used for its own
opcrations,



If the Central Bank agrees to pay interest on the fund, or the cash of
the fund is transferred to COFIDL's regular interest-bearing account with
the Central Bank, then 100 percent of the cash of the fund should be
invested. However, if the cash of the fund is invested only in COFIDE's
short-term bonds, then an adequate cash balance should be maintained in
the fund's non-interest-bearing account to cover the short-term
disbursement needs of the project.

In Exhibit 1 we have estimated that the Agricultural Investment Fund has
forgone $831,945 in interest income from November 1983 through January
1986 by not investing the cash of the fund in savings accounts of finance
companies. As of February 1, 1986, the fund had a cash balaiice of almost
$5 million. Assuming that it will take about one vear to disburse this
amount, the fund could lose about $800,000 in interest income over the
next 12 months at current interest rates of 32 percent ($2.5 million x 32
percent). Although the GOP has agreed to maintain the dollar value of
the fund, annual GOP contributions could be greatlv reduced by improving
the cash management of the fund, thereby saving scarce GOP resources for
other purposes.

USAID/Peru  does not believe COFIDE should have invested idle cash
balances derived from AID loan advances prior to 1985 in interest-bearing
investments because thev claim it is contrarv to AID policy.

In our opinion, the issue of whether a host government can earn and
retain interest on AID loan payments to ICIs is not clearly defined by
AID  policy.  Since our audit of another USAID/Peru project (527-0178)
disclosed that another host government institution did invest and earn
interest on AID loan payments, we are recomnending in that report that
USAID/Peru obtain an AID/Washington legal opinion to determine what
corrective action is needed.

Prior to the publication of this report USAID/Peru requested and  received
a guidance cable (State 140362) from the office of the Controller in
AID/Washington, The cable stated that when dealing with an ICI a
distinction has to be nade between advancing funds to assist with
implementation or disbursing funds in order to capitalize the ICI. In
the case where funds are advanced to assist the ICI in meetin,: its cash
necds, then the AID policy of providing for imrediate cash requirements
should be followed. They did not feel that an advance, even though
issued to an ICI from loan funds, should be permitted to  provide income.
The cable concluded that they were unable to find any guidance or
references that support a different position and added  that any specific
references  that  would point  them in a different direction would be
appreciated and explored.

Management Comments

USAID has obtained evidence that COFIDE has invested temporary surplus
cash  balances of the Credit Fund in lw-risk, interest-carning
investments by transferring project funds to its regular interest-bearing
account  with the Central PRank. COFIDE has adopted the policy of
investing temporary surplus cash and, further, is sccking from the
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Peruvian Central Bank payment of interest on the project's account. This
latter procedure will assure maximum liquidity, a good investment return
on daily balances and complete segregation of funds. Additionally, USAID
will monitor closely COFIDE's requests for AID advances to the Credit
Fund to assure that only minimum small balances remain in the project's
account before USAID makes available new project advances to fund needed
subloan disbursements.

Inspecter General Comments

Recommendation No. 1 is to be closed upon publication of this report
because the corrective actions described above meet the intent of our
recommendat ion,



2. Exchange Rate Used to Determine GOP Counterpart Contributions is
Questionable

The rate of exchange used to convert AID's dollars to local currency for
its contribution to the project should also be used to determine the
dollar equivalent of the GOP's local currency contribution. AID local
currency contributions have been obtained by using the free market
(parallel) rate of exchange. This is consistent with section 8.4 of the
loan agreement which states that AID funds should be converted into local
currency at the highest rate of exchange which is not unlawful in Peru
and recent AA/LAC guidance on exchange rates (see Exhibit 2). However,
the equivalence of the GOP contribution has been determined by using the
lower official rate of exchange because according te USAID/Peru it is
required by GOP budgetary law. As a result, the real value of the GOP
contribution will be understated in terms of dollars and the GOP may not
contributc the dollar amounts required by sections 3.2(b) and 6.2(b) of
the AID loan agreement. More importantlv, this could also lead to
situations where the GOP does not contribute at least 25 percent of the
total project cost as required by Section 110 of the Foreign Assistance
Act. Since AID policy does not address the issue of what rate of
exchange should be used to calculate the dollar equivalence of host
country contributions, we believe that USAID/Peru should obtain a legal
opinion on what rate of exchange should be used.

