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This report presents the results of audit of the Production
Credit Project; USAID/Egypt Project No. 263-0147. The objectives
of this program results audit were to: determine whether project
goals were achievable; assess whetner the 1indicators for
measuring project success were valid; determine whether the
project was being implemented 1in a manner likely to bring about
the desired outcomes; assess compliance with applicable laws and
regulations; and test internal controls.

The audit showed that the project goals could not be achieved,
indicators for measuring project success Wwere 1invalid, and the
project was being implemented in a manner that was unlikely to
bring about the desired outcomes. Tested items were in compliance
with applicable 1laws and regulations. Internal controls were
adequate in regard to the transactions traced through to
participating bank records.

Several changes were made during the period of project
implementation that improved the way in which the project
func*ioned. Fundamentally, however, the project was .incapable of
achieving 1its broadly stated goals. 1Inability to overcome the
constraints of a subsdized exchange rate and an interest rate
structure imposed by the Government of Egypt precluded the
project from being effectively implemented on a market-oriented
basis. These problems, combined with the lack of incentives for
participating banks to make the types of 1loans intended, allowed
projJect funds to flow to firms least in need of the financial
assistance provided. This latter problem could have been lessened
had the Mission established priorities for private sector
development and channeled project funds to firms in these
sectors, but this was not done.
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We made recommendations in each of these areas to correct the
problens noted, USAID/Egypt saig that the 1ntent of our
recommendation concerning deslgn 1ssues was met 1n the follow-on
Private Enterprise Credit Project. It said solutions to the
exchange rate and interest rate issues would continue to be
pursued, but 1n the context of overall policy dialogue with the
Government of Egypt. Tne Mission saw no need to provide
participating banks additional incentives and rejected the 1dea
of targeting the use of project funds.

As a result of these coumments, a review and analysis of
documentation pertaining to the follow-on Private Sector
Commodity Import Program Facility component of the Private
Enterprise Credit Project was made in July 1986. This additional
work was done because the Mission took tne position that some of
the problems identified had bpeen corrected in the follow-on
project. Accordingly, we wanted to find out whether this was
correct and/or new approaches had bpeen taken which nay lead to
the early resolution of these problens. Unfortunately, the
foliow-on project remains essentially unchanged in terms of the
1ssues addressed in this report. Further, this prolject does not
appear to be adequately justified in the context of the real
ohjectives and, therefore, 1s vulnerable to criticism of being
implemented in a manner that runs counter to the achievement of
the stated project goal and purpose. We have two main concerns
with the follow-on project.

First, rather than using market-oriented approaches for
allocating project resources, it appears that the real purpose of
the project is to simply provide subsidized forms of financial
assistance to offset those received by public sector activities
against which private investors compet:, setting up a dual system
of subsidies for the private sector only reinfr.ces the system of
irrational subsidies which the Mission 1s seeking to eliminate on
the public sector side. Thus, rather than breaking down barriers
impeding private sector growth and development based on the true
cost of capital, the project 1is probably reinforcing these
barriers by promoting subsidies which distort the real cost of
investment decisions.

Second, project documentation shows that there has not been, nor
1s there likely to be, any near ternm policy reforms by the
Government of Egypt in regard to the major impediments to project
success--specifically the exchange rate and interest rate issues.
The Project Paper acknowledges that the major policy reforms
underlying the assumptions for achieving goal targets are both
unlikely and transcend the capabilities of this project to
achieve. This leads us to conclude that the environment does not
now exist, nor 1is it soon likely to exist, to implement the
Private Sector Commodity Import Program Facility component as
presently justified,



We, therefore, disagreed with USAID/Egypt's response on most
matters. The follow-on Private Sector Comrmodlity Import Program
Facility component of the Private Enterprise Credit Project has
essentially remalned unchanged 1n terms of the design issues
addressed. For exanmple, the project goal ana opurpose, the basis
for measuring project goal achievenent, anc zhe assumptions for
achieving goal targets are the same as in the Production Credit
Project. These goals and the basis for measuring their
achievement are no more realistic or achlevacie than they were
for the Production Credit bProject. Also, tne follow-on project
continues to tie solutions to the exchange rate and 1nterest rate
1ssues to policy dialogue between USAID/Egys: and the Governnent
of Egypt whicn means that it is unlikely that any movement will
be forthcoming on these issues in the near Iiture. Moreover, the
follow-on project proposes no new incentives for participating
banks to align their interests in the project with those of the
Mission. Wnile USAID/Egypt rejected tne idea of targeting, the
follow-on project sets fortn loan ocjectives for the
participating banks that clearly represent a viable form of
targeting. However, this targeting is not sufficiently definitive
or far-reaching. More specific targeting of project funds is
necessary if there is to be adequate assurance that project funds
reach those sectors and firms most deserving of support.

The House Committee on Appropriations expressed concern regarding
distortions 1in the Egyptian economny 1n connec:zion with the 1987
foreign assistance appropriations bill, stating that "long-term
economic viability in Egypt can best be achieved by fundamental
economic reform.®™ In keeping with this concern, USAID credit
programs 1in Egypt should be structured in a manner supporting
this objective rather than reinforcing existing economic
distortions,

We aporeciated the courtesies extended to our staff during the
audit., A summary of USAID/Egypt comments and Office of the
Inspector General comments 1s 1ncluded a: the end of each
findings section. The full text of USAID/Zgypt's comments 1is
included 1in the report as Appendix 1. Please advise us within 30
days of any actions taken or contemplated to close the
recommendations,



EXECUTIVE SUMMARY

USAID/Egypt entered 1nto a $68-million gran:t agreement with the
Government of Egypt 1n September 1962 funding the Production
Credit Project, No. 263-0147. An additional $20 nmillion was
authorized 1n Marcn 1985 making the project total $88 million and
extending the project completion date into fiscal year 1986. The
primary project goal was to increase the private sector's
contribution to Egyptian productive output by providing foreign
exchange on credit terms. By expanding credit availability, the
project was to directly facilitate 1ncreased private sectcer
involvement 1in the Egyptian economy, therepy promoting long-term
economlic growth and employment. The Production Credit Project was
followed bv thc Private Enterprise C(redit Project estimated ro
cost $235 million., Thls new projJect included a Private Sector
Commodity Import Program Facility funded at about $117 million
that essentially continued the activitilies carried out under tne
Production Credit Projecth.

The objectives of this program results audit were to: determine
whether project goals were achievable; assess whether the
indicators for measuring projJect success were valid; determine
whether the project was being implemented in & manner likely to
Jring about the desirea outcomes; assess compliance with
applicaple laws and regulations; and test internal controils.

The audit showed that the project goals could not be achieved,
indicators for measuring project success were invalid, and the
project was being implemented in a manner that was unlikely to
bring about the desired outcomes. Tested items were in compliance
with applicable laws and reguiations. Internal controls were
adequate 1in regard to the transactions traced through to
particilpating bank records.

Several changes wera nade during tne period of project
implementation that improved the way in which the project
functioned. Fundamentally, however, the project was incapable of
achieving its broadly stated go«ls. 1Inability to overcome the
constraints of a subsidized exchange rate and an interest rate
structure 1imposed by the Government of Egypt precluded the
project from being effectively implemented on a marset-oriented
basis. These problems, combined with the lack of incentives for
participating banks to make the types of loans intended, allowed
project funds to flow to firms least in need of the financial
assistance provided. This latter problem could have been lessened
had the Mission established priorities for private sector
development and channeled project funds to firms 1in these
sectors, but this was not done,



Witn a relatively nmnodest funding level, the project did not
contain sufficient leverage to achleve the broadly stated goals
of 1ncreasing Egyptian private sector proauctive output and
expanding investment for productive private sector enterprises,
llerther the project goal nor purpvose were supported by detailed
@conomic analysis of the development need to be addressed, nor
were they linked to the specific design problems identified 1in
the Project Paper as major constraints to private sector
development. Indicators of goal achievement were neither wvalid,
verifilable, nor quantifiaple as required by AID Handbook 3. Many
of the design 1ssues addressed 1n this section of the report were
ralsed when the project was 1in the approval process, but were
never deal. with effectively by USAID/Egypt prior to project
approval «c¢r 1n the four years since. The 1ssues, therefore, were
present throughout the life of the project and adversely affected
implementation, Government of Egypt actions exacerbated the
project design problems and furtner 1mpeded chances of project
success.

We recommended that the follow-on Private Sector Commodity Import
Program Facility be redesigned around realistic project goals and
a specific developmental need that it is capable of addressing,
and that objectively verifiab's indicators <to measure goal
achievements bhe developed. USAL. ‘Egypt said the follow-on project
met the intent of our recommendation.

USAID/Egypt was unsuccessful in getting the Government of Egypt
to make the policy reforms that were prerequisites to project
success., The:re reforms centered on the exchange rate at which
project transactions were to be repaid and the interest rate to
be charged borrowers of project funds. The Mission's inability to
get the Government of Egypt to move on these issues meant that
the exchange rate wused to repay project transactions was far
below the actual market rate, and that the interest rate charged
porrowers of project funds was undervalued and discouraged
long-term lending. The Mission was unsuccessful in overcoming
these constraints through a policy dialogue with the Government
of Egypt prior to project approval and in the four years since,
This precluded effective project implementation with the exchange
rate 1ssue having the most serious con: 2quences,

We recommended tnat USAID/Egypt find a solution to the exchange
rate problem for the follow-on Private Sector Commodit Import
Program Facility that is not tied to ongoing policy dialogue with
the Government of Egypt. USAID/Egypt said that this was neither
possible nor realistic. We also recommended that USAID/Egypt
determine what the real market 1interest rate would be for the
types of loans to be made, and Jjustify any deviacion from this
rate in terms of attaining project goals. USAID/Egypt agreed that
the 1interest rate structure .n Egypt discouraged long-term
lending and encouraged short-term trade financing but felt
obligated to use the existing structure while seeking changes in
it,
- ii -
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AUDIT OF
PRODUCTION CREDIT PROJECT

PART I - INTRODUCTION

A. Background

On September 25, 1982, USAID/Egypt entered 1into a $68-million
grant agreement with the Government of Egypt (GOE) funding the
Production Credit Project (PCP). In March 1985, an additional $20
million was authorized, raising the project total to $88 million.
The primary goal of PCP was to 1ncrease the private sector's
contribution to Egyptian productive output by providing foreign
excnange on credit terms. Bv expanding creai: availability, the
project was to directly facilitates 1ncreased private sector
involvement 1in the Egyptian econony, thereby promoting long-term
economic growth and employment.,

The project had two components: (1) $87 million of foreign
exchange credits to be made available to the private sector to
finance purchases of certain raw materials and capital goods from
the United States; and {2) $1 million for technical assistance.
Credit funads were to be made available to private sector
end-users or traders that conducted business with sucn end-users
through eliyibl2 private and public sector bpanks. Technical
assistance funds were to be made available to finance training
activities and studies related to the flow of credit to the
private sector.

Tne original project completicon date of March 31, 1985 was
extended into fiscal year 19856 by amendment #1 to the grant
agreement. As of December 31, 1985, the full $87 million of
exchange credits had been allocated to nine participating banks
and USAID/Egypt had approved 520 separate applications totaling
$82 million received from these banks. Most of thec approvals
resultea in loans Dbelng made chrough these btanks to Egyptian
importers. Loan repayments including accrued interest were to be
made by the importers 1n Egyptian pounds and deposited by the
hbanks 1nto a Special Account established in the Central Bank of
zgypt. Funds 1n the Special Account were to be used for purposes
mutually agreed to between USAID/Egypt and the GOE.

As a result of an  AID Project Evaluation Surimary approved in
February 1985, improvements were made 1in the project including:

(1) changing the exchange rate used to calculate borrowers'
repayments from Egyptian pounds (Li#).84 to LE1.00 to the U.S.
dollar; and (2) dropping the maintenance of value requirement

which meant that borrowers no longer had to assume the risk of
having to repay a greater amount of money due to a pound



devaluation, Also, traders were eliminated from participating 1in
the project 1n 1985 because of Mission concerns that they were
capitalizing on the below-market exchange rate,

The Project Paper for a new Private Enterprise (Credit Project
(PECP) was signec¢ 1n July 198€. This project, estimated to cost
$235 million, 1ncludeada a Private Sector Commodity Import Progran
Facility funded at about $117 million that essentially continued
the activities carried out under PCP.

