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MIEMORANDUM 

TO: (JSAID/Cos Rica, Director, D niel Chaij 

FROM: RIG/A/T, Coinage N. Aothard 

SUBJECT: Audit of USAID/Costa Rica's Private Sector Productivity Project 
No. 515-0176, Report No. 1-515-87-18
 

This report presents the results of audit of the Costa Rica Private 
Sector Produlctivity Project No. 515-0176. The Office of the Regional
Inspector General for Audit/Tegucigalpa made a program results audit of 
the project. The audit objective was to determine if project objectives 
were achieved. Specifically, the audit evaluated the performance of the 
Agricultural Industrial Export Bank (BANEX) in implementing the project
and whether project resources were effectively used. 

The audit fnund that two of the three project components had had some 
degree of success, while the third, export management, had been 
unsuccessful. Effectiveness of project operations was limited . The two 
audit findings concern limitations in the risk minimization fund and the 
reserve for bad debt. The report recommends improvements in the terms 
and operations of BANEX's risk minimization fund, as well as increasing
the size of the reserve for bad debts to an annual provision of two 
percent of the outstanding portfolio. This reserve, it is understood,
would be capped at some appropriate level in the future based on loan 
portfolio assessments. 

You generally agreed with our recommendations concerning the risk
 
minimization fund, but did not agree with our recommendation concerning 
an increase in the reserves for bad debt. We continue to believe this
recommendation is warranted and designed to strengthen and benefit 
primarily the bank, not All). 

Please advise us withird 30 days of any additional information relating to 
actions taken or planned to implement the audit recommendations. 

We appreciate the Mission's cooperation and courtesy to our staff during
the audit. 



EXECIJTVE SIJINARY
 

On September 25, 1981 AID loaned the Agricultural Industrial Export Bank, 
a private sector bank, $10 million. The overall objective of this A) 
loan was to expand the production and export of non-traditional Costa 
Rican products to world markets by establishing an integrated program of 
Crelit, export-oriented bankinig services and export management assistance 
for the producers, manufacturers, brokers and other expediters of such 
exports. The total est'.mated cost of the project was $12 million, of 
which the Agri cul tlural Industr'ial Export Bank raised $2 million in equity 
capital as its contribution to the project. The uses of the funds were 
to include capital investments in plant and equipment, the purchase of 
raw materials, and working capital. The Office of the Regional Inspector 
General for Aud i t/Teguc igalpa performed a progran results aud it of 
HISAID/Costa Rica's Private Sector Productivity project from its inception 
on September 25, 1981 to November 13, 1986. The audit covered $10 
million in AID expenditures as of August 31, 1986. 

Audit objectives were to determine success in achieving planned results, 
efficiency of project operat ions, compliance with AD and project
 
requirements, and the adequacy of administrative internal controls.
 

As of June 30, 1986 the project had been only partially successful in 
achieving planned results. The financial performance (as measured by 
cumnulative income before taxes) of the Agricultural Industrial Export 
Bank had fallen 59 percent short of projections in the project paper, six 
months after the expiration of the extended project completion date. 
Also the majority ef the loans did not further the overall objective of 
the project to expand the production and export of non-traditional 
products. The effectiveness of project operations was limited by the 
poor performance of the Agricultural Industrial Export Bank Trading 
Company, slowness in disbursements caused in part by uncertainities 
generated by local legislation, and lower than predicted interest 
earnings received by the bank for its subloans. One condition precedent 
and one special covenant relating to tne establishment and maintenance of 
a risk minimization fund were found not to have been complied with for 
26-months. Also, improve;ents in internal controls over "insider" 
lending practices by the Agricultural Industrial Export Bank were needed. 