Recommendation No. 2

We recommend that USAID/Peru obtain a legal opinion from AID/Washington
on what rate of exchange should be used to determine the dollar
equivalent of the GOP contributions to the preject made under sections
3.2(b) and 6.2(b) of the loan agreement and take any corrective action
required by the opinion.

Discussion

In our opinion, the rate of exchange used to convert AID dollars to local
currency for its contribution to the project should also be used to
determine  the  dollar equivalent of the &P's  local currency
contributions.  AID's local currency contributions have been obtained by
using the free market (parallel) rate of exchange. This is consistent
with scction 8.4 of the loan agreement which states that AID funds should
be converted into local currency at the highest rate of exchange which is
not. unlawful in Peru anl recent AA/LAC puidance on cichange rates (see
Exhibit 2). However, the equivalence of the GOP contribution has becn
determined by using the lower of ficial rate of exchange because according
to USAID/Peru 1t is requirted by GOP budgetary law.

AID Implementation Letter No. 18, dated September 9, 1985, conditioned
the renewal of AlD loan disbursements on the requirement that the GOP
contribute $4.6 million to the project. This contribution was to consist
of $2.4 million for counterpart, as required under section 3.2(b) of the
loan agreement ({inanced from P.L. 480 Title 1), and $2.2 million for
maintaining the dollar value of the Agricultural Investment Fund through
March 31, 1985 as required by section 6.2(b) (financed by other dcnors).
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In January 1986, the GOP made a contribution of 1/.55,200,000 1/ to
comply with the requirements of Implementation Letter No. 18. Thus, the
GOP contribution was equivalent to $3,962,670 using the official rate of
exchange of 1/13.93 to $1.00. However, if the parallel rate of exchange
had been used (I/.17.39 to $1.00), the dollar equivalent of the GOP
contribution would only have been $3,174,238.  Thus, by using the
official rate of exchange, the value of the GOP contribution was
unrealistically overvalued by $788,432.

Use of a 1less than best available rate of exchange could 1lead to
situations were the GOP is not in compliance with sections 3.2(b) and
6.2(b) of the AID loan agreement and more importantly section 110 of the
Foreign Assistance Act (FAA). Section 110 of the FAA requires the host
country to contribute at least 25 percent of the total development
assistance funded project cost. To ensure compliance with the FAA, we
believe the dollar equivalent of the GOP contributions should be
calculated using the same exchange rate that s used to convert AID
dollars to local currency.

Management Comments

Prior to the publication of this report, the General Counsel for Latin
America and the Caribbean (GC/LAC) cabled a legal opinion to USAID/Peru
(State 163411) which indicated that the rate of exchange to be us:d is a
matter of negotiation in the absence of any legal or AID policy criteria
(see Appendix 2).

Inspector General Comments

Recommendation No. 2 is closed upon publication of this report because
the requested legal opinion was obtained. However, since AID policy does
not address the 1issue of what rate of exchange should be used to
calculate the dollar equivalence of host country contributions in order
to verify compliance with section 110 of the Foreign Assistance Act, we
believe that policvy guidance should be provided by AID/Washington.  Such
policy ~ guidance should consider situations of both multiple and/or
floating exchange rates. We plan to address this issue in another
on-going RIG/A/T audit of USAID controls over host country counterpart
contributions which will cover most of the AID countries in Latin America
and the Caribbean.

I/ The GOP recently changed its currency from soles to intis. The
official rate of exchange for one dollar is 13.93 intis or 13,930
soles.
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3. Control Over the Use of Subproject Funds Needs Improvement

The subloan agreements specified how the subproject funds (the subloans
and contributions from the farmers) were to be used. Since program
incepticni in  November 1983 through December 1985, the dev:lopment finance
Corporacion (COFIDE) financed 122 subloans made by intermediate credit
institutions  (ICIs) participating in the program. However, COFIDE
canceled its financing with the ICIs for ten of these subloans because
COFIDE found that the farmers (subborrowers) had not used the subproject
funds as intended. This happened because subloan disbursement controls
were not adequate to ensure the proper use of subproject funds. Also,
COFIDE applied criteria to the cancellation of some of these subloans
that  did not consider subproject implementation delays outside the
control of the subborrowers that prevented the use of subproject funds as
planned. If subproject funds are not used as intended, this could
adversely affect the achievement of the project goal to increase
agricultural productivityv.