B. Audit Objectives And Scope

Tnls program results audit covered project transactions and
activities from the commencement of PCP operations in August 1983
through November 1985. The audit objectives were to:

-- deterinine whetner project goals were achievable;

-- assess whether tne 1indicators for measuring project
success were valid;

~- determine whether +the project was pbeing implemented
in a manner likely ¢tc bring about the desired
outcomes;

-- assess compliance with applicable laws and
regulations; and

-- test internal controls.

The audit 1included an examination of project authorization
documents and other pertinent files and records maintained by
USAID/Egypt and AID/Washington. Mission and AlIp/Washington
officials responsible for project design and implementation were
interviewed,

Using a listing of Mission-approved transactions through November
19, 1985, 47 transactions were selected--every tenth ono-~for a
detailed review. These transactions totaled $7.5 million of the
$76.8 million for the entire universe and are listed in Exhibit
3. These transactions were traced through Mission records to
determine: (1) what commodities were being imported and who was
importing them; (2) now the USAID/Egypt review and approval
process werked; and  (3) whether this process was adequate to
ensure compliance with applicable AID policies and regqulations,

Thirty-five of the transactions 1in the sample universe totaling
$5.8 million were traced to underlying documentation 1in four of
the banks participating 1in the project, two public and two



private. The purpose of this step was to: (1) verify the
completeness and accuracy of Mission records, and (2) obtain bank
comments on tne project as a whole and specifically their role 1in
1t. These wvisits were followed up by 1nterviews with eight
importers that had received project funds--two from each of the
four banks--to obtain their views concerning project benefits and
possipble improvements. As of November 1985, a total of 289
Egyptian 1mporters had received PCP funds,

NO previous audits of this specific project were made., However,
the audit drew from a comprehensive study of the private sector
Commodity Import Program made by the Area Auditor General/Egypt
1n 1980, and an AID evaluation report of this project approved in
Fepruary 1985. The audit work was done between Septiember 1985 and
January 1986. The audit was made 1n accordance with generally
acceptea government auditing standards,

Following receipt of formal USAID/Egypt comments on July 8, 1986,
documentation pertaining to PECP was reviewed and analyzed. This
was necessary pecause the Mission took the position that some of
tne problems 1identified 1in this report had been corrected in the
follow-on Private Sector Commodity Import Progran Facility
component of this project.

Our analysis of PECP 1s contained in Exhibit 1 of this report,



AUDIT OF
PRODUCTION CREDIT PROJECT

PART II - RESULTS OF AUDIT

Tne audit showea tnat the project goals couid not be achieved,
1ndicators for measuring project success were invalid, and the
project was belng 1mplemented 1n & manner tnat was unlikely to
bring about the desired outcomes. Tested itens were in compliance

with applicable laws and regqulations and nothing cane to our
attention tnat would indicate that untested items were not 1in
compliance, In addition, 1nternal controls were adeguate 1n

regard to the transactions traced through to participating bank
records.

Several 1mprovements were made during tne period of project
lmplementation. Funaanmentally, howeve:r, thne project was incapaple
of achieving the broadly stated goals. Further, USAID/Eogypt's
lnapllity to overcome the «constraints of a subsidized eXchange
rate anda an i1nterest rate structure iinposed by the GOE precluded
the project from being effectively implemented on a
market-oriented basis. These problems, combined with the lack of
lncentives for participating banks to make the types of loans
intended, allowed project funds to flow to firms least in need of
tne financi1ial assistance provided. This latter problem could have
been lessened had the Mission established priorities for private
sector development and channeled project funds te firms in these
sector:s, but this was not done.,

This report makes five recommendations calling for project
redesign and improved project implementation to be applied in the
follow-oa Private Sector Commodity Import Proqgram Facility
component of PECP.

We recommended: having design efforts take place around realistic
preject  goals and a specific developmental need that it is
capable of addressing; developing objectively verifiable
indicators to measure goal achievement; finding solutions to the
problems of the exchange rate at which project transactions are
repald and the interest rates charged b - wers of project f{unds;
establishing a system of 1ncentives for tne participating banks
to align their interests in the project with those of the Mission
and thus make the types of loans that would best support project
goals; and establishing priorities for private sector development
along with criteria for targeting project funds to sectors and
firms that are most likely to achieve project goals of expanded
output and employment.



A. Findings And Recommendations

1. The Project Could Not Achieve Its Broadly Stated Goals

With a relatively mnodest funding level, the project did not
contain sufficient leverage to achieve the broadly stated goals
of 1ncreasing Egjyptian private sector productive output and
expanding 1nvestment for productive rfrivate sector enterprises,
Nelther the project goal nor purpose were supported by detailed
economic analysis of the development need to be addressed, nor
were they linked to tne specific design problems identified 1n
the Project Paper as major constraints to private sector
development. Indicators of goal achievement were neither valid,
verifiabcle, nor quantifiable as required by AID Handbook 3. Many
of the design issues adaressed 1n this section of the report were
raised when the project was 1in the approval process, but were
never dealt witn effectively by USAID/Egyp: prior to project
approval or 1in the four years since. The 1ssues, therefore, were
present throughout tne life of the project and adversely affected
implementation. GOE actions exacerbatea the project design
problems and further impeded chances of prujoct success.

Recommendation No. 1

We recommend that USAID/Egypt, prior to authorizing the
disbursement of funds under the follow-on Private Sector
Commodity Import Program Facility:

a. design this component around a meaningful and realistic goal
and purpose and a specific developmental need that it is
capable of addressing; and

b. develop quantifiable 1indicators that can be objectively
verified to measure goal achievement.

Discussion

The Project Paper approved in September 1982 stated that the PCP

goal was to increase the private sector's contribution to
Egyptian productive output, and the purpose was to expand
investment for productive private sector enterpr:cns, By

assisting 1n developing an Egyptian financial system with the
capability and capacity to provide short, medium, and long-term
private sector «creditr needs and expanding credit availability,
this project was 1intended to directly facilitate increased
private sector involvement in the Egyptian economy. This 1n turn
was to promote long-term economic growth and employment,



Two major problems were identified 1in the Project Paper as
constraints to private sector growth:

-- Competition from the public sector which had
access to foreign exchange at the official
exchange rate; this access 1in essence was a
subsidy since t-the official rate has historically
been below the market rate for foreign exchange,

-- Uncertainty among potential private 1investors as
to the medium and long-term political environment
in Egypt with respect to the treatment of the
private sector,

Recognizing that the type of assistance envisioned was a complex
undertaking with multiple facets and policy implications, the
Project Paper stated tnat the project was to lay the groundwork
for future interventions 1in the financial nmarkets to support
productive private sector activities. The project was also to
provide for AID participation with the GOE in developing sectoral
credit policies mnore favorable to long-ternm lending. Although
initial project funding was to be concentrated in short-tern
financing, the project was %to permit AID to move increasingly
into longer term financing as appropriate nechanisms were
developed and government policy and the nmarketplace came into
closer convergence,

Accepting that the Project Paper correctly described the
constraints to private sector growth, there was no connecting
link between the problems identified and PCP's stated goals,

The project subgoal was the development of the Egyptian financial
system's capability to service th= full range of private sector
financing needs. Tne Project ©Paper identified some of these
needs, but contained n¢ detailed assessment of the obstacles
preventing their achievement and how the project was co assist in
overcoming these obstacles. Given the size of private sector
foreign exchange reguirements, estimated at $3.5 billion
annually, it was unrealistic to expect that a project initially
authorized at $67 million and spread over a 30-month period would
be able to achieve the basic structural reforms in the banking
system that were envisioned.

Development Need

A problem in identifying the specific developmentul need to be
addressed was known at the time the project was approved in
September 1982, An Augqust 1982 memorandum from the Bureau for

3. Participating Banks Lacked Adequate Incentives To Support
Project Initiatives

Drnnanect AN el AR TIS AR (WITER crondir tironed nltimatelwy on the auality of



Program and Pclicy Coordination criticized the project design for
failing to adequately explain the development need to be met and
for not stating why AID was engaging in this activity.

A March 1984 <cable to USAID/Egypt, 1in connection with the
$20-million increase 1n project fuuding, revealed continuilng
uncertainty about the development need to ne addressed.
AID/Washington expressed concern that 1t still lacked a clear
understanding of how the Egyptian financial system operated.
Increased understanding was necessary to properly design the
follow-on project as well as to ensure that AID/Wasnington and
the Mission nad the same goals 1n mind.

Bank officials we talked to stated that they thought the intended
beneficiaries of the project were U.S. exporters, Egyptian
importers, and 1n some cases both. When told tnat the project was
justified within AID on the achievement of overall policy reforms
to enhance private sector development and investment, one bank
official expressed surprise, This official stated that PCP was
certainly beneficial to those importers receiving assistance, but
that the project was too small to have any real benefit to the
private sector as a whole. It would make no difference if the
project disappeared tomorrow.

Goal Achievenent

Measurenent of the extent to which the project goal was being
achieved was based on the assumption that increases in private
sector output resulting from project disbursements would be
reflected 1n, and adequately measured by, published statistical
reports reflecting economic movements at the macrolevel.

Economic statistics gathered £from such sources, however, could
not accurately gauge PCP achievements given the modest size of
project funding. The initial PCP authorization of §67 million
represented lecs than one percent of the private sector's foreign
exchange needs over the 30-month period in which the funds were
to be disbursed. By «contrast, a December 1984 AID report on the
Commodity Import Program in Egypt stated that the macroeconomic
effects of even the $300 million per year spent unde~ that
program were marginal in statistical terms, Thic report further
stated that a significant macroimpact could only be achieved
through a multifold 1increase in funding levels. It was
inappropriate, therefore, to base conclusions about project
success or failure on statistical reports reflecting movements at
the macrolevel.



The logical framework set fortn the following assumptions for

achieving goal targets: the GOE would continue to liberalize the
economy; foster private sector growth 1nitiatives; and accept AID
intervention 1n the <credit sector. However, at the time of

Froject apwvroval, 1t was acknowledged that major policy reforms
suich as those dealinc with exchange rate and 1nterest rate 1ssues
transcended the capabilities of this project. Yet, the project
was to be determined a success 1f major policy r=forms happened,
and a failure 1f they dia not. In evolving, the PCP was measured
py factors never 1dentified as indicators of goal achlievement 1in
the logical framework, sucn as ability to rapidly move funds into
the private sector.

A September 1982 memorandum from the Near East Bureau, requesting
the Aaministrator's signature on the grant authorization,
acknowledged that the lack of the requirec separate economic
analysis 1n the Project Paper had been a major issue. Assurance
was given that future efforts 1n the credit area would be Dbased
on complete economic and social analyses. An economic analysis
was required by AID Handbook 3 to establish the relationship
between project coste and the benefits to be derived in ways that
can be quantified. Amendment #1 to the grant agreement was signed
by USAID/Egypt on March 6, 1985, and added $20 million to project
funding, but again no substantive economic analysis was done.

Section 621(p) of the Foreign Asslstance Act requilres AID to have
a management system that 1ncludes the definition of objectives,
the development of quantitative 1indicators of progress toward
these objectives, the orderly consideration of alternative means
for accomplishing such objectives, and the adoption of methods
for comparing actual results of programs and projects with those
anticipated when they were undertaken. AID Handbook 3, Chapter
12, states that AID's evaluation policies conform to the guidance
provided by Section 621(b), including the development of
quantitative 1ndicators of progress. These requirements were not
met 1n the design o0f PCP or the successor Private Sector
Commodity Import Program Facility.

GOE Actions

The GOE did not carry out 1its commitments under the PCP, but
instead took actions that impeded project implementation. Whil~
the GOE has continued to state its support for new private sector
irvestment, impediments to private sector investment and
development continue through a variety of import regulations and
other measurecs.

Section 4.1 of the grant agreement required that the GOE, prior
to the disbursement of grant funds, provide evidence of the
formal establishment of a permanent Private Sector Steering



Committee to engage 1n reqular discussions between the Mission,
the GOE, and representatives of the private sector on credit anz
relatea 1ssues. The Mi1ssion inappropriately considered that this
condition precedent was met 1n July 1983 when Ministerial Decree
No. 109 was 1ssued establ:ishing the Committee. Althouch
established on paper, tne Committee never met as many of the GO=
menbers were soon transferred to other Jobs unrelated to the
project.,

A second key condition precedent to the disbursement of funads
required by Section 4.3 of the grant agreement was that the GO:
establish an 1mplenentation plan for the training, technica.
cooperation, and studies activity componen: of this project. Suc-
activities, estimated to cost $i1 million, were to 1mprove &
variety of opanking skills, 1including staff project appraisa.
capabilliity ana 1nstitutional <capacity to review, approve anc
nonitor transactions or subloans financed under this project. In
addition, studlies were authorized related to c¢credit and the
development of new financial 1nstruments for the Egyptian banking
system.