Two of the three project components had had some degree of success, while 
the thi rd, export management, had been unsuccessful. The credit 
component had successfully placed a number of loans (generating some 
foreign exchange earnings and new jobs) but had been less profitable than 
predicted because of the slowness in disburselments of loans and a 
lower-than-anticipated rate of interest on sub-loans made. As noted in 
the final project evaluation, the majority of loans to (late had not 
furthered the objectives of the project to expand the production and 
export of non-traditional products to world markets. All) and the bank 
recognized this and accepted a project evaluation recomrnendat ion to use 
all loan reflows for this purl)ose. The banking services component had 
been fairly successful as earnings on fee income of the bank were higher 
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than projected. Finally, the export management component, executed hy
the newly created Agricultural Industrial Export Bank Trading Company
(Formed April 1982) had not been successful as this entity had failed to 
develop required expertise, had too high an overhead, and had failed to 
generate sufficient income. In accordance with a recommendation in the 
final project evallation, this component is being abolished. 

Improvements are needed in the risk minimization fund. The loan 
agreement required the Agricultural Industrial Export Bank to establish 
and make semiannual payments into such a fund. These funds were to be 
used to acquire financial instruments acceptable to All). Payments into 
the fund and earnings thereon were to pass to AID should the bank d<;.ault 
on the AID loan. The risk minimization fund, as currently managea, was 
not providing All) with adequate security against loan default. The value 
of the fund as of August 31, 1986 was at least $89,2S7 less than 
requ i red. The fund was not providing adequate security because: I) the 
bank invested in high-risk (overnment of Costa Rica bonds that had 
significantly decreased in value; 2) the bank undeorcalculatod the amount 
that should be 'in the fund and overcalculated the value of assets held 
with fund monies; 3) the bank did not retain the interest earned in the 
fund as require(]; and, 4) IUSAIl/Costa Rica did not follow required
procedures to semiannually revalue the investment instruments in the 
fund. The risk minimization fund has, therefore, not fully accomplished 
its intended purpose to furnish additional protection to AI) in case of 
loan default by this bank. !kle have recommended some imrovements in the 
terms and operations of this fund. While not agreeing with all aspects
of the finding, the Mlission agreed to implement the recommenda t ions 
subject to an independent audit calculation of the dollar requirements of 
the risk minimization fund. 

The Agricultural Industrial Export Bank's reserve for bad debts may not 
be spff icient for future losses. Consistent application of prudent 
reserve policies regarding developmental loans (two years or longer), 
such as those in this bank's portfolio, would re iuire an aminal incease 
in the reserve for bad debts of at least tW'o percent of the annual 
average outstanding loan and investment portfolio. This is consistent 
with the reserve for bad debt policies recommended by USAIDi/Costa Rica to 
this bank as well as those currently established for the Private 
Investment Corporation (a separate All) project). This reserve, it is 
Umderstood, would be capped at some appropriate level in the future based 
on loan portfolio assessments. The Private Investment Corporation has 
some of the same clients as this bank and undertakes projects with 
similar risk-taking. The reserve policies of the All) loan agreement and 
this bank require the establishment of a reserve for bad debts that would 
be less than that required by an anummal provision of two percent of the 
average annual outstanding portfolio. We were told that this loan 
agreement was the first 'of its type since the expansion of the All) Costa 
Rica program in 1981, and that subsequent AI) loan agreemenits with other 
banks had placed more conservatiwye bad ( debt reserve requirements on the 
borrower. As a result of this less stringent reserve for bad debts, the 
bank's reserve For mediun-term development loans may not be sufficient to 
cover probable loan losses. We have recommended increasing the size of 
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the reserve for I)ad debts to an annual provision of two percent of the 
outstanding loan portfolio or requiring formal periodic loan portfolio 
assessments. The Mission did not agree to implement this recommendation 
but promised to discuss the matter further with the Agricultural 
Industrial Export Bank. 