Recommendation No. 3

We recommend that USAID/Peru obtain evidence that the Development Finance
Corporation has established:

a) improved disbursement control procedures to ensure that subproject
funds are used for purposes as specified in the subloan agreements;
and

b) subloan cancellation «criteria that consider implementation delays
outside the control of the subborrowers that could prevent the use of
subproject funds as planned.

Discussion

Since program inception in November 1983 through December 1985, COFIDE
financed 122 subloans made by ICIs participating in the program.  The
subloan agreements specified how the subproject funds (subloan proceeds
and contributions from the subborrowers) were to he used.

COFIDE cancelled its financing with the ICIs for ten of the subloans by
charging the ICI accounts at the Central Bank of Peru because COFIDE
found through its field visits that the farmers had not used the
subproject funds as specified in the subloan agreements. For example,
they found that expense documentation was not sufficient to support the
eligible use of subproject funds, cattle were not purchased, and dikes,
drainage canals, ponds, retaining walls, houses, and irrigation canals
were not constructed. In addition, COFIDE found that two farmers had
invested their unused subloan proceeds in forcign certificates of deposit
or a savings account. In one instance, a subloan was granted to finance
farm improvements that had been made before the subloan was approved.

COFIDE has done an excellent job of following-up on subloans through its

Department of Follow-up and Control. COFIDE's follow-up procedures
consist of reviewing expense documentation obtained from the ICIs and
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making field visits to the farms to verify compliance with the farm
plan. As of December 31, 1985, COFIDE had followed-up on 67 percent of
the subloans granted from the Agricultural Investment Fund.

The ICIs have also made some field visits but they are more interested in
the repayment of subloans rather than whether the funds were used as
intended. Some of the ICIs stated that they would prefer that COFIDE
make more field visits since the 5 percent margin received by the ICIs is
not adequate to cover field trip and other costs, particularly for the
smaller subloans. One of the ICIs believed that COFIDE's criteria for
the cancellation of subloans has been too strict. For example, one
subborrower could not make the required improvements because subloan
funds were not received as planned before the beginning of the rainy
season.

Subproject funds were not used as planned because COFIDE disbursement
controls were not adequate. To correct this problem, COFIDE believes a
field visit should be made prior to the granting of the subloan to obtain
baseline data that would permit it to verify progress after the subloan
is granted. Also COFIDE believes that subloan disbursements should not
be made in one disbursement as has been done in the past for most 1loans.
Instead, disbursements should be staggered and conditioned upon the
project  progress as verified through field visits and expense
documentation,

To resolve these problems, we believe that COFIDE should establish
improved procedures to ensure that subloan proceeds are used as intended
and develop criteria that would obviate cancellation of subloans because
of implementation delays outside the control cf the subborrower.

Management Comments

USAID has obtained evidence that COFIDE has now established improved
control procedures to continue to ensure, to the maximum extent possible,
that subloans are used for the purposes intended. These actions include
(1) increased field visits by COFIDE staff prior to and after subloan
dishursements, and in conjunction with regular reviews of  project
progress, and (2) a written policy directive to phase disbursements, for
larger subprojects, based on a chronogram of investments. USAID has also
obtained evidence that COFIDE has adopted a new policy amending
cancellation criteria to consider implementation delays outside the
control of the subborrowers.

Inspector Gencral Comments

Recommendation No. 3 is closed upon publication of this report based on
the corrective actions described above,
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4. Documentation Requirements for Preparation of Subloan Applications
Were Excessive

Documentatior requirements should not be in excess of needs. The
Development Tinance Corporation (COFIDE) did not fully observe sound
principles of management in establishing documentation requirements for
the subioan application. The COFIDE subloan application requires the
preparation of a projected cash flow analysis which is of 1little value
for small loans. This can discourage farmers from applying for loans and
intermediate credit institutions (ICIs) from participating in the program.