The date for meeting this condition precedent was extended three
times and then wailived 1in May 1984. The Mission subsequently
received an evaluation plan from the GOE setting forth the date
for beginning the first phase of training 1in Marcn 1985 by
sending eight particilpants to the United States, This date was 30
montns after project authorization and the month 1n which projec:
inplementation was to be completed under the original grantc
agreement. As of the completion of our fieldwork in January 1986,
$134,000 had been disbursed wunder this component. At that time,
the Mission was also reviewing a proposal submitted by the
Egyptian Bankers Training Institute for the purchase of training
material anu equipment totaling $500,000.

Problemns also were experienced with the Ministry of Planning and
International Cooperation (MPIC) relating to revisions 1in General
Circular No. 1. Tnis Circular was first issued 1n July 1983 ana
set forth formalized procedures by which the project was o
operate, After the Mission thought negotiations for revisions to
the Circular were completed 1n May 1985, MPIC unilaterally made
changes that delayed start-up of fund disbursements under the
$20-million project increment. The revised Circular was formally
accepted by USAID/Egypt 1n September 1985, but the Circular
contained provisions that the Mission took strong exception to.
Of primary concern was the cequirement that MPIC review all
transactions prior to USAID/Egypt approval.



Collectively, these GOE actions suggest less than strong support
for the project. This attitude needs to be <closely assessed in
Tne context of defining future project 1i1nitiatives and the
opportunities that exist for their achievement.

Management cCommants

USAID/Egypt recognized that the PCP goals were ambitious and that
some of the macroeconomic data to measure project effectiveness
was not soundly based. Since the obligation of funds 1in 1982, a
great deal of time and effort have gone 1into studying the
Egyptian financial system. The 1ollow-on PECP incorporates these
results into its design. Accordingly, USAID/Egypt was of the
opinion that tne new project complied with Recommendation MNo. 1l
to the extent possible given the factors surrounding the AID
program in Egypt.

Office Of Inspectcr General Comments

Much work undoubtedly has gone 1nto Dbetter understanding the
Egyptian financial system. It is unclear, however, how this work
has improved the follow-on Private Sector Commodity Import
Program Facility of PECP.

The Project pPaper for PECP has essentially remained unchanged
from the Project Paper for PCP in terms of the issues addressed
in this section of the report. For example, the project goal and
purpose; the basis for measuring project goal achievement: and
the assumptions for achieving goul targets, are all the same for
PCP. At the same time, none of the major economic problems
plaguing PCP were resolved nor were any new approaches for
dealing with them developed. Further, the Project Paper contained
no basis for optimism that the GOE was likely to move soon cn
these issues, or otherwise create an environment in which the
project could effectively function.

Accordingly, the intent of Recommendation No. 1 has not been nmet.
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2. Constraints Under Which Tne Project Operated Did Not Allow
For Effective Implementation

USAID/Egypt was unsuccessful 1n agqe
S

ne the GOE to mnake tne
policy reforms that were prerequ 5

ttl
1tes to project success. Thesa

reforms centered on the exchange rate at whichn project
transactions were tO Dbe repalad ana the lnterest rate to D
charged borrowers of project funds. The Mission's 1napllity to

get the GOE to move on these i1ssucs meant that the exchange rate
usec to repay project transactions was far below the actual
market rate, ana that the 1nterest rate charged borrowers of
project funds was unaervaluea and discouraged long-term lending.
Tne Mission was unsuccessful 1n overcoming these constralnts
tnrougn a policy dialogue with the GOE prior to project appruva.
and 1n tne four years since. This precluded effective projec:
1mplenenctation witn the exchange rate 1ssue having the mnost
S€r10u3 consequences.

Recommendation No. 2

We recommend that USAID/Eaypt, prior to authorizing the
disbursement of funds under the follow-on Private Sector
Commodity Import Program Facility, find a solution to the

excnange rate problem that 1s not tied to ongoing poilcy dialogue
with tne Government of Egypt. The rate selected should be as
close to the market value of foreign exchange as  possible, ana
any deviation from the market rate should be  justificd. Any
spread between the market exchange rate and the exchange rate
usea for t:ransaction repaynents should be indexed and Kkept
constant over time,.

Recommendation No. 3

We recomnend tnat USAID/Egypt, prior to authorizing the
disbursenent of funds under the follow-on Private Sector
Commoaity Import Progran Facility, determine what the real mnarket
interest rate would pbe for the types of loans to be made. 1f this
rate 1s not adopted, any deviation should be Justified and the
effect on the attainment of project yoals should be explained.

D1sCcuUuss10on

Private sector importers having access to project dollars were
provided a subsidy through the exchange rate. The value of this
subsidy 1increased over time to the point where foreign exchange
was being provided under the project at 43 percent  less  than
narket value by the completion of our fieldwork i1n January 1986,
Expressed ancther way, the exchange rate used contarned a
77-percent supsidy. This subsidy led to the project being



characterized by <critics as simply a cheap foreign exchange
“inaow ratner than an effective mechanlisr for assisting the
private sector satlsty its foreign excnange and credic:
requirenents., Detalls concerning the exchance rate 1ssue are
contained 1n Exhioit 2.

From tne time the project was submitted for approval, 1t was the
center of considerable controversy. There were design proolems
wihlch  wWould not allow the project to function within limits tha*
some 1n AID desirea, specifically critics i1n  the Bureau for
Program and Policy Cooraination (PPC). PPC took exception to the
¢xchange rate at wnich transactions wWere to ope repald and the
1nterest  rate  charaed borrowers of projec:t funds. Both of these
rates were controjled oy GOE policies rtnat woild not allow the
project to operate 1a a free narket environnen:,

Severa. codrses  of action were considered at the time the project
was subnrtted for approval. Ultinately, a decision was made to
reduce  funaing levels  and limat the project scope to short-term
credilt i1nterventions until satisfactory progress had been made
towards resolving thege 1ssues, This approach limited tne
leverage avalrlable to get the GOE to move on rerorm issues.

The project av approved, tnerefore, contailnec only a short-tern
Credit component  witn  longer term credit components to follow
contingent upon satisfactor, progress being nacde in achieving  the
necessary retorms.  The  teris short, mediurn, and long-term credit
were not  aefinea. Project officials  tola us that short-term
credit 15 up to one  year; nedium-teria credit is one to three
years; and long-term credit 15 over three years,

In an  August 27, 1982 memorandum to the Adninistrator, the Near
Bast Bureau provideo the following rationale for this decision:

"We oare prepared to reemnphasize  our  policy  concerns  to
the Mission 1n the areas  of  1nterest rates and the
forergn exchange reqgilme, however, We  polnt out that 1t
was  tne Mission's  judgement  that these concerns could
not e met, at least during  the  final  four months of
fiscal  year 1982, that, in large part caused the Mission
to give up  the  long-term  credit conmponent for this
fiscal year."

It 15 evident from tne above memorandum that even before PCP  was

formally approved 1in September 1982, the Bureau considered the
project had problems with 1nterest rates and exchange rates that
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could not be solved through the leverage the project could
generate., Dlscussions concerning these problens were made part of
the overall policy dialogue between tne Mission and the GOE, but
they remained unresolved as of the time the fieldwork was
completed 1in January 1986.

Exchange Rates

In a November 27, 1985 response to & Regiona. Inspector General
for Audit, Cairo memorandum expressing concern over the exchange
rate 1ssue, the Mission Director stated that the exchange rate
was the highest priority 1ssue 1in negotiations with the GOE. In
these negotiations, the Mission was seeking approval to use the
Commerical Bank Incentive Rate of LE1.35 to tne U.S. dollar for
PCP transdactions. While this rate was much Delow the narcet rate,
which was about LEL.77 to the dollar in January 1986, 1t was far
better than the rate of LE1.00 to the dollar ased for PCP
transactions. (In August 1986, agreement was reacned with the GOE
to use the Commercial Bank Incentive Rate for «certain dollar
conversions and this rate 1s vto be used for the follow-on
project.)

The excnange rate subsidy appears to have changed the nature of
the project from the originally +‘ntended purposes. Rather than
focusing on constraints related to the private sector's access to
foreran exchange, the actual effect of the project was to
establish a system of subsidies for the private sector designed
to offset subsidies provided the public sector. This thinking 1s
recorded 1n Amendment ¢l tc¢ the grant agreement signed i1n Match
1985:

"The Production Credit Proj)ect was developed during 1982
in order to continue AID's efforts to alleviate the
constraint posed by the lack of foreign ex~hange for the
Egyptian private sector at terms comparavnle to those for
tne public secror. The virtual monopoly of  the latter
group 1n  securing  toreign exchange at official rates ot
exchange (currently LEO.84 = US$1.00) has been one  of
the many 1mpediments to private sector growth in Egypt ,*

Tne Eayptian system  of  subsidies favors  the  public  sector
Vis-a-v1s the private sector 1n terms of satisfying  the need  for
Capltal. The private sector, therctore, 14 at o disadvantage 1n
competing with the public  sector for  markets.  The  solution to
this problen li1es in getting the preferential treatment given the
public sector removed. Setting up a dual systern of  subsidies  for
the private gsector only serves to reinforce  the systen of
trrational subsidies which the Mission 15 sceking to  eliminate  on
the public sector side.,









Commercial! Bank Incentive Rate 1s to be applied to project
transaction:z under PECP. The Mission contends that this 1s a
flexi1ole rate i1ntended to track changes 1n the economy.

USAID/EZgyut sard that the report did not discuss the size of the
subsldy tnat exlisted between tnhe market =@xchange rate and the
rate usec tu repay project transactions, It nored that there were
SONe  VerIy real  costs associated with the use of PCP funds.
further, tne report didg not contaln support for the allegation
that the proj)ect haa been characterizea as a cheap foreign
¢Xchange window, The Micssion also said tnat with the elimination
of traaers from the project, the potential for windfall profits
no longwr posee o significant threat, Finally, the Mission
believee that tnhe subsidy elenent 1n tne foreign excnange
proviijea gl not  add  any  feaningful  distortion 1n 1nvestment
declslonsg over wnat would r1aecally occur 1n @ market economy.

Offi1ce Of Inspector General Connments

Hegotiating poiicy reforme with the GOE nhas proved to be a long
and arauous task  for USAID/Egypt, particularly 1n the area of
exchang. rates., The policy reform approach did not solve the
exXchanae  rate  problem 1n the four years since the i1nception of
PCP. Furtner, the PECP Project Papar provides no basis  for
optimiuin that a solution will soon be  forthcoming., Rather, the
leverages 1nnerent 1n credit  projects  to  bring about economic
reforms will be dissipated under the policy dialogue approach. In
the neantime,  repayments  continue  to be  made at significantly
less than market rates with no mechanism in place to adjust for
di1fferences caused by market fluctuations,

We  disaqgrece that  seeking o solution for the follow-on Private
Sector Comodity Inport  Program  Facility that 1s not tied to
overall oolic, reforms would  be ampossible or unrealistic. In
fact, such o wroecedent has alreacdy  been set by  the Mission 1n
19685  wWwhen 1. obtalned an 1ncredase 1n repayment terms from LEO.84
to Ll 00 to tne dollar, Thios  was  done 1n connection with the
$20-zallien ancrease  an pCP funding and  did  not accompany an
overall cha oy 1n GOE monetary nolicy.

It 1o unciear @ny USAID/Egypt took  the position, 1n  the report
comient. and 1n btoe PECP Project Paper, that the Commercial Bank
Incentive fate 15 tledable and could be expected to move 1n rough
concert  WwWith the  free gparket  exchange  rate, In Marcn 1986, or
four months betors both documents were signed  n July 1986, the
Mlisoion'sn Ofttace of Poilcy Analysis and Development completed an
dnalysi., showing that this rate was nelther close to, nor was any
attemnpt  nmade to  keep it close to, the free market rate, Based on


http:eilel.eu

the divergence that existed between the Commercial Bank Incentive
Rate of LEL1.36 and tne free narket rate of LE1.93 as of Septenver
1986, the use of this ~-ate results 1n at least a 40-percent
exchange rate subsidy.