- iii 
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ADiIT OF
 
IJSAIID/COSTA RICA'S
 

PRIVATE SECTOR PRODUCTIVITY
 
PROJ-CT NO. 515-0176 

PART I - INTRODUCTION 

A. Background 

On September 25, 1981 AID loaned the Agricultural Industrial Export Bank 
(BANI X), a private sector bank, $10 million. The bank agreed to repay
the principal of this loan in 20 years, with an interest rate of two 
percent per annum for the first 10 years and three percent for the 
rema i ni ng l ife of the loan. BANEX obta i ned its i nit i a I capital 
subscript ion in January 1981 al officially began operations on uly 1, 
1981. 

The overall objective of the project was expansion of the production and 
export of non-traditional Costa Hican products to uorld markets. The 
purpose of the project was to establish an integrated program of credit, 
export-oriented hankiig services and export management assi stance for 
Costa Rican producers, mainufacturers, brokers and other expediters of 
non-traditional exports to world markets. 

Under the credit component of the project, BAN X was to undertake 
financing of sub-borrower projects which would contribute to the 
development or improvement of non-traditional export production and 
marketing systems, and contribute to export sales, profits and foreign
market penetration by Costa Rican sub-borrowers. inder the export 
management component of the project, BANEX was to develop and manage the 
BANE-X.'Trading Company, which vas to provide producers and manufacturers 
with basic export management services, information abou t the marketplace, 
inormatien on and knowledge of the export process, etc. Under the 
bankinp services component of the project, BANEX was to develop an 
i n-house capac i ty to deli ver a range of banking services for 
sub-borrowers including: export collection services and bonds; currency 
management; documentary services; and new market development. 

The total estimated cost of the project was $12 million. BANEX 
contributed $2 million in equity capital in addition to AID's $10 million 
loan. The project was to be completed by September 30, 1984 but it was 
extende~d 15 months to December 31, 1985. 

Ali) loan funds of $9.3 million were to he used to make sub-loans to 
eligible pioducers, manif actiure rs, brokers and other expediters of 
non-traditional exports to world markets. The BANtX Trading Company was 
to be established using $700,000 from the same loan. lses of the funds 
inclided capital investments in plant and equ ipment, purc:hase of raw 
materials, and working capital. 



B. Audit _)bjectives and Scope
 

The Office of the Regional Inspector General for Audit/Tegucigalpa 
performed a program resulcs audit USAID/Costa Rica's Private Sector 
Productivity project from its inception on September 25, 1981 to November 
13, 1986. The audit covered $10 million in AID expenditures as of August 
31, 1986. Audit field work was conducted from September 2 to November 
13, 1986.
 

The objectives of our audit were to determine BANEX's success in 
achieving planned results, the efficiency of project operations, 
compliance with All) and project requirements, and the adequacy of 
administrative internal controls. 

To accomplish these objectives, we reviewed project files and interviewed 
project officials at [JSAID/Costa Rica, BANEX, the Costa Rican Stock 
Exchange, the Private Investment Corporation, and the Panamanian 
subsidiary of Bankers Trust. We visited four different types of 
businesses that 'received sub-loans and observed a wide range of project 
activities. We examined documentation supporting expenditures of $10 
lillion in All) funds. The audit was performed in accordance with 
generally accepted government auditing standards. 
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AiMPTT OF 
USAID/COSTA RICA'S
 

PRIVATE SECTOR PRODUCTIVITY
 
PROJECT NO. 5[5-0176
 

PART 11 - RESULTS OF AUDIT 

As of June 30, 1986 t1 project had not been fully successful in 
achieving planned resuits. Six months after the expiration of tie 
extended project completion date, cumulative income before taxes of the 
Agricultural Industrial Export Bank (BIANEX) had fallen 59 percent short 
of the expectations set for'in in the project paper. A majority of tihe 
loans had not furthered the overall project objective of expanding tihe 
production and export of non-traditional products. The effectiveness of 
project operations was limited by the poor performance of the BANEX 
Trading Company, slowness in disbursements caused in part by 
uncertainities surrounding local legislato. , anl lower-than-anticipated 
interest earnings received by BANEX on its sub-loans (see Exhibits 1, 2 
and 3). One condition prec:edent and one special covenant relating to the 
establishment and maintenance of a risk minimization fund had not been 
complied with for 26 months. Also, improvements in BANFX internal 
cont ro 1s over "i nsider(" lend i ng prac t ices were needed. 