Recommendation No. 4

We recommend that USAID/Peru obtain evidence that the Development Finance
Corporation has simplified the documentation requirements for preparation
of subloan applications for the smaller subloans.

Discussion

Documentation requirements should not be in excess of needs. COFIDE's
subloan application procedures require the preparation of a projected
cash flow analysis which is not needed for small subloans. In addition,
the procedures require the preparation of an Internal Rate of Return
analysis for subloans above $100,000.

Some of the ICIs told us that COFIDE's subloan application documentation

requirements  were excessive, In their opinion, the cash flow and
Internal Rate of Return analyses were not needed for the smaller
subloans, Many farmers were unable to complete this part of the

application without assistance from the ICI, COFIDE or others. One ICI
felt it was generally protected against bad debts bv the collateral used
to secure the subloan or the credit record of the subborrower for the
smaller subloans.

In our opinion, unnecessary documentation requirements discourage farmers
from applying for subloans and the ICls from participating in the
program.  Consequently, we believe that COFIDL should simplify its
subloan application documentation requirements for the smaller subloans
by eliminating the preparation of a cash flow analysis.

Management Comments

USAID has obtained evidence that COFIDE has waived, for all subloans not
exceeding  the equivalent of  $20,000 1n aggregate, calculated using the
highest  lawful rate of  exchange, the  previous  requirement  that
subborrowers present cash flow projections and internal rate of return
calculations. Should the calculations be deemed necessary by COOFIDE,
they will be performed ty COFIDE staff. It should be noted that this new
policy will simplify subloan application procedures for over 40 percent
of subborrowers.

Inspector General Comments

Recomaendation No. 4 is closed upon publication of this report based on
corrective actions described above.
-12 -



5. Technical Assistance to Subborrowers

A technical assistance fund of $500,000 was to be established to finance
technical assistance through the intermediate credit institutions (ICIs)
to the subborrowers (farmers) on a loan basis. This technical assistance
fund has not been implemented because detailed plans and procedures were
not prepared. The Development Finance Corporation (COFIDE) and the ICIs
have provided some of the technical assistance contemplated under the
technical assistance fund to the subborrowers at no cost. Other
subborrowers  have obtained needed technical assistance from other
sources. Some subborrowers do not nced technical assisiance and others
do not want to pay for it. The issue of how much or what type of
technical assistance is needed and the methods to be used to finance and
channel the assistance to the subborrowers should be defined by COFIDE
and USAID/Peru. If this component of the project is not implemented,
certain subborrowers may not benefit from needed technical assistance.

Recommnendation No. 5

We recommend that USAID/Peru and the Development Finance Corporation
determine to what extent a technical assistance program is neceded to help
the subborrowers and design a viable program to satisfv those needs. Any
funds not nceded for this purpose should be reprogrammed for other
project purposes,

Discussion

A rotating technical assistance fund of $500,000 was to be established as
separate subloans from the Agricultural Investment Fund. This fund was
to be made available to participating ICIs to provide technical
assistance to subborrowers (fammers). COFIDE was to initially disburse
to the ICls for the establishment of individual technical assistance
funds to be ranaged by ecach IC1  and  maintained by subborrower
repayments.  Areas of assistance were to  inclwle preparation of farm
budgets and subloan applications, cash flow analyses, bookkeeping, and
equipment procurement, installation, and maintenance. Once subborrowers'
repayments for technical assistance begin, additional funds were to be
available for technical assistance for new subborrowers.

The technical assistance fund has not been implemented because detailed
plans and procedures were not  prepared. COFIDL:  submitted a general
technical assistance plan to satisfy the conditions precedent of the
loan.  This plan stated that COFIDE would establish  procedures  to
implement the plan, but COFIDE has nnat done  this. Also, USAID/Peru
approved the general  plan with the understanding  that  COFIDE  would
preparec a detailed plan with the help of a short-term technical advisor.
But a short-term technical advisor was not contracted for this purpose.