USAID/Egypt was correct 1n saying that the report does no%
discuss the actual amount of the subsidy element inherent in the
exchange rate used for transaction repaynents. We did not feel
that the amount of this subsidy could be generalized over the
many hundreds of transactions involved, a position which is
supported both by the Office of Policy Analysis and Development
ana the PECP Project Paper. Moreover, PCP was supposed to be a
project that wused & market-oriented approach to facilitate
lncreasea private sector 1involvement in the Egyptian economy and
tnereby pronoted long-term economic growth and employment. The
project was not authorized on the basis that a subsidy of some
cescription was needed to accomplish these goals.

Concerning tnhe availlability of cheap foreign e¥Xchange, a
77-percent exchange rate subsidy 1n the loan repayment rate that
existed at the time we completed our fieldwork would have to bpe
considered a bargain, The Bureau for Program and Policy

Coordination was the first to criticize the project as a cheap
foreign exchange window in 1982 when the exchange rate subsidy
Wwas only 20 percent. Several others have made the same criticisn
s51nce tnat time, For example, an April 1984 Term Credit
Assessment Report recommended that the market foreign exchange
rate be used for this project in order to serve both as a source
ot foreign exchange and as a «credit facility. The team mnaking
this stuay concluded that the low exchange rate induced
businessmen to borrow funds for the purpose of obtaining cheap
foreign exchange; then they repaid the loans quickly and, 1in
effect, did not wuse the credit facilities. As noted 1in the
Misszion's comments, the fact that apout 24 percent of PC?
transactiong were made on a cash basis supports this conclusion.

Elimination of traders from PCP  removed one group that could
capitalize on the subsidy element for purposes of making windfall
profits. As long as a large subsidy element exists, however,

attempts  will e made to capitalize on 1t. According to the PECP
project  pPaper, the follow-on Private Sector Commodity Import
Program Facility will be used to meet legitimate credit nceds and
not simply a5 a  window for Dbelow-narket foreign  exchange,

Accordinaly, the use of the facility to meet the raw materials
requirenents  of  estaolished firms will be restricted, and lending
to new tirms that have not previously used project  funds wi.l  be
encouragea.  These  steps  should strengthen the project and reduce
the opportunities for windfall profits.



Regarding private sector 1nvestment decisions, the PECP Project
Paper ~concludes that to the extent there is a major exchange rate
differential, the effective cost of capital 1s reduced., In turn,
low-priced capital <creates a tendency to make 1nvestments which
are not economically souna., We woulad agree with these statements.

Interest Rates

Interest rates applicable to loans made by banks 1n Egypt are set
by the Central Bank of Egypt. Even the highest 1nterest rates
allowed by the Centcal Bank of Egypt are below the rate of
1nflation which 1n 1985 was estimated at about 20 percent. These
interest rates are a maximum of 13 percent for industry, 13 to 15
percent for the service <ccctor, and a minimum of 16 percent for
trage transactions.

This 1interest rate structure dlscourages Egyptian banks fronm
extending medium and long-term credit. Bankers tend to make loans
yielding the highest returns and having the lowest risk. Thus,
banks would prefer to loan funds for six montns on trade
transactions yielding a ninimum of 16 percent 1interest, for
example, than for riskier loans of longer duration allowing for
pusiness expansion on which the banks receive a maximum return of
13 percent. Of the 30 completed transactions that we traced to
USAID/Egyrt and bank records, 25, or about 83 percent, were for
terms of one year or less. Three o0f the remaining five
transactions were for terms between one and three years; two
transactions were for over three years.

The 1interest rate 1ssue surfaced as far back as April 1982 in a
review by the Near East Advisory Committee--five months prior to
project approval. At that time the Committee recommended that the
Mission determine what the real market interest rate would be and
require participating banks to lend at that rate, If this was not
done, then the Comittee felt that the Mission should be required
to explain and justify deviations from this approach.

The 1nterest rate structure continues to be addressed in the
context of the Mission's overall policy dialogue with the GOE,
but Wwas not considered an 1ssue appropriate to address within the
contet of PCP. In the absence of a change 1n the interest rate
struc.ure, however, follow-on 1nitiatives 1nvolving longer term
extensions of «credit must find ways to encourage banks to
undertake risklier and less profitable longer term 1lending to
sectors and firms deserving of support.



Management Comn ats

USAID/Egypt agreed that the 1nterest rate structure 1n Egypt
discouragez long-term lending and encouraged short-term trade
financinc. Nevertheless, the Mission did not expect to negotiate
a separate 1nterest rate for the follow-on Private Sector
Commodity Import Procgram Facility because of an obligation to use
lnterest rates prescribed by the Central Bank of Egypt even while
seeking changes 1n this schedule.

Qffice Of Inspector General Comments

Many of the criticisms of below-market foreign exchange discussed
earlier can be appliea to undervalued 1nterest rates. This 1s
because tnese are the +two major factors that determine the
effective cost of capital and thus estazolish the economic
paranecers of investment declisions made by <©ine private sector.
Simply stated, the «cost of capital is artificially reduced and
1nvestment decisions distorted wnen exchange rates and 1nterest
rates comoined result 1n a net subsidy. Firme that have adequate
access to credi:, typically those 1n need of short-term loans,
will apply for project funds, thus reducing the pool of fun's
available for productive private sector firmns that can't find
adequate medium to long-term <c¢redit. For thls reason, such
subsidies that reduce the cost of capital are not 1n the best
interest of tne GOE, which receives no benefit from them, or the
U.S. assistance program, whicn seeks to make the most productive
use of 1ts scarce resources. In the case of PCP and the follow-on
Private Sector Commodity Import Program Facility, the basic
purpose of the project is <changed from one based on a
market-oriented approach for allocating project resources to one
which simply provides gsubsidized forms of financial assistance.
This assistance offsets subsidies received by public sector
activities agalnst which private investors compete,

If the Private Sector Commodity Import Program Facility 1s to use
the current Central Bank of Egypt lnterest rate structure, other
means are needed to encourage banks to undertake riskier and less
profitable loncger term lending to sectors and firms deserving of
support. One way this can bpe done 1s to structure a system of
incentives for bank participation as discussed 1in the next
section.
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3. Participating Banks Lacked Adequate 1Incentives To Support
Project Inltiatives

Project success was conditioned wultimately on the quality of
implementation by the nine participating banks. These banks,
however, were not provided incentives to align their 1interests 1n
tne project with those of the Missicn. For example, banks
received the samne flat fee regardless of whether the transaction
was paid 1n cash or on credit terms. This fee did not vary with
the credit risks 1nvolved or other <costs associated with the
transaction. Further, these banks were required to assume the
full financial responsibility for both principal and 1interest
payments when credit terms were used, but received no added
compensation for this risk. As a result, bank officials we
interviewea tended to restrict participation in the project to
their best «customers with the highest creci: ratings., These were
not the firiis most like. y to make the best use of the funds 1n a
manner supperting pro) .t goals.

Recommendation No. 4

We recommend that USAID/Egypt, prior to authorizing tne
disbursement of funds under the follow=on Private Sector
Commodity Import Program Facility, establish a system cf
incentives tnat 1s in alignment witn the costs and risks 1ncurred
by participating banks to: (1) engage 1in the types of
transactiens that best achieve stated project goals; and (2)
encourage lending additional to that which otherwise would occur
in the absence of the project.

Discussion

The project was implemented through nine participating
banks--five public and four private--under General Circular No,
1. This Circular set forth the formalized procedures by which the
project was to operate. Once Circular terms and conditions were
agreed to between the Mission and the GOE, the primary
responsibility for successful project implementation resided with
the participating banks,

These banks were allowed a flat fee «c¢stablished by the Central
Bank of Egypt stated as a percentage of the letter of credit
amount regardless of whether the transaction was paid 1n cash or
on credit terms. Banks were not allowed to keep the interest
collected nor were they allowed additional compensation for the
costs incurred in: (1) setting up the loan; (2) administering the
loan; (3) making principal and interest payments to the Central
Bank of Egypt 1in accordance with Circular terms; or (4) meeting
Central Bank of Egypt and Mission reporting requirements.
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Additionally, participating banks were required to assume full
financial responsibility to the Central Bank of Egypt for any
default by the customer in principal as well as interest pavments.

We visited four of the nine participating banks--two pevlic and
two private--to: (1) wverify the completeness and accuracy of
Mission cecords; and (2) obtain bank comments on the project as a
whole and specifically their role in it. A total of 35
transactions valued at $5.8 million were traced to underlying
documentation in these four banks. No discrepancies were found in
the documentation wunderlying these transactions wh:.* included
principal and interest payments made by the participa.ing banks
to the Central Bank of Egypt.

We learned the most through discussions with the officials in the
private sector bpanks, The information obtained orally and
presented 1n this section, therefore, 1is primarily based on
discussions with private sector banking officials.

One of the key objectives in visiting these banks was to find out
how the project benefited them and their customers. All of the
banks visited said that at the LEl1.00 to the U.S. dollar exchange
rate, they could use all of the foreign exchange they could get
under the project. One of the private sector banks said it had to
ration project funds by restricting amounts provided individual
customers to $150,000 a year. The reason given for this practice
was that the below-market exchange rate created a far greater
demand for funds than «could be met through the allocations
received from USAID/Egypt.

The advantage of participating 1in the project expressed by both
private sector banks was that it allowed them to offer their
customers a financially advantageous service that was not
otherwise possible. In the course of doing so, the banks were
able to nurture customer goodwill, )

It was not surprising, therefore, that private sector bank
officials stated that access to PCP funds was generally limited
to customers who had existing 1lines of «credit and excellent
credit ratings. These also tended to be their largest customers
who were engaged in manufacturing. Sometimes these customers had
sufficient Egyptian pounds to pay cash for the commodities
purchased under the project or generated revenues to repay the
debt over a very short production cycle of six months or less.
This tendency to pay cash was «confirmed in the transactions
selected for review. Of the 35 transactions totaling $5.8 million
in our sample group, 13 transactions totaling $2.3 million were
paid in cash. That is, the payments were made without interest
shortly after the goods were shipped from the United States.
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One private sector bank official stated that his bank would not

establish a new relationship (i1.e. accept a new customer) for the
purpose of engaging 1n a PCP transaction regardless of the
transaction s1ze. Bank policy requires that a full credit

analysis pbe done before accepting any new customer and this
cannot Dpe economically justified for a single transaction. In the
case of 1ts regular customers, this bank would only reluctantly
engage 1n small PCP transactions. When this was done, the
customer was requlred to pay cash because the transaction cost
too much 1n time and money to set up and administer loans for
sma.l amounts even though five-year terms were allowed for sonme
transactions by the latest Circular.

This bank official stated that the ©policies by which his bank
operated were applied worldwide and were not deviated from
regardless of what was allowed by the Circular. Becaudse of a
regquirement to assume the customer's liability to the Central
Bank of Egypt for project transactions, the bank would not give
approval unless a transactions fell within the customer's
approved credit limit and the bank would have made a local
currency loan 1n the same amount,.

An official from the other private sectot bank told us that when
credit terms are extended under PCP, revenues are lost that they
would otherwise earn from local currency loans made at the same
interest rate to enable their «customers to pay cash for the
transaction., These bank officlals pointed out that banks were not
allowed =7 keep the interest collected from customers when credit
was provided under PCP.

Officials ¢f both private sector banks said they would not engage
in project transactions unless they would make a local currency
loan to the importer to finance the transaction under existing
lines of «credit. This meant that the credit terms available under
the project substituted for credit that the hkanks would have
extended 1f such terms were absent. Thu., these project
transactions could not be considered additive nor could their
impact be considered developmental.

That participating banks relied on intangible forms of
compensation is also significant. One reason 1s that this concept
1s divorced from market realities which AID 1s attempting to
promote through the project. Another reason 1is that, 1in the
absence of forms of compensation that would allow the project to
operate on a market approach, the project invited abuse due to
the profits that stood to be made from the below-market foreign
exchange.