Two of the three project components had achieved some degree of success, 
while the third, export management, had been unsuccessful. The credit 
component had successfully placed a number of loans (generating foreign 
exchange earnings and new jols) but had been le:s profitable than hoped 
because of slowness in loan disbursements and lower-than-anticipated 
interest earnings on loans made. As noted in the final project 
evaluation, tIle majority of loans made to date had not furthered the 
objectives of expanding the production and export of non-traditional 
products to world markets. All) and BANYX recognized this and accepted 
the project evaluation recommendation to use all loan reflows for this 
purpose. The banking services component had been fairly successful as 
earnings on fee income of the bank had been higher than projected. 

The export management component, executed by the Agricultural Induhstrial 
Export Bank Trading Company (formed April 1982) had been a failure. This 
subsidiary did not develop the necessary expertise, had had excessive 
overhead, and did not generate stifficient income. In accordance with 
recommendations in the final project evaluation, IJSAID representatives 
stated this component was being abolished. 

A BANEX quarterly project report for the period ending September 30, 1986 
indicated that a total of 73 dollar-denoninated loans had been made, of 
which 20 were for non'traditional export-oriented activities (per loan 
amendment No. I at least 50 percent of the loans were to be used for 
these purposes; the final project evaluation concluded that 30 percent of 
the loans had been used for developmental tpIurposes). The other 53 loans 
were for such activities as working capital, suppliers debt payments, 
debt rescheduling, and equity financing. The report indicatel that 3,474 
Jobs and $4.9 million in foreign exchange earnings had be,.n generated as 
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a result of these loans. Also, the report predicted that foreign
 
exchange earnings would eventually total $39.6 million. These figures, 
if accurate, would seem to compare favorably with project paper
pred ict ions regarding emplovment impact ard potent ial net foreig 
exchange earnings.
 

The audit identified several specific problem areas. Improvements were 
needed in the risk minimization fund to comply with the terms of the loan 
agreement and to provide AID with adequate security against loan 
default. Also, BANEX needed to increase its reserve for had debts under 
its med iumuterm d(,lV 1opment loans to ensure that the re Serve is 
sufficient to cover probable write-offs and to secure the future 
financial condition of t ite institution. AID/Washi ng ton needs to 
establish an Agency policy regarding 'insider" lending in intennediate 
credit institutions. 

We have recommended to IJSAll)/Costa Rica that: BANT.X increase its risk 
minimization fund; all future payments into the fund be made in dollars 
and invested in 'relatively risk-free investments; the pledge agreement be 
revised so that all future payments into the fund correspond to the dates 
when interest becomes due on the All) loan; all future interest earned on 
investments of the fund be retained in the fund; Government of Co- Rica 
(GOCR) bonds held by the fund he revalueo semiannually in accoidance with 
the tenns of the pledge agreement; and, BANFX make an annual provision 
for bad debts of at least two percent of its average outstanding
 
development loan and investment portfolio.
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A. 	Findings and Recommendations
 

1. 	Risk Minimization Fund Needed Strengthening,
 

The loan agreement required the Agricultural industrial Export Bank 
(DAN'X) to establ ish aid make se iannuna I payment s i nto a risk 
minimization fund. Moites deposited into the fund were to be used to 
acquire Financial instruments acceptable to AID. Payments into the fund 
and earnings thereon were to pass to AID should BANEX default on its All) 
loan. The risk miimization fund, as currently managed, was not 
providing All) with adequate security against loan default. The value of 
the fund as of August 31, 1986 was about $89,257 less than required. The 
fund was not providing adequate security !ecause: 1) BANI'X invested in 
high-risk GOCR "Presa" bonds that had significantly decreased in value; 
2) BANTX undercalculated the amount that sholld he in the fund and 
overcalculated the value of assets held with flund monies; 3) BANEX did 
not retain the interest earned in the fund as required; and, 4) 
IUSAIl)/Costa Rica did not Follow required procedures to revalue the 
investment instruments in the fund semiannually. The risk minimization 
fund had, therefore, not fully ,accomplished its intended purpose of 
Furnishing sufficient protection to AIl) incase of default by BANEX. 