The technical assistance program will have to be redesigned to ensure its

success. For example, we found that COFIDE and the ICIs have provided
some of the technical assistance contemplated (preparation of subloan
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B. Compliance and Internal Controls

1. Compiiance

The audit disclosed that 10 of 122 subborrowers did not use subloan
procceds as required by the subloan agreements. Other than this
condition, nothing came to our attention that would indicate that
untested items were not in compliance with applicable laws and
regulations,

2. Internal Controls

Except for procedural weaknesses that caused the compliance exception
cited above and incomplete documentation to verify compliance with the
Fly = America Act, internal controls were found to be adequate and
operating in a satisfactory manner.
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RICLIVIEED
S AID
MEMORANDUM
0 7 FEB. 1986
TO : ALL AID/LAC Missions
- RIG OFFICCZ -

FROM  : AA/LAC, Dwight A. Ink

SUBJECT: LAC Interim Guidance on Exchange Rates and Local
Currency Generations

Following several reviews by the Inspector General, 1 have been
concerned with a number of issues regarding exchange rates in
LAC countries where U.S. dollars are introduced for the purpose
of providing assistance. Such issues encompass a variety of
situations, including the conversion of U.S. dollars to local
currencies under AID agreements; the deposit of host
country-owned local currencies in special accounts pursuant to
balance of payments and other, similar agreements; and the
various local currency repayment and deposit requirements under
the PL-480 sales agreements.

I believe there is a need to clarify and restate our position
on exchange rates so that Mission and Bureau Management will
have clear puidance on this issue. I consider the guidance
important because of the wide impact exchange rates have on our
programs and on the scarce resources which we are entrusted to
manage. We understand the Agency's policy on exchange rates is
in the process of being restated; pending the issuance of such
restatement, this will serve as puidance in LAC for actions
wiich may be necessary during the interim., 1 have recommended
that the Agency adopt our position as a part of the overall
restatement., We are aware that a divergence of opinions
currently exists in the Apgency reparding the 1ssues raised, and
that this has caused some confusion. The guidance as stated
below, however, is reflected in manvy country Eilateral
agreements and i¢ included in the standard lanpuage of our loan
and grant agreements, although those apreements have been given
various interpretations,
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authorized to make such policy for PL-480, it would be
inappropriate for the Bureau to render additional

guidance. We understand that the exchange rate issued
is currently being considered by the Interagency Group.

Compliance. 1 understand that the majority of the LAC

countries is in compliance with our position on the
exchange rates. 1 also realize, however, that there
may be necd for additional transition time in certain
countries, which are not now in compliance, in order
to comply with our guidance on exchange rates. Some
of AID's bilateral or framework agreements are silent
on the exchange rates to be used, and in certain loan
and grant agreements exchange rate clauses have been
negotiated which do not fully complv with the
guidance. Clearly, different circumstances may
require different approaches. However, we expect that
all new assistance agreements should henceforth be
negotiated and implemented in accordance with the
standard A.1.D. exchange rate clause. This applies to
agreements providing for the deposit of local currency
as well as those calling for conversion of U.S,
dollars. In addition, we would ask the missions to
review existing agreements which do not contain
exchange rate clauses, or which provide for rates
inconsistent with the policy herein, for the purpose
of recommending whether such apreements should be
renepotizted to bring them into compliance. Missjions
enforcing exchange rate clauses should contact the
appropriate KLA, GC/LAC and LAC/DE in the Bureau for
further guidance.

Exceptions. Exceptions to the guidance as stated
herein will not be considered except in those cases
which present compelling facts or situations.
Understanding the inherent complexities and
ambiguities in applving this guidance, we will want to
review and approve any request for exceptions in
AID/W. Therefore, any deviations from this interim
statement on exchange rates shall be approved in
writing by the Assistant Administrator; any deviations
to standard AID agreement language concerning exchange
rate~ shall be approved in writing by the Assistant
Administrator in consultrstion with GC.
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Memorandum
TO . Mr. Coinage N. Gothard, RIG/A/T DATE: May 30, 1986,
/L((» L. /Z Z/(/ .
FROM Mr. George/§7 Hill, Deputy Director, USAID/Peru

SUBJECT: Mission comments on Draft Audit Report on USAID/Peru Private Sector
Agriculturael lnvestment Promotion (PRIDA} Project, No. 527-0265.