Management Comments

USAID/Egypt clearly recogrized tnat the 1nterests of the banks
implementina the program and those of AID would not always
coincide. Nevertheless, the audit recommendation was rejected for
three reasons. First, no further 1incentives were needed to
attract banks to thils program as there were many more banks
willing to join than could be accepted. Second, bank profits in
Egypt heretofore have been notoriously high and there was no need
to use AID funds to 1increase them further. Third, banks were
earning additional fees and commissions on capital that were
additive to their own assets. Thus, the Mission saw no need to
provide furthner 1ncentives to participating banks.

Office Of Inspector General Comments

USAID/Egypt evidently misunderstood the 1ntent of the audit
recommendation. The success c¢f «credit ini:i1atives such as PCP
depends not only on the willingness of banks to participate in
the project but also to alian their interests with those of the
Mission. These 1nterests are not served by a fee structure that
provides no 1incentives to pursue these 1interests and many
incentives not to.

The deeply discounted exchange rate is a powerful incentive for
banks to want to participate in the program and thus there are
more than enough banks willing to do so. However, this should not
be construed as evidence that these banks are willing to make the
types of loans USAID/Egypt is interested 1n having made, such as
those for longer durations and for riskier types of transactions.

Given present incentives, 1t makes little sense for participating
banks to direct project funds to other than their best customers
with the highest credit ratings. This conclusion 15 based on the
fact that the «demand for PCP funds was greater than supply, a
substantial financial benefit accrued to -ose having access to
tne funds, and banks hed to assume full financial responsibility
to the Central Bank of Egypt for both principal and interest
payments. On the other hand, these recipients were not those most
likely to make the best use of project funds 1n achieving
expanded productive output and employment,

The follow-on Private Scctor Commodity Import Progranm Facility
contains several modifications intended to achieve specific
outcomes. These include: maximizing use of the Facility to meet
legitimate credit needs; favoring plant construction and

expansion; and encouraging lending to small-scale firms and those
which have not previously used the project. At the same time, the



banks are to assume a dgreater role in approving transactions
without prior review by USAID/Egypt. 1In our opinion, it is not
realistic to expect these outcomes 1n the absence of a system of
incentives designed to bring them about. While we believe these
changes are appropriate and will serve to strengthen the project,
we also feel that they provide further reinforcement for the need

to adopt our report recommendation 1f they are to be successfully
implemented.



4. Better Targeting Of Project Funds Is Neecded

The project was successful 1n moving £f:.nds 1nto the private
sector, but not necessarily 1n ways support:na the project goals
of expanded Egyptian private sector oustput and employment.
USAID/Egypt did not 1dentify priorities for private sector
aevelopment nor establish criteria to ensure project funds were
targeted to meet these priorities., rurther, because the project
was not operated on a market-orientec¢ approach, hnarket forces
could not be relied on to determine the appropriate allocation of
projecc resources., As a result, assurance was lacking that
project funds were used 1n the manner 1ntended. Based on
discussions With selected Egyptian 1mporzers, there were many
1ndications thi1s was not happening.

rRecommenadazion HNo. 5

We recomnend tnat USAID/Egypt, prior to authorizing the
dl sbursenmnent of funds under tne follow-on Private Sector
Commodity Import Program Facility, estaplisn:

a. rgriorities for privacte sector development; and
b. «criteria for targeting project funds

within those sectors that are most lik
to achieve project goals.

O sectors and firms
ely to use these funds

Discussion

An April 1982 memorandum setting forth the Near East Advisory
Committee comments on the Project Identification Document stated
that while enmnployment generation was a major thrust of the
Mission's strategy in Egypt, the proposed project made no attempt
to address how to assist in attaining this important and critical
objective, Accordingly, tnere was a recommendation  that the
Project Paper 1ncorporate  employment potential directly 1nto the
project design. Included 1n the ways mentioned to do thls were
using employment as o criterion for loan approval and using

project funds to i1dentify productive sectors with the greatest
potential for employnent generation, Notwlthstanding the concerns
expressed, tne  Project Paper did net  explore or  set forth

criteri1a for dealing with this 1s55Ue,

The disclosure  that  participating banks were provided with no
lncentives to participate 1n the types of transactions that would
most likely result an expanded output and employment led to our
concern that the transactions; entered into were not likely to be
additive, In other words, the transactions did not cause



1nvestment decisions to be made that would not have peen made in
the dabsence of the project anag their 1apact, therefore, could not
be expected to be developmental,

£ight wmporters who hac received project  funds were  1nterviewed

--two from eacn ot  the four banks--to obtain thelr views
concerning project benefits and possible rmprovenents, A
representative Cros.. section or °PCP customers engaged 1n

Jifferent types of  ovuslness dactivitlies was  selected. Twe were
traders  and  six Were end-uscers. The end-users were engaged i1n the

production of products  such  dan batteries, poultry, electrical
cacle, ptiarnaced 1cails, and plastic bags., The commodities
Imported 1ncidaed copper wirte rod, plastics, animal feed, snall
cgdipnent, solid news-poard, and parts for earth-moving

equdlprment.  Tnese  transactions rangea from $10,000 to $500,000 ana
totaled $1.1 million. 7Tne commodities  imported and  the firms
IMDOro1nG thel are 1nc:daca 1n Exhiois 3,

These  amporters Were  cdndlid oan acknowleaging that their primary
attraction to tne project was the cheap for—ign exchange. Ease  of
obtaining foreirgn  exchange was a  secondary advoentaae. Most, if
not all, of tne commodities obtained would hdave been purchased
even 1f  project credits were not available, although »nrobably not
from U.S. supplicrc. When asked how an  1ncrease in  the exchange
rate wodida afifect  their desire to continue participating in the
project, the importers stated that an  i1ncrease might force then
to consider ootdaining their foreign exchange requirenents from
other sources,

In the case of the larger Law-43 (joint) Egyptian ownership
companies, the foreign exchange obtained under the project tended
to be small 1n relation to thelr total annual needs, ranging frem
tour to seven percent, Conversely, the amount of foreign exchange
suppliea under the project to the smaller firms tended to be much
greater  1n o proportion to total requirements, ranging from 17 to
75 percent,

The effect  that PCP credits had on business operations was
unknown because the  underlying  f{inancial records of the firms
visited were  not reviewoed, It appedared, however, that these
credits  pramarily  served to add to existing profit marqgins, This
view was supported by both  private  sector  banks  officials  who
stated  that the transactions engaged 1n by their banks served to
increase  the  profits that would otherwise be  made by  thelr
customers. In thne case of  one large  Law-43  company, a company
officral  sa1d that  the subosidy  element  helped offset  losses
resulting  from GOL  pricing policies. This official said that the
same 1temn would have been purchased from  the gsame  source  (i.e.
their parent company 1n  the United States) even had the company
not received project funds,












B. Compliance And Internal Control

Compliance

Tne audlt  showed  that the project was not 1n compliance with AID
regulations requiring estavlishnent  of realistic and achievable
project  Jouls  supportea by sound  economlc and social analysers
anag  verifirauvle 1ndicators  of aqoal achievement that can bz
ObjJectivesry verified., The project also was not 1n substantive
compllrance wiltn conditlons preceaent relating to estaplishment  of
a4 committes  tur  purposes  of  discussion  on credit and related
15sues ., Anotner condition  precedent  related to establishing  an
implenentatyon plan for  tne tralning, technical cooperation, and
Studles conronent Wao walved. Other than the 1tems cirted, tested
TR Wl 1n compliance  with applicable laws and regqulations.,
HNotningi Caler Lo oudr attentlon that wWould i1ndicate that untested
ttefs wers not 1nh complliance.,

Tnternal Controd

Internal  controls  were  adequate 1n regard to the transactions
tracead  throdgh  to participating bank records, which 1ncluded
principal ana ainterest  pavients  gnade by these  banks to  the
Centra: Bane of  EBEgypt. Possilule weaknesses were noted in the
CONtroi Systeas  over  deposlts hdde 1nto tne Speciral Account as a
resalt of loan repayments.  This  issue 1s  the  subject of a
separate audit by the Regional Inspector General for Audit, Cairo,
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Office Of Inspector General Analysis Of
Design And Approval Documents Related To The
Private Enterprise Credlit Project

This analysis was done 1n  August 1986 pecause US.ID/Egypt
responded to the draftt reponrt on the Production Credit Project by
saying som< of the problemns reported on would be corrected 1in the
follow-on Private Enterprise Credit Proj)ect. The analysis is
presentea 1n the sdamne sequence 4as the findings in the ra2port text
SO0 readers can consider edach of the l1ssues separately.

rrom fiscal year 1977 tnrough fiscal year 1981, $137 million was
disbursea under tne private sector component of the Commodity
Import Progran. Drawing on this experience, the Production (Credit
Project. was developed 1n 1982 along similar lines. A new Private
Enterprise Credit Pro)ect was approved by USAID/Egypt 1in July
1986. The project contains three major components, two of which
are to recelve funding totaling almost $235 million. This funding
1s to Dbe split evenly between these two components and spread
over a three to four year disbursement period. One of —these two
components--the Private Sector Commodity Import Program
Facility--represents a continuation of the efforts carried out
under the Production Credit Project,

Project Goal And Purpose

The Project Paper for the Private Enterprise (Credit Project
stated that the project goal was to increase the private sector's
contrlbution to Egyptian productive output and the project
purpose¢ was  to  expand 1nvestment of productive private sector
enterprises. Thus, the goal and purpose for the project as a
whole were the sane as those for the Production Credit Project.
Although the Project Paper for the Private Enterprise Credit
Project contalnea much more data than the Project Paper for the
Production Credit Project, the goal and purpose were no mmore
realistlic or achlevable.,

Tne Project Paper  for the Private Enterprise (Credit Project
ackowledged the 1nabillity of the Mission to overcome the major

economic reform problems confronting the Production Credit
Project 1n the four years since 1ts inception--specifically the
exchange  rate  and  1nterest  rate  1ssues~-but proposed no  new

approdaches for dealing with them., Further, the paper was not
optimistic that the Government of Egypt was likely to move soon
on these tssues, or otherwise create an environment in which the
project could effectively function.



EXHIBIT 1
Page 2 of 7

Also, the logical framework for the Private Enterprise Credit
Project s~t forth the same published statistical reports as
stated for the Proauction C(Credit Project reflecting economic
movements at the macro level as the wasis for measuring the
achievement of the project goal. Economic statistics gathered
from such sources can not accurately gauge project achlevenents
given the modest si1ze of project funding levels. Tnc Project
Paper adnits statistical 1nformation 13 not avallable to
substantiate the correlation petween project-induced 1ncreases in
private sector investment with 1ncreases 1n Egyptian productlve
output. The Project Paper adas that the relative magnitude of
project 1mpact can only be inferreaq.

Thne logical framework sets forth the sane assumptions for
achleving goal targets while acknowledging that the major policy
reforms underlying these assumptions were both unlikely and
transcendea the capabilities of tnis project to achieve,

The following statunent, taken from the Project Paper, appears to
reflect a general frustration concerning the overall slow rate of
progress USAID/Fgypt has been able to make during the last ren
years 1n dealing with major economic reform 1issues atfecting the
private sector,

"Tne feasibility of implementing this project was
determined, in large part, by the business environment
into which the project will be introduced. Egqypt has not
enjoyed a great deal of success in attracting private
sectnr investment. High level government officials
articulate national investment objectives and
priorities, 1ncluding support for the private sector.,
Yet, today, the words have not been transformed  into
substantive ana meaningful action. A deterrent  to
increasing private 1nvestment is the widespread distrust
of private enterprises  held both within governnent
circles and throughout the general population, For
nearly ten wvyears, USAID has  sought cxpansion of the
private sector's role 1N the Eqyptian CCONONY .
Encountering cnornous GOE  resistance throughout the
Egyptian bureaucracy has limited any real achievement,
Within this environment, USAID 15 maklngwuﬁnothurm“g;forp
through this project. At the time the PID was comploted
in August 1985, a statement by the PID  team  was  that
'the probability of accomplishing this leng established
objective is not as favorable as we would prefer, '
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Exchange Rates

The Project Identification Document stated that the foreign
exchange rate to be applied to USAID credit programs in Egypt was
a kKey 1ssue. When U.S. dollars are passed through to borrowers at
a deeply aiscounted exchange rate, access to cheap foreign
2xchange becomes a principal attraction. Firms having adaccess to
crecit will apply for funds simply to ovntain the foreign exchange
Jiscount, therepy reducing the pool of funds available fou
productive private sector firms that can't find edequate medium
tc long-terim crediz 1n the Egyptian nar<et., For thilis reason, the
Projecs Identiflcation Document stated that exchange rate
sdbsidles are not 1n the bpest interest of eltner the Government
of Egypt, which receivec no oenefit from :them, or the U.S.
aSslstance progranmn, which seeks to make the most productive use
Of 1t$ scarce resodrces.