Recomme ndation No. I 

We reconmend that lUSAIlD/Costa Rica, in consumltation with the Agricultural 
Industrial Export Bank, revise the terms and operations of !)ANEX's risk 
minimization Fund as Follows:
 

a) 	obtain evidence that the Agriciultural Industrial Export Bank hls 
deposited not less than $89,257 into the fund to make up tho 
shortfall; 

b) 	cause the Agricultural Industrial Export Bank to make all future 
payments into the fund in dollars to be invested in relatively 
ri sk-free investment instruments as described in the pledge agreement 
at 	sections 3A1 through 3A6;
 

c) 	amend the pledge agreement so that alt future payments into the fund 
correspond to the (Iates when interest becomes due on the AID loan and 
make such payments in amounts one-third larger than the corresponding 
interest payment;
 

1) 	 obtain formal I BANEX acknowledgement that all future interest earned 
be retained in the risk minimization fund as required by tHie loan 
agreement; and 

e) 	revalue the c;irrent' Government of Costa Rica bonds in the risk 
minimization fund semiannually in accordance with the tenns of the 
pledge agreement and ensure a certificate is issued by the Nhission 
Director attesting to the II.S. dollar value whiclh has been assigned 
to 	such certificates.
 



Discussion
 

A risk minimization fund was established under this project because the 
Government of Costa Rica did not guarantee the AID loan in case of 
default by the borrower. The purpose of the fund was to provide AID with 
additional security against default and to provide additional longevity 
to the credit program. 

The loan agreement requi red BANEX to establish and make semiannual 
payments into a risk minimization fund equal to three percent of the 
average outstanding balance of the AlI) loan during the first 10 years and 
two percent thereafter. 

These funds were to be used to acquire financial instruments acceptable 
to AID. Payments into the fund and earnings thereon were to pass to AID 
should BANIX defauilt on its AID loan. Payments into the fund were to 
continue until the balance of the fund, including accumulated interest, 
equaled the outstandiog pri nc ipal of tihe AII) loan. 

In order to implement the risk minimization fund, an escrow account was 
established and a pledge agreement signed on April 12, 1984 by' BANEX (the 
pledgor), IJSAID/Costa Rica, and Bankers Trust of New York (custodian or 
pledge agent). The Mission approved a condition precedent to initial 
disbu rsement [5.1(j)] thin required "evidence from the Borrower that it 
has entered into an escrow (pledge) agreement for the establishment of a 
risk minimization fund." Even though the Mission approved this condition 
precedent on December 17, 1981 the pledge agreement was not actually 
executed with Bankers T ust until April 12, 1984, after more than $3.3 
mil lion in loan funds had been disbursed. The Mi ssion i ssued 
inst ruct ions for the fulfillment of thi s cond it ion precedent i n P1. No. I 
and BANEX sent a telex to Bank of America, the then prospective pledge 
agent, outlining the escrow agreement. Although the Mission accepted
this as fulfillment of the condition precedent by issuing PIl, Na. 2, the 
telexed offer was not accepted by the prospective pledge agent. 