Introduction

The Mission has implemented corrective actions to carry out audit
recommendations 1, 2, 3, & and 6. The comments detailing these actions are
outlined below and, together with the attached supporting documents, are
forwarded herewith to close these recommendations. Audit recommendation No. S
is under implementation as described below.

The draft audit report states that USAID withheld project disbursements due to
the inability of Peru to secure a cofinancing loan from & U.S. financial
institution as required by the Loan Agreement. While this is cocrect, USAID
applied the cofinancing condition of the loan to withhold disbursements due to
the failure (now corrected) of the GOP also to provide counterpart and
maintenance of value contributions (TAB A). State 333287 dated July 27, 1983
authorized the Mission to disburse up to $5 million under the loan without the
cofinancing requirement. Thus PILs #4 and #12 limited AID commitments and
advances to $5 million up to December 31, 1984. State 333287 dated November
8, 1984 endorsed Mission decision (LIMA 12961) to amend project authorization
and egreement to eliminate the project cofinancing requirement (i.e. Condition
Precedent 5.1, subsections C, D, end E) of the Loan Agreement. Since Peru had
not provided any of the required $5 million counterpart contributions up to
the time and USAID had disbursed helf of the $10 million AID loan, on February
4, 1986 USAID informed the implementing agency, COFIDE, that further AID
disbursements would not take place until the GOF provided the required
counterpart contribution. Hence, USAID negotiated during 1985 with the GOP
the provision of required counterpart and MOV contributions, now effected, and
agreed with Peru in Project Implementation Letter #18 to restructure the
project by eliminating the cofinancing requirement. 1 believe RIG/A could
expand its discussion of the reasons why USAID withheld project disbursements
in 1985. A more important reason being the failure of the GOP (now corrected)
to provide counterpart and maintainance of velue contributions to the project.

Also 1 would request that the final audit report reflect thuat PRIDA has
achieved its major goal, the reintroduction of 11 private sector commercial
banks to agricultursl lending, which is a significant achievement.

Buy U.S. Savings Bonds Regularly on the Payroll Savings Plan
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Audit Recommendation No 1:

That USAID obtain evidence that COFIDE will invest surplus cash belances of
the PRIDA Func¢ in low-risk, interest-earning investments. That USAID obtain a
legal opinion from AID/W on whether a host government can esrn and retaln
interest on AID loan advances.

USAID Action

USAID has obtained evidence that COFIDE har invested temporary surplus cash
belences of the PRIDA Credit Pund in low-risk, interest-earning investments
(TAB B). COFIDE has edopted the policy of investing temporary surplus cash
(TAB C) and, further, is secking from the Peruvian Central Bank payment of
interest on the project's account. This latter procedure will assure maximum
liquidity, a good investment return on daily balances and complete segregation
of funds. Additionally, USAID will monitor closely COFIDE's requests for AID
advances to the PRIDA Credit Pund to essure that only minimum small brlances
remain in the projet's account before USAID makes available new project
advances to fund needed subloan disbursements. In this respect and as
recommended by RIG, USAID requested en opinion (LIMA 02809) (TAB D) from
AID/W, M/FM/LMD on whether a host government can earn and retain interest on
AID 1losn advances for project {mplementation. M/FHM/LMD stated in (State
140362) (TAB E) that advances for project implementation though issued to an
IC1 from loan funds, sghould be provided for immediate cash needs and should
not be for the purpose of providing income. Any interest received on AID cash
advances to the PRIDA segregated account with the Central Bank will be only
incidental, in keeping with the AID cesh management emphssis. Finally, it
should be noted thet COFIDE is now able to predict future cash needs more
accurately and that as a result of a fixed exchange rate and a much reduced
infletion rate, good cash mansgement has now been made much easier and
maintenance of value concerns have become less of & central issue in the
project.