In regaru to the Production Credi: Project, the Project
Identification Document stated that the exchange rate discount
nad 1ncreased over time to an amount far greater than could be
Justified by tne higner cost of U.S. goods. 1t stated that the
follow-on Private Enterprise Creait Project should (1) be
developed using tne principle that the exchange rate 1s not the
approrriate means for adjusting lending costs under U.S. credit
programs, and (2) use an exchange rate which is at, or <close to,
open market rates. Also, the exchange rate selected should move
up or down 1in rough concert with the market rate.

The Project Paper stated:

"Since AID 15 1nterested 1n 1mproving Egypt's economic
performance, prolect 1mports should be priced at their
true scarcilty value. Unless there are additional costs,
use of an overvalued exchange rate results 1in a net
benefit 1n terms of resource transfer to Egyptian
importers., To the extent that there 1is a net foreign
exchange benefit, the effective cost of capital to the
private sector 1s artificially reduced. This, in theory,
provides an 1ncentive to invest 1in projects with lower
than desirable rates of econoimic return., It also may
encourage inappropriate capital 1ntensive investments
resulting 1n lower output, employment and growth than
would otherwise occur.”
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The Project Paper stated that the Commercial Bank Incentive Rate
wis tu Dbe used for Private Enterprise Credit Project transactions
to avoid further market distortions Dpecause it fluctuated 1n
relation to tne free market rate, It noted, however, that many
public corporations and agencles use the rate and, since it 1is
administratively set py the Central Bank of Egypt, the Government
of Egypt has an incentive to keep 1t low,

A Marcn 1986 nmenoranaum from the Mission's Office of Policy
Analysis and Development to the Mission's Deputy Director noted
“hat no actempt wWas ovelng made to keep the Commercial Bank
incentive Rate <close to the free market rate. This statement was
pased on an analysis snowing the bank incentive rate was LE1.275
to tne U.S. dollar when 1t was establisned in April 1985 and
neerly one year irater had increased to LE1.34 to the dollar (a
6.5 plaster, or five percent increase), During this same period,
tne free market rate nad risen from LEl1.41 to the dollar to
LEl.81 to the dollar {a 40 plaster, or 28 percent increase). It
conciuasd, tnerefore, that prevailing market considerations
Cualliing for a much higher rate had lost out to Government of
£gypt economic poiicies calling for maintaining an undervalued
eXxchange rate.

This divergence in rates has continued., Between March and
September 1986, the Commercial Bank Incentive Rate had increased
to LEl.36 to the dollar (a 2 piaster, or one percent increase)
whereas the market rate had increased to LE1.93 to the dollar (a
l2 pilaster, or seven percent increase). Thus, the exchange rate
to be used for project repayments under the Private Sector
Commodity Import Program Facility already contains a 42-percent
subsidy element prior to the disbursement of any project funds.
Tnis subsidy, whrch could 1ncrease even furtner, is already twice
the supbsidy tnat was strongly opposed by the Bureau for Progran
and Policy Coordination at the time the Production Credit Project
was approvead 1n September 1982.

Interest Rates

A Septenber 1985 nemorandum setting forth the Asia and Near East
Project Advisory Committee comments on the Project Identification
Document stated that 1interest rate distortions will affect all
three project components, but would have a more pronourced impact
on credit having longer repayment schedules. This memorandum
stated:
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*In Egypt, 1interest rates on loans are set by thne
Central Bank without regard to market forces and are

presently: minimum 16 percent for traders, 13 - 15
percent for service sector, ancé 11 - 13 percent for
industry and agriculture,. sucn a rate structure
discourages bpankers from lending to 1ndustry and
agriculture, thereby hindering development 1in those
sectors. The PID preopoces to develop a formula of

interest rate plus extra fees so that the cost of
borrowing for the 1industry and service sectors equals
the 16 percent rate for ‘raders."

The Project Identification Document exXplained that bankers like
nigher returns and, therefore, prefer to make loans to traders
rather thnan industrial and agricultural borrowers., The document
pointed out that the 1nterest rates allowed to be charged
industry and agdriculture may not be adequate to cover the cost of
funds let alone the costs of loan administration, bad debts, or
provide for a profit. This document further stated:

"Conseguently, the design team will recalculate costs
and, 1f needed, will recommend a formula or combination
of interest rates and extra fees so that cost of
borrowing for industry and services 1s approximately
equal to traders' «cost of borrowing. If the GOE cannot
agree to such fees, then the Mission may consider
incentive payments to banks for a limited period."

The Project Paper stated 1n regards to the same 1ssue:

"Since there 13 no evidence that the GOE plans to remove
the interest rate controls, or otherwise provide for
access to term credit for private firms, the major
purpose of this project 1is to wuse U.S., funds to help
offset GOE regqulations that inhibit loans to the private
sector, especlally term loans."

The Project Paper went on to state that borrowers might not use
AID resources 1f they are offered at 14 to 15 percent interest
rates. The paper appeared to reflect a continuation of the same
concern expressed in the Asia and Near East Proj)ect Advisory
Committec review as to whether there would be a demand for funds
for bankable projects at a higher cost of «capital than presently
exists,

The comments regarding interest rates concern us for a number of
reasons. First, they show there has not been, nor is there likely
to be, any policy change by the Government of Egypt in regards to
interest rates in the near future. Second, e¢ven 1f these rates
were increased for longer term extensions of credits, there may
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be a limited demand for the funds due tc the lack of any
demonstrated bankable projects at the higner cost of capital,
Thira, rather than us1ing market oriented approaches for
allocating project resources, it appears tha: -he real purpose of
the project .s to simply provide subsidized forms of financial
asslstance to offset those recelved by public sector activities
against which private 1nvestors compete. Setting 4p a dual svsten
of subsidi12s  for the private sector only reinforces the systen of
lrrational subsidies which the Mission 1s seek:nc to eliminate on
the public sector gside.

It appears that the Private: Enterprise Credlt Project has not
been adequately justified 1n the context of 1t: real objectives
and 15 vulneraole to criticism that 1t 1s £o te 1mplemented 1n a
manner that runsg councer to the acnievement of 1ts  stated project
goal ana purpose: andad the assunptions underlying their
acnlevemnent., Rather than breaking down barriers impeding private
sector growth and development based on the true cost of capital,
the project 1s  probably reinforcing these barriers by promoting
subsidies which distort the real cost of 1nvestment decisions.

Incentives To Participatlng Banks

The Project paper for the Private Enterprise Credit Project
contained no  discussion of the financial incentives provided
participating banks. However, 1t outlined several changes to be
made 1n the Private Sector Commodity Import Program Facility to
make this component more efficient and responsive to the credit
needs of the private sector. The paper stated that the demand for
funds was likely to exceed supply, and thus 1t was necessary to
establish objecives for —ncouray.ng specific types of activities,
These objectives were fivefold:

-- To maximize the use of the facility to meet the credit needs
of the productive private sector and minimize 1ts use as
s1mply a window for below-market forelgn exchange.

-- To favor credit for new plant construction, plant expansion,
or replacement  of capital equipment 1n existing plants, and
not to meet  the raw materials  requirenents of established
firms.

-- To encourage lending to new firms which have not previously
receirved project funding.

-- To encourage lending to firms outside of Cairo and Alexandria.

=~ To encourage lending to small-scale fitms,

l],

\
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Participating banks are to be given a written statement of
USAID/Egypt and Government of Egypt objectives and periodic
evaluations are to be undertaken. Fund allocation 1s to be based
on the responsiveness of the banks 1n neeting these objectives.
These banks dre to assume: a greater role and will be delegated
the rignt to approve transdactions without prilor review by the
Mission., However, no specific criterila or necnanism was set forth
for evaluating performance 4galnst these objectives

Targeting Ot Project Funds

In adaressing the 1ssue of whether tne Private Enterprise (Credlt
Project s5n04id  target creadlt to specific i1ndustries or types of
porrowers, tne Project ldentification Document states:

"It 1s noted¢ that future program strategles 1nclude
selection of specific target sectors consistent with
AlD's fundamental private sector development objectives,
such as the automotaive 1ndustry, tourlsm, horticulture
e¥ports anda export developnent 1n general. The PP design
tean Will consider sectora.  targeting since  funds
avallapi: for private sectur puUrposes are not
substantial enough to have neaningful i1mpact 1f spread
throughout the economy."”

The document further stated that the design team must consider
providing c¢uidance to participating banks 1n terms of AID's
preferences for lending. Exanmples cited were firms that export,
manufacture products 1n which Egypt has a comparative advantage,
and produce products which have an economic advantage over
imports.,

The Asia and Near East Proj)ect Advisory Committee review comments
noted that 1 f the demand for funds substantially exceeds
avallability, the Mission will want to develop criteria for
targeting clusses of  preferred borrowers. It was  suggested  at
this time  that the Mission obulld 1nto the project structure a
mecnantism for the annual review of this question,

In connection with the Praivate  Sectur  Commodity Inmport  Progran,
the Project Paper states  that the demand for funds 1s likely to

exceed supply anga  set forth objectives to be given to  the
participating banks to be used 1n evaluating their performance,
These objectaives tnclude favoring credit for new  plant
construction, plant ¢Xpansion, or replacement of crpital
equipment 1n  existing  plants; min'mizing the use of the faciiity
to meet the raw nmaterials  requirenc:nts  of  establi shed firnms;
encouruging lending to new firme  which have npot previously

received project funding; and encourajing lending to small-ucale
firms.
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History Of Concern Over The Exchange Kate Issue

The Project ldentification Document for the Production Credit
Project was 2pprovea on tne basi.s that elther c¢redlt was to be
provided 1n local currency, leaving the borrower to obtain
foreirgn exchandge 1n tne open market, or that the foreign  exchange
loaneud ou* would o0+ repalc ot narket ratecz., By the time of
project approvael 1n Septenber 19y., nowever, this  nmechanism had
peen  revises  where  loans nade tno LS, dollurs were to be repald

1N EGgyptian podnads at the otllcial oxcnange  rate, At that LUliie,
the otflcial  rate Wwas LE.od to the dollar wnoreas tne Darket rate
was LELLOO v wne ULS. aollar, Tl represented approximately  a
20 percent Suoolay WHLCh  SJdrfacesd 5 g Najor o Pssue dbl o the tone
tne actlon  nelorandul Wwdl 51 on Seplember 21, 1962

authorizZing the Grant agrechient,
The Burvad  for Progran anag Policy Coordination was most vocdal in
1ts obJections to  ULhls  suboldy  becaudSe  they {oelt 14 was  not
Justifrea,  adainst  Agency  policy, and contrary to the agreenents
reached in the  developinent  obt e Prouject pPaper . Proqran and
Policy Coorarnarion's argunents aguinst thlo suboldy were that 1t:

== Representea  a Dajor  departure from tne original
project design. Rather than the project  requiring

privat:: sector itmporters  to conduct  business
within the discipline o the narket, the
discountea  foreign  exchange  would allow them to
€naage 1N transactione. which would not be

profitable gt the free market 2xchange rate,

-- Perpetuatern existing vCcononlc dislocations rather
than encodreging their climnation. Thus 1t runs
counter o bullding o healthy private  sector
based on real-cost anvestments, When o project  1s
structured 5o that profits can be made from most
any 1nvesthent, this negaten  the notion  of  free
matket foroes ang competition,

-- Reintorce:n  the notion  that the United States dand
the Government 0! Eaypt are promoting a
liberalisstion ol tne  Eayptian  ccononly 1n a
manne: Which  contraibuten  to the enprichment of a
few while tgnoring the needs of the many,

The Burcau tor Program and Policy Courdination further objected
to the $20 mllion project amendment because of this subsidy for
the exact same reasons, In an August 1984 memoranduin, the  Bureau
for Program and Policy Coordination noted that circumstances had
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changed substantially for the worse since the time of origina.
project approval, with the spreac between the official rate and
market rate more than doubling. The Bureau for Program and Policy
coordination statea that they bpeli1eved that private sector
demands for forei1gn exchange were uveing met far better then than
when tne  Drojedct  was  approvea  1n 1982 and that the project was
Serving to sdostitdte subsidized money for market rate noney.