The risk minimization fund, as currently managed, is not providing AID 
w.ith adequate security against loan default. For exavple, tile value of 
the fund as of August 31, 1986 was about $89,257 less than required. The 
fund is not providing adequate security because: 1) BANtX invested in 
high risk GOCR "Presa" bonds that have significantly decreased in value; 
2) BANEX undercalculated the amount that shoouhl be in the funl and 
overcalculated the value of the assets in tile fund; 3) PANEX did not 
retain the interest earned in the fund as required; and, 4) LISAIl)/Costa 
Rica did not follow requ i rodi procedures to ce vai Ie the i nves tment 
instruments in the fund semiannually. Tie risk mIiniization fund has, 
therefore, not fully accomplished its intended pru'pse to furni sh 
sufficient protection t6 All) in case of default by the borrower. Below 
follows our detailed analysis of the four problems W41ich limited tme 
effectiveness of the fund. 

Selection of Inappropriate Invstment for the Fund - The pledge agreement 
govering the operatim oFlbe risk minimization fund stated that assets 
delivered by the pledgor (BANEX) to the pledge agent (Bankers Trust) 
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should consist solely of (i) cash, in U.S. dollars, and (ii) certificates 
(dollar denominated not to be in excess of U.S.$l,O00,000). The pledge 
agreement listed the following seven categories of authorized investments: 

1. 	 Certificates of deposit issued by large New York commercial banks; 

2. 	 Highest rated comercial paper (six months or less) of leading U.S. 
bank holding companies, sales finance companies or industrial firms; 

3. 	Banker's acceptances of large New York commercial banks;
 

4. 	Repurchase agreements for U.S. Government securities;
 

5. 	 UJ.S. Treasury Rills imaturin, in less than six months; 

6. 	 U.S. state and local government tax exempt obligations of highest 
rating; and 

7. 	 Other readily marketable obligations jointly agreed to by AID and the 
pledgor.
 

We 	believe the clear intent of the pledge agreement was that the risk 
minimization fund hold only low-risk, highly secure Financial instruments 
which would serve as a substitute for the lack of a sovereign guaranty by 
the 	Government of Costa Rica. 

In contrast, BANFX selected a high-risk financial instrument that had 
significantly decreased in value. The type of instrument chosen by BANEX 
and subsequentoly approved by AID was Government of Costa Pica "Presa" 
dol la r-denomi natel bodls. BANEX purchased $1,029,000 of these bonds in 
tlay 1983 at a cost of $753,273 (purchased at 73.2 percent of face 
value) . AlD's project manager sta ted PANI-( chose these instruments 
because they could be purcmased with colones 1/ aid that BANEX had very 
few dollars to purchase the other types of instruments. AI)'s approval 
of these bonds was based oil BANEX's shortage of dollars and a desire to 
help the hank comly with the terms of the loan agreement. As of 
September 10, 1986, 70 such bonds with a face wlue of about $829,000 
were in the fund. These bolds were valued in the Costa Rican Stock 
Exchange at 51 percent of face value on August 31, 1986. A New York bond 
broker we contacted estimated the bonds were worth only 35 to 48 perce:nt 
of face value there, but were not traded frequently. As a resllt, ,ANEX 
added $300,000 in cash to the fund on July 9, 1996 to partially 
compensate for the estimated 50 pcrcent irol) in value ,:f these bonds. 
Since the valie of thhese imls h'as dropped steadi , noit hr All )n 
BANEX officials can be assnred that AID's interests are adequately 
protected. The choice of these financial instruments to constitute the 
fund has led to )oor fihancial performance by this fund and forced BANEX 
to add $300,000 to keep the fund at the required miniimum level. 

/ 	 The unit of currency in Costa Rica is the colon. At the time of the 
audit, the colon was valued at about 57 to FS dollar. 
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In order to provide AlD with better security, we concluded that BANEX 
should make all future payments into the fund in dollars to be invested 
in relatively risk-free investment instruments as described in the pledge 
agreement in seCtions 3At through 3A6. 

lindercalculation of the Amount that Should Be in the Fund - The pledge 
agreement for tLe risk minimization fund stated that semiannual payments 
(Febnary and August 15th) were to be made totaling three percent of the 
average outstanding pincipal balance of the AI1D loan during the initial 
ten-year grace period and two percent thereafter. These payments were to 
be made until the total value of the pledge assets Ileld in the account 
equaled the outstanding principal balance of the loan. 