Both USAID and COFIDE recognize the need for continued vigilance to ensure
proper cesh management.

USAID believes the recommendation has been fully implemented and requests
RIG/A to report it closed.

Audit Recommendation No. ?

That USAID/Peru obtain a legal opinion from AID/Weshington on what rate of
exchange should be used to determine the dollar equivalent of the GOP
contributions to the project made under sections 3.2(b) and 6.2(b) of the loan

agreement and take any corrective action acquired by the opinion. The opinion
should consider, {if relevant, the sources of the funding of the GOP
contributions such as P.L. 480 Title I, Economic Support Funds, other donors,
or GOP resources.
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USAID Action

State 163411 (TAB ¥) provides a detalled legal opinion on the igsue raised by
the recommendation. In the opinion GC.LAC «concludes thet USAID/Peru |is
justified in using the official exchange rate in this case. Additionally,
USAID belleves that host country contributions from the government, ICls and
subborrowers to the PRIDA project have been fully documented and greatly
exceed the 25 percent minimum contribution required of the host country.

As the recommended action has been completed, USAID requests that RIG/A report
the recommendation closed.

Audit Recoemendation No. 3

Thet USAID obtein evidence that COFIDE has estsblished: (a) adequate
disbursememt control procedures to ensure that subloans are used for the
purposes iatended, and (b) subloan cancellation criterie that consider
implementation delays outside the control of the subborrowers.

USAID Actice

Given the severe distortions in Peruvian financial markets, in Project
Implementation Letter No. 9 dated June 11, 1984 (TAB G), USAID anticipated and
asked COFIME to try to reduce further, any unauthorized use of project
resources. USAID feels that COFIDE had reasonable control procedures and
cancellatism criteria in place. Wevertheless, it should be noted thet despite
the incentives to speculate (given distorted financial markets), and COFIDE's
zeal in tht subloans be used soley a5 intended, only six of 122 subloans (or
5 percent] were used in questlonable ways. USAID feels that, wunder the
circumstanwes, this low rate reflects highly on the control initiated by USAID
and implemmted by COFIDE. Pour other subloans were algo cancelled by COF1DE,
in an excms of supervisory zeal, relating to one project involving the four
individual partners in e faerm who had delayed implementetion. SAID has
obtained oidence that COFIDE has now established lmproved control procedures
to continw to ensure, to the maximum extent possible, that subloans are used
for the prposes intended. These actions include (1) increesed field visits
by COFIDE staff prior to and after subloan disbursements, end in conjuction
Wwith repulr reviews of project progress (TAB H), and (2) a written policy
directive to phase disbursements, for larger subprojects, based on a
chronogram of investments (TAB 1). USAID has also obtsined evidence that
COFIDE hai adopted & new policy (TAB J) semending cancellation criterie to
consider iplementation delays outside the control of the subborrowers.

USAID belwves the recommendation has been fully implemented and requests
RIG/A to rport it closed.

Audit Recoamendetion Mo. 4

That USAB obtain evidence that COFIDE has simplified the documentation
requiremerd for preparstion of applications for the smaller subloans.

7 l/" J
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USAID Action

USAID has obtained evidence (TAB K) thst COFIDE has walved, for all subloans
not exceeding the equivalent of $20,000 in apggregate, calculated using the
highest lawful rate of exchange, the previouc requirement that subborrowers
present cash flow projections and Internal rate of return calculations.
Should the calculations be deemed necessary by COFIDE, they will be performed
by COFIDE staff. It should be noted that this new policy will simplify
subloan application procedures for over 40 percent of subborrowers.

USAID believes the recommendation has been fully implemented and requests
RIG/A to report it closed.

Audit Recommendation No. S

That USAID and COFIDE should determine to what extent a technical asgistance
program is needed to help subborrowers and design a viable program to satisfy
those needs. Any funds not needed for this purpose should be reprogremmed for
other project purposes.