The spreac oetWeen tne official rate and the nparket rate was a
source cf concern to the team that preparea the Project
Evalaation Sunmary on the Proauction Credlt Project approved 10
Fevruary 1985, Thelr report  stated tndat thls spread was bevona
what coulz ve Justified anag that fore=i1gn exchange costs snould be
INCreasea. Tnis report further stated that exchange rate
supsildies wnlcen  lower  the effective cost of capital are not
economically uesiranle, explaining that:

"To tne eXtent  that there 15 a net subsidy, the
effective cost  of capital to the private sector 1is
arti1ficirally reduced. This provides an  1ncentive to

invest  1n projects with  lower  tnan desirable rates of
2Cconuinl e retdrn. The result 1s lower output, employment
and qrowtn than would otherwise occur. When offering
foreign exchange at lower than mnarket rates, the donor
must choose between providing all  the credit that 1s
demanded at that rate, or of restricting the amount
while allocating 1t by nonprice rationing. In the former
case, one nust ask how long the donor 1ntends to supply
all that tne market will take., In the latter, first come
first served rationing wWill probably lead to an
tnefficient portfolio of 1nvestnent projects.”

Zarly 1nto  the audirt of the Production Credit Project, we drafted
a nmemoranaun dated  Octoper 1, 1985 to the Mission Director
outlining our concerns  over  the  exchange rate  1ssde, By  that
time, the qmarket  rate had  i1ncreased to LEL.70 to the dollar
whereas the excnange rate applicaple to project disbursements had
Increasea  to only LEL.OO. This constituted almost a 40 percent
discount, meaning  that  those  participating 1n the Production
Credit Project could ontaln dollars at only 60 percent of theilr
martket  value,  Since  the  date of our memorandum, the Mission has
aggressively pursued o policy  dialogue  with  the Government of
Egypic Lo use  the bank  1ncentive rate  for  Production Credit
Projeet  tranzactions which has  approximately a LEL.35 to the
dollar exXxchange ratse,

In an  October 27, 1985 letter to Ministry of Planning and
International Cooperation, the Mission Director stated:
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"With regard to Private Enterprise (redlt, our paranount
concern 1s that this progran not only stimulate
productive private enterpris<y butithat 1t also conserve
foreign exchange and allochte (hat foreiqgn exchange to
the nost wconomically productive coctivities, Imports of
Capltas goods ani_ 1ntermedlate products at below *neilr
free market value would result 1n  commercral operatlions
WNlCh Wodid recelve unneeded supsiqles, and becone a
drain on tne econony, thus defeatlng tne purpose ol  the
program. I welieve the best way to prevent this 1s to
provide fore=ign excnange at a rate ~hlch reflecrs
current ndarket condltions 1n  Egypt., I also recognize
that tners 15 gome need to  discount dolilars  under this
prograr. because of u.s. and Government of  Egypl
procedures and oecause of the current hian cost of U.S.
goods ana transportation. [, therefore, propose that we
use the fluctuating comnercial bank 1ncent.ve rate as
the basis for calculating repayment under the Private
Enterprise Credit Project.”

In a Novemper 27, 1985 response  to our aenorandum, the Mission
Director statead  that 1n negotlations witnh the Government of Egypt
concerning the Private Enterprise Credit Project, .USAID/Egypt
made the exchange rate their highest priority issue. He further
stated that he was not happy with a continuation of a subsidy to
the private sector through this project, but did not expect a
rapia change  1n  policy to permit the projecc to operate at a
market exchange rate. In Auqust 1986, agreement ‘was reached with
the Government »f Egypt to use the Commercial lank Incentive Rate
for USAID/Egypt credit projects. '
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LIST OF COMMODITIES IMPORTED

FOR SELECTED TRANSACTIONS

Importer/End-Users

1.

9.

10.
11,

Amoun Contracting Company

Import, Export and
Agencies
Bim Bim Sweet Factory
Takl Vita
Union Carbide Egypt

Walid For Food Security

Thomas Factory For
Household Appliances

Squibb Egypt

Seti First Travel

Salama Plastic
Factory

Pfizer Egypt

Plasto Metals Factory
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Transaction
Ccommodity Anount
Telescopic £151,367
Crane
Bubble 174,507
Base
Toulene 250,000
Dusoynate
Solid News- 10,140
board
Soybean 242,896
Meal
Electrical 186,500
Motors For
Washing
Machines
Punches and 12,618
Dyes for a
Press
Marine Motors 265,229
Generators,
Accessories
Low Density 250,000
Polyethylene
Switchboard 32,034
Low Density 339,950

Polyethylene



12.

13.

14.

16.

17.

18.

19.

20.

21.

22.

23.

24 .

2%,

26.

Ahmed Mostafa Ahmed Aly
Asfour Company For
Crystal Production

Cairo Trading and
Distribution Company

Delta Plastic Company

Dr. Monanmed Aly
El-Mellgul

Egyptian Company For
Electric Wires
Egyptian ool Industries

El-Derwy Farm For Food
Security

El Nisr Brush Factory

El Shehaby Factory for
Tin and Plastic Works

Port Said For Plastics
German School for
Sisters of St., Charles

Barromneo

International Company For
Readymade Garments

Magdi Mounir Ghobrial

Makhlouf Sons For
Plastics
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Irrigation
Systen

Alr Compressor
Polypropylene
High Density
Polyecthyliene
Ultra Sonic
Scanning

Systen

Copper Wire
Rod

Citric Acid

Soybean Meal

Bristles

Polyethylene
High Density

Polyethylene

B s

Prefabricated
Building

Copper Wire
Rod

Polypropylene

69,059

91,200

14,000

229,015

30,000

162,670

38,752

499,968

249,845

98,222

99,707

36,500

307,254

190,000

67,200

u’”



27. Middle Delta For Plastic

28. Misr Poultry

29. Mokhtar Abd El-Halim
Maamoun

30. Nassar Plastics Factory

Importer/Traders

1. Al wWatania Company For
Trade and Chemicals

2. Anwar Basta Export

and Import Company

3. Carlin Middle East

4, Chemical Laboratory
"Dr. Ahmed Fouad Hettal"

5. (Commerce Company
6. Egyptian Company For
Importing, Contracting

and Trade

7. Egyptian Seceds 01l
and Chemicals Company

8. El Ektessadia Company

9. Gesca Company

10. International Trade and
Industry Corporation
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Polvethylene 78,834
High Density

Parent Chicken 116,708
Breeding
Stock

Soybean 499,800
Meal

Polyvinyl 79,650
Chloride

Vegetable 38,573
Seeds

Spare Parts 163,234
for Eartn
Moving Egquipment

Spare Parts 271,714
for Earth

Moving Equipment
Laboratory 10,005
Equipment

Lifts 30,078

Refrigeration 69,850
Equipment

Vegetable 173,856
Seeds

Generator Set 117,486
with Diesel
Engine

Medical 117,850
Equipment

Polyethylene 358,392
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EXHIBIT 3
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Magdy Ezzat Elia Polyethylene 61,750

Marine Propulsion Welding 45,300
and Supply Organization Machines

Misr Trading and Freon Gas 120,939
Investrnent Company

El Tawil Manufacturing Polyethylene 78,225
and Trading Company

Sofico Pnarmaceuticals Polyethylene 499,845

TransWorld For Trading Polyethylene 282,100
and Agencies Company

Salem Company Prefabricated

Building 256,793

Total $7,569,615
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ASMf?f UNITED STATES AGENCY for INTERNATIONAL DEVELOPMENT

CAIRO EQYPT

8 JUL 1986

TO Mr. Joseph E. Ferri, RIG/A/Cairo )
FROM Frank E. ¥imball, Director (ES;;&;*Nkju
SUBJZCT: Craft Audit Report on Produc-ior

Credit Prolect - No. 243-0147

The mission's response to the subject report is attached.

Thank you.

Att: a/s above
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conditions under whick ATD Frograme in Egypt operate, we believe this
Censsoment input wouid be nighly importent for & belance report. Aiso credit
activities tc the rrivete sector here have and remsir controversial. We thine
the audit, desrite izs voiume, misses trne £Clicy consideretions involved

P W

Hereelter this response to the draft eudit report wil: not proceed page by
tead deel with eech of the ©ive aud

it recommendations.
he Production Credit
3-0047; the correct number

T that tne project number for
! -0
and 4 ere identical.

€ t
& incerrectly shown on the title page as 26
-0147. Ir Aprendix I, audit recommendations 3

Recommendsation No. .

We recommend thsat USAIL/Egypt, prior to authorizing the disbursement of
Tunde under the follow-on Frivate Enterprise Credit Project (PEC):
redesien tne project around meeningful and realis%ic goals and
purposes and a specific developmentel nced it is capable of
eddrescing; and
t. develor guantifiable indicators that are capeble of being objectively
verified to measure goal achievement.

(sl

Resgonse

We recognize that the project goals under the Froduction Credit Project
(PCP) were anbitious and thet some of tne macro-economic data to measure
project effectiveness was not sowmd iy baszd. This was & major finding of the
ee: lier Evaluetion Report as well.

Since the obligation of funds for the PCP in August of 1982, a great deal
of *ime and effort has been spent studying the Egyptian financisal 8yotem and
its shorvtcomings in meeting privete sector financial needc. The Fodea Term
Credit Study and his rrior Banking Survey plus the Term Credit Lgvceamnent
geport, available in FI, are but three such efforts we undertoct.

The PEC project incorporates the results of these various study effcrts
ibto its design. %lie Mission's opinion is that the new project complies with
Kecommendation No. 1, to the extent possiole given the basic factors involving
the AID program in Egypt.  For example:

- the goals arc more reslistic than those of its PCP predecessor
- the problem ic much better understood
- ‘he recources to address the problem are grester

- there are multiple interventions including & long-term credit element,
and & snall scale enterprise credit puarsntee fund

- the short to medium term credit element has been modified and will be
implemented as a QIP

- the quantifiable indicators have heen cetablished to measure goal
achievement.
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Recommendation No. 2

We recommend that USAID/Egypt rrior z- euthorizing the disbursemert of

£ unger the follow-on PI¢ rroject; find & solusion to the exchange rate

er. thet is not tied to overszll GOEZ rcliicy reform. The mecheanism selected
o&n reravuentis should contain en objectiive measure of the value of the

€% excnerfe rrovided. Any spreed bvetween merxet exchange rates and
exchenge ratec used for transactior repeyments shzuld be indexed and xert
constant over time.

Response
R S —

The Mission, as well as IMF and the Wworid Bark, seek and woulg welcome &
solution to the exchenge rate questior wrnier woul.d meet the criteria set forth
in this recommendetion. However, we dc no+ telieve that a quick and eesy
soluticr outside o7 GOF policy reform is zi+her roseible or reelistic Two
points irn this regard. The Administrator of AID hes determined that througn
policy dialogue, the seeking o7 GOE macro-economic reform is an essentiel,
vital elemert »% the AID progream to Egvpt. To recommend that USAID/Ceairo
inplement its credit brogram outside of tnis strategy is not acceptable and we
ere obliged to reject this recommendation.

Number two is that as of 7/1/86, the "tank incentive rate” will be applied to
all AIT credit Programs and projects, This is a Tlexible rate, currently
1.37:1, that ic intended to track changes ir the economy.

The specific proposal discussed on page 32 of the audit report, which is
referred to as the auction method, is one of meny such options which the
Mission has considered. This particular proposal was discussed with Ministry
of Economy officials who rejected the ides outright. The ecceptance by the
GOE of any exchange rate is a mejor policy reform. The Misson will continue
to vigorously pursue its goal of exchange rate reform, but it is unrealistic
and not feasible to expect that an optimal solution to this issue will be
possible for one Froject outside of the overall policy dialogue and GOF
economic relorn measures. . . . g private sector project at that,

In the discussion Section of the audit related to this issue, a number of
nighly negative consequences are attributed to the foreign exchange subsidy.,
It is interesting to note that nowhere in the audit is the size of the subsidy
discussed. As & matter of information, the market rate was approximately LE.
.92:$1 when the project wes obligated versus the legel rate of B4:$1. Also
there are sone very real costs to borrowers associated with using the PCP and
these costs should also be taken into consideration in any calculation of the
net subsidy to users, i.e. determination of the effective cost of capital vs
citing looking at the interest rate only. The 25% down payment required by
the program is but one small exeample.