As shown below, BANYX calculated that it hald a surplus of $44,775 in the 
fund, while we calcTlated that the fund had a deficit of at least 
$89,257. The major reason for this difference tws that tle auditors 
estimated the valte of the GOCR "Presa bonds" at 40 percent of face value 
while BANEX used 51 percent of face value. The auditors used a market 
value of these bonds in New York as reported by a local banker. BANEX 
used the market value of the bonds as reported ,n die local stock 
exchange. Another reason is that the auditors calculated the amount of 
interest that should lhve been earned on the bonds whereas BANEX onmitted 
doing this. 

All) AUDITORS' ANT) BANEXI'S CALC!LATIONS OF '11F 
SURPLUS OR DEFICIT CONDITION OF '111F RISK MINIMIZATION FUND 

BAN[EX AUDI'rOR 'S 
AS OF AS OF
 

12/31/86 8/31/86 

CALCULATED REQUIRED VAI,1JE
 

Principal required 
Interest required 

$678,000 
---

$637,227 
83,619 

TOTAL $678,000 $720,846 

LESS: CALCULATED VAILIE OF FNl) 

Cash (U.S. Treasury Bills) $300,000 $300,000 
GOCR "Presa" Bonds (face value of $828,971.54 x 51%) 422,775 
COCR "Presa" Bonds (face value of $828,971.54 x 40%) --- 331,589 

TOTAl, $722,775 $631,589 

SIJPJIIS OR (DEFICIT) $ 44,775 $(89,257) 

To simplify calcu lating the amount of payments due to the fu;,d, we have 
recommendedt revising the pledge agreement so that. all ftll. e payrllen t 
into the fund correspond to the dates when interest becomes (ue on the 
All) loan and inaking such payments in amounts one-thiid larger than the 
corresponding interest payment on the loan. Additinal ly, we have 
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recommended that not less than $89,457 be added to the fund to cover the 
estimated deficit as of August 31, 1986.
 

Interest Earned on C)CR "Presa" Bonds Was Not Retained in the Fund -
BANEX payments into the fund and earnings thereon less escrow fees, if 
any, were to pass to All), should All) communicate to the escrow agent that 
the loan is indefault.
 

Contrary to this requircment, BANEX (lid not retain the interest earned on 
the CO(I/"Presa" bonds in the fund. [3ANEX had redeemed 57 interest 
coupons totaling $71,08. 81; none of this interest was subsequently
deposited in the fund 21. As a result, the risk minimization fund had 
fallen short of its required level at the time of our audit. In order to 
avoid this in the future, we have recommended tWy t all future earnings be 
retained in the fund.
 

Required Procedures to Revalue the Fund Were Not Followed - The value of 
any certificates dejivered by BANEX to the pledge agent was to be 
determined by the All) lission Director as of the delivery dates (February
and August 15th annually) of th. certificates. The Mission Director was 
also 	 to issue to BANEX and the pledge agent a written certificate 
attesting to the U.S. dollar value assigned to these certificates. 

USAID/Costa Rica did not follow the above procedures to revalue the 
investment instruments in the fund semiannually. Instead, ISAID/Costa 
Rica relied on BANEX to value the bonds. In our opinion, BANEX
 
overvalued the bonds. BANEX valued the bonds at 51 percent of face value
 
in August 1986, when the va1lue of such bonds w.s fluctuating between 35 
to 48 percent in the New York bond market. Therefore, we concluded that
UJSAII)/Costa Rica should revalue the GOCI "Presa" bonds in the fund in 
accordance with the pledge agreement. 

'4anagement Comments
 

ISAID/Costa Rica, while not completely agreeing with the wording and 
detail of the finding, nevertheless agreed to implement the five-part
recommendation subject to independent auditor verification of the exact 
funding shortfal of the risk minimization fund.
 