Corrective Action

COFIDE has determined that e comprehensive, self-financing technical
essistence plan is needed both to aessist 1Cls to continue to expand thelr
agriculture finance activitles promoted by the project, and to provide
technical assistance to subborrowers on business management skills and on
improved farming methods. Consequently, USAID and COFIDE are jointly
continuing the design of the technical assistance plan for both ICls and
subborrowers. This is to be completed by July 31, 1986 and is expected to
start implementing before the end of CY86. Once the technical assgistance
program hes been approved by USAID, we will reprogram the project's financial
plan correspondingly and forward the approved technicel assistence plen to
RIG/A/T. We will request closure of this recommendstion et that time.

Audit Recormendation No. 6

That USAID ) obtain refunds from the three U.S. contractors cited in our
finding for non-use of U.S. air carriers when leaving and returning to the
U.5., unless the contractors can provide adequate justification for using
foreign flag carriers; and b) esteblish improved procedures to ensure the
provisions of the Fly American Act are enforced.

Corrective Action

Upon receipt of the RAF, the Mission contacted Checchi and Company and Rorth
Carolina S8tate University and obtained additional information regarding the
questioned travel. Thelr replies are included at (TAB L). Also
correspondence was located concerning the clrcumstances of travel of Mr. Ray
Bromley (also included at TAB L).
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The Checchi and Co. letter advises that U.S. carrier service was not available
in time to accomplish the purpose of travel and the N.C. State letter advises
that use of VU.S. flag cerriers would have caused both on increasge of through
travel time end Interchange point delays sufficient to w rant foreign flag
use. As Dr. Bromley's memo indicates, specific authority was requested for
his routing. The routing was authorized based on Mrs. Bromley's health
condition and the circumstances of travel.

Because of the above indication of isoleted cases of contractor reimbursements
where the use of non-U.S. carrlers wsas not properly documented, a treining
session was organized to ensure that all Voucher Examinstion personnel
understand the Fly Amcrice repulations including peayment documentetion

requirements. A guideance memorandum (TAE M) was prepared and distributed to
all Controller staff involved in the puyment process as well as appropriate
Mission management personnel. After Controller personnel had read the

wemorandum, Handbook 22 reguletions and the RIG/A/T RAF, another treining
gession was held which included all paysbles steff. 1 believe the training
obtained the desired results of & better informed staff and supervisory
personnel.

USATD believes the recommendation has been fully implemented and requests that
it be reported closed.

Please advise me should any further clarification of these comments or
corrective actions be needed prior to publicastion of the final Audit Report.
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LIST OF REPORT RECOMMENDATONS

Recommendation No. 1

#c recommend that USAID/Peru obtair evidence that the Development Finance
Corporation has invested the cash balances of its Agricultural Investment
Fund in low-risk, interest-bearing investments.

Recommendation No. 2

We recommend that USAID/Peru obtain a legal opinion from AID/Washington
on  what rate of exchange should be used to determine the dollar
equivalent of the GOP contributions to the project made under sections
3.2(b) and 6.2(b) of the loan agreement and take any corrective action
required by the opinion.

Recommendation No. 3

We recommend that USAID/Peru obtain evidence that the Development Finance
Corporation has established:

a) improved disbursement  control procedures to ensure that subproject
funds are used for purposes as specified in the subloan agreements:
and

b) subloan cancellation criteria that  consider implementation delays
outside the control of the subborrowers that could prevent the use of
subproject funds as planned,

Recomi ndation No. 4

We recomnend that USAID/Peru obtain evidence that the Development Finance
Corporation  has simplified the documentation requirements for preparation
of subloan applications for the smaller subloans.

Recomnendation No, §

We recommend  that  USAID/Peru and  the Development Finance Corporation
determine  to what extent a technical assistance program is nceded to help
the subborrowers and design 2 viable program to satisfy those needs. Any
funds not needed for this purpose should be reprogrammed for other
project purposes.
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Recommendation No. 6

We recommend that USAID/Peru:

a.

obtain refunds from the three U.S. contractors cited in our finding
for non-use of U.S. air carriers when leaving and returning to the
U.S., unless the contractors can provide adequate justification for
using foreign flag carriers; and

establish improved procedures to enforce the provisions of the Fly
Anerica Act.
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