On page 27 this subgidy is characterized by unnemed critics as making the
PCP a cheap foreipn cxchunge window. This allegation is not supported by
available data on the project which shows that less than 24% of all

transactions by value were conducted on & cash basis.

1/ Auditor's Note - The proposal referred to was deleted from the final report,

34
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On page 32 the audit goes on to report that tne subsidy creates a
potertial for windfsall prcfite and creates distortions ir investment
decisions. With tne joint GOE-USAIL decision to eliminate traders the Mission
believes inat the potentisgl for windfail profits no lonzer poses &
significiant threet to tne prograsz. Given the distortions inherent in the
economy 0: Egvpt, which is still dorxinated by the public sectoer, we do noz
believe that & subsidy element from this one project adds in any meaningfu!l
wey tc & distortion of investment decisions in Egyrt over whet would ides&lly

(T

occur in & marke* economy. Furtner, in accordance with "Tre Theory of the
Second Best," it may be entirely possible thet: by elimineting &ll subsidies
to the private sector while they erc maintained irn the putlic sector, the
pattern of investiment decisiorns would be further removec fromr those which one
would seek under optimal conditiornes. In conclusion, wniie the Mission
endorses zne goal of & unified exchange rate, the audit rnes not adequately
documented its case thet the negetive impact of a less than perfect solution

preclude the Mission from obligating funds to the PEC rrciect.

Recommendation Nc. 3

We recommend the USAID/Egypt prior to authorizing the disbursement of
funds under the follow-on PEC project justify the interest rates to be used by
participating banks for lending under the project in terms of achieving
project goals.

Response

The interest rate structure in Egypt for all LE lendirg in Egypt is
established by the Centra. Bank. It does discourage banks from term lending
and encourages short term trade financing. Interest rates are another of the
Missions important policy issues. Never-the-less, the Mission believes it is
possible to implement a meaningful credit project under current conditions and

that the basic rationale for the AID progrem to Egypt necessitates
intervention versus non participation and abstinence.

The PCP project eliminated treder transactions in October of 1985 on the
basis thet their credit needs were adequately met. Since thet time almost 60%
of all transactions by value passed by USAID included credit terms of 1 year
or greater. Further, we note one of the mejor findings of the prior
Evaluation Report, concluded that the effective borrowing rate for PCP users
for & 1 year credit is between 21-23%. Given the then estimated 20% inflation
rate for Egypt, borrowers experienced positive real rates In summary, we are
obliged reject this audit recommendation since we can not expect to negotiate
a separate project interest rate with the Central Bank for this follow-on
project when credit to the private sector is an integral part of our private
sector strategv. Therefore we will be obligated to utilize the Central Bank
lending rate structure while seeking changes in this schedule.
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Recommendetion No. 4

We recommendé the USAID/Egyrt prior to authorizing tre jisbursemert cf
funde under the fcllow-on PEC project, estatblisn & Svstex ¢! incentives that
i1z ir alignment wi‘h the coste being incurred ty rerticireting banks. The
System should encoursage banks to engage in the types of trensactions that
achieve stated rroject gcals, and vngage in terr lending additional to that
wrich would have been rrovided by the rarticipeting banks,

ResEonse

The Mission cleerly recognizes thet the interest of the banks implementing
the program and those or AID will not always coincide. e do not find it
Surprising that banks lent funds to those customers wno hag existing lines of
credit or that banks made loane in accordance wit: overa:: oank lendiug
Folicies. We find the audit conciusion that, "these recipient 1irms are not
the firms most likely to make the best use of these funds in achieving
expanded productive output and employment," Startliing. Wwe see no reason why
firms with good credis ratirgs would be unable to contribute to the project’s
stated goals and, ir fact, are those firms most likely to contribute to
increased production and employment which Egypt so drasticelly needs now.

The audit also states that there are numerour cases wnere the bank was
willing to lend itec own funde t¢ customers and thet in these instances project
transactions cannot be considered additive. This ignores the issue of foreign
exchange availability. Without foreign exchange provided by the project there
would be no transaction despite the banks willingness to lend local currency.

On page 42 there is a troubling comment that as g result of the fee
structure which is not market oriented, "the project invites abuse due to the
profits that stand to be made from the below market foreign exchange." There
are no samples of such abuse docimented and it is difficult to reconcile this
charge with the earlier conclusion cn page 6 that no discrepancies were found
in the transactions traced through the participating bank records.

We reject Recommendation No. 4 for the following reasons. First and
foremeost, no further incentive is needed to attract the banks to this
program. We have many more bank applicants enger to Join the progrem than we
can posgitly handle under the program. Second, bank profits in Egypt
heretofore with no competition on fees and commissions (set of the Central
Bank) have been nortoriously high compared with other countries. We see no
uced to use AID funds to increase the bank'y profitability. Lastly the
statewent on pege 42 "It also means that the bank is losing revenue that it
could ve meking on thesge transactions which it is entitled to make", we
question. We regard this statement in error since, the bank is carning
additional fees and commissions on capital that is additive to its own asgets,
l.e. the bank is generating revenue on an external source of capitsal made
available to it by USAID and GOE. The fundg in qQuestion are not bank funds
and yet it gonerates revenue from upe of these funds. We pee no need to

provide further incentives when a great number of banks want to Join the
program.
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Note the Mission does not rejpect tne idee for tryving *¢ further align the
ntereatrs with trose of AIl. Kether tharn seer & rnescr modification ir
- beanr fee ciructure, wnich would be & imreseilie task to nepotiete

ne Cenirel Fenr, & numter of citenc are T DpOSes UNIsT our new credit

- tanks wil. D¢ pgiven & written list of AID's criterie for judeing their
perfcrmeance uncder tre CIF - Private Sector. Adii<icne] funds will not
be allocetez tasec or firct come first served, & .n the pact, but orn
now wel. baurs ccnlorz to stated goals. BEnKS wil. be evaluated on
such roints acs:

l. How ma&ny new customers they proposed, 1.e¢. never used PCP before?
2. How many clientc outsice Cairc/Alexendrie Wwere proposed?

3. Wnet were tne credit terms &llowed by the circular extended to
cliente”

4., What is tne average size of the client which the bank submits
transactions for?

©. Whet ic the averare transaction size?

bt

- transactliorn limite will be further revised in faver cepital equipment,

- the project will set up & smell scale guarantee fund to assist firms
which have not previously had access to credit.

Recommendation No. &

We recommend that USAID/Egypt prior to authorizing the disbursement of
funds for the follow-on PEC Project establisn:

&. priorities for private sector development; and

b. criteria for targetine project funa: to sectors and firms within those
sectors that are likely to achieve tho stated project goals of
expanding private sector output and eumplovment.

Resgonse

The audit report correctly statec that USAID/Egypt did not attempt to
identify prioritien within the private sector nor to target funds to meet
these priorities, deciding inntead to allow the market place to determine how
project recsources are allocuated. The Misson has exmmined the isanue of
targeting on gseveral occensions and rejected it. First, targeting io
exceptionally complex and frawht with problems in implementation and
interpertation. Fundamentally we quention the premise that USAID interpose

<
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its judgemernt as to which firme cor sectore have potentisl &nd /or &
comparative sivantaee i production irn this complicated merret rlace. Can we
be aure t-at AIDl'f in-nouse jucrement 16 &Ll cases ang & £.. times will be
SUperior 10 Inat 0P tne private bUcIineasman reactins tc mercet sorces”  We
believe marret Torcec best determine tne answer.

3

A & rraciinel matter, suseestions ruwehoerc the one on tece 19 that e
aprlied 0 escnh transaction te encure trnat project
metnine ecdlticonsl, and tne J3AID end GOE, ac
T pt #tlicn which sectore ane "wnat

"neecc” test snould ve
dollers will

specifiec ar t
commocities witnirn these gectors” te elipitle is unreslist:c, impracticel and
technically not feassible. We estinate tnat USAID will proceass over 330
transactions a yesr under the privety cector CIr. Clearly tne xind of

218 calien Uor by tne sudit would texe pore rescurcec, time and effort
.2 aroarford and mere Loy tly, 1nvolve & judserzent we

telieve teot ©r left to tne private gector sné market forces.
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The audlt concludes thet ae g recult of the lack of targeting, there were
Le asgurances tnal project fundc were used in a manner which would achieve the
stated pouls ent that "there were cany indications this wes not happening.”

Ir support cf trnis conclusion, the audit presents the recults of interviews
whicn trey carried out with eirht importers! Wwe do not believe this sample
8ize lg leree enow’n Lo penerate meaningsful conclusions regarding project
performarce. Furtner, we refer tc the prior projec. oveaiustion report which,
based on & review of 286 transuctions, wnich concluded that the types of
commodities and industries receiving PCP funds showed they were appropriate to
Eevpts needs. -

We reject Recommendation No. 5 as neither technically nor fundamentally
sound.

cc: Mr. Terrence J. McMahon, FM/AD
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LIST OF RECOMMENDATIONS
Page

Recommendation No, 1l 5
We recommnend that USAID/EgQgypt, prior to
autnorizing the disbursement of funds under the
follow-on Private Sector commodity Import
Program Facility:
a. design tn1s component around a meaningful

and realistic goal and purpose and a

specific agevelopmental need tnat it is

capaole of addressing; and

b. develop quantifiable 1ndicators that can be
objectively verified to measure goal
achievement,

Recommendation No. 2 11
We recommend that USAID/Egypt, prior to
authorizing the disbursement of funds under the
follow-on Private Sector Commodity Import

Program Facility, find a solution to the
exchange rate problem that 1s not tied to
on-going policy dialogue with the Government of
Egypt. The rate selected should be as close to
the market value of foreign exchange as
possible, and any deviation from the market rate
should be justified. Any spread between the
market exchange rate and the exchange rate used
for transaction repayments should be indexed and
kept constant over time,

Recommendation No. 3 11
We recommend that USAID/Egypt, prior to
authorizing the disbursement of funds under the
follow-on Private Sector Commodity Import

Program Facility, determine what the real market
interest rate would be for the types of loans to
be made. If this rate 1is not adopted, any
deviation should be justified and the effect on
the attainment of project goals should be
explained.



Recommendation No. 4

We recomnmend that USAID/Egypt, prior to
authori1zing the disbursement of funds under the
follow-on Private Sector Commodity Import
Program racility, establish a system of

incentives that 1is 1n alignment with the costs
and ri1sks 1ncurred by participating banks to:
(1) engage 1in the types of transactions that
best acnieve stated project goals; and (2)
encourage lending additional to that which
otherwise would woccur 1in the absence of the
project.

Recommendation No. 5

We recommne nd that USAID/Egypt, prior to
authorizing the disbursement of funds under the
follow-on Private Sector Commodity Import
Program Facility, establish:

a. priorities for private sector development;
and

D, criteria for targeting project funds to
sectors and firms within those sectors that
are most likely to wuse these fiunds to
achieve project goals.
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REPORT DISTRIBUTION

No. of Copies

Mission Director, USAID/Egypt 10
Asslstant Administrator, Bureau For

Asla And Near East (ANE) 5
Office Of Egypt Affairs (ANE/E) 1
Audit liaison Office (ANE/DP) | 1
Assistant Adninistrator, Bureau

For External Affairs (XA) 2
Office Of Press Relations (XA/PR) 1
Office Of Legislative Affairs (LEG) 1
Office Of The General Counsel (GC) 1
Assistant To The Administrator For

Management (AA/M) 2
Office Of Financial Management (M/FM/ASD) 2
Senior Assistant Administrator For Bureau

For Science And Technology (SAA/S&T) 1
Center For Development Information And

Evaluation (PPC/CDIE) 3
Inspector General 1
Deputy Inspector General 1
Office Of Policy, Plans And Oversight (IG/PPO) 2
Office Of Programs And Systems Audit (IG/PSA) 1
Office Of Legal Counsel (IG/LC) 1
Executive Management Staff (IG/EMS) 12

Asslstant Inspector General For Investigations
And Inspections (IG/1I1) 1

Regional Inspector General For Investigations
And Tnspections/Cairo (RIG/11/C)

RIG/A/Dakar
RIG/A/Manila
RIG/A/Nairobi
RIG/A/Singapore
RIG/A/Tegqucigalpa
RIG/A/Washington

b b bt e =