UJSAID/Costa Rica considers it inappropriate to comment on what AID/W
ought to do in a report on a specific project in Costa Rica unless 
flagrant abuses were found. Such is not the case here. Inclusion of 
comments as to AI)/W responsibilities in the report tends to decrease the 
clarity of the report and shoould he eliminated. 

Inspector General Comments
 

The Mission's comments on appropriateness of bringing problems to AID/IW
attention reflect a lack of full awareness of the role of the Inspector 
General in identifying policy deficiencies and recommending corrections. 

2/ 	 The G)OR is not honoring the principal on these bonds and is 
extending the date by wiich the principal must be paid. 
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2. 	 Reserve for Bad Debts May Be Inadequate to Offset Future Losses 

Consistent application of prudent reserve policies regarding 
developmental loans (two years or longer), such as those in BANEX's 
portfolio, would require an annual increase in the reserve for bad debts 
of at least two percent of the average outstanding loan and investment 
portfolio. This reserve, it is understood, would be capped at some 
appropriate level in the futire based on loan portfolio assessments. 
This is consistent with the reserve for bad debt policies recommended by 
ISAID/Cos ta Rica to BANEX as well as those currently established by All) 
under a similar loan project with the Private Investment Corporation 
(PIC). The latter bank has some of the same clients as BANEX and 
finances projects of similar risk. The reserve policies of the AID loan 
agreement and BANEX require the establishment of a reserve for bad debts 
that would be less than that required by an annual provision of two 
percent of the average annual outstanding portfolio. We were told that 
the BANEX loan agreement was the first of this type since the expansion 
of the Mission program in 1981, and that subsequent All) loan agreements 
with other banks placed more conservative bad debt reserve requirements 
on the borrower. As a result,, the BANtX reserve for bad debts for 
medium-term development loans may not be sufficient to cover probable 
loan losses. 

Recommendation No. 2 

We recommend that IJSAII)/Costa Rica, in consultation with the Agricultural 
Industrial Export Bank, amend the AID loan agreement to provide that: 

a) 	 the Agricultural Industrial Export Bank make provision for bad debts 
of at least two percent of its annual average outstanding development 
loan and investment portfolios (colon and dollar denominated), and 
revise its written policies accordingly; or 

b) 	 a formal, periodic portfolio loan risk assessment be made to justify 

the 	 provision for bad debts applied. 

Discuss ion 

All) has financed thrue private sector banking projects in Costa Rica. 
The three banks (Agricultural Industrial Export Bank [BANEX], Industrial 
Finance Corporation o Costa Rica [COFISA] and Private Investment 
Corporation [PlC]) are exposel to similar risk-taking, and participate in 
some joint development lending activities. 

In our opinion, developmental loans (two years or longer), such as the 
type in BANEX's portfol io, require an increase in the reserve for bad 
debts of at least two liercent of the annual average citstanding loan and 
investment portfolio,. This reserve, it is understood, would be capped at 
some appropriate level in the fu ture based on loan portfolio 
assessments. Our opinion is consistent with the reserve for bad debt 
policies recommended by ISAII)/Costa Rica to BAN1-X ind to those followed 
by the PlC. On August 30, 198S a IJSAIlD/Costa Rica mnemmorandLm to BANt-X 
stated that, in view of the risk it expected BANEX to take in its 
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developmental lending activities, a two percent reserve for possible loan 
losses would be needed. This reserve should enable 1ANE3X to withstand 
annual loan losses of two percent oil its average outstanding portfolio. 
Also, a covenant in the PC loan agreement statr;d that for the life of 
loan, the PIC will make an annual provision for bad debts of at least two 
percent of its annual average outstanding loan and investment portfolios. 

The reserve policies established by the AID loan agreement and BANEX only 
require that the reserve be equal to a fixed percentage of the 
outstanding portfolio rather than increased by a fixed percentage of the 
portfolio each year. As a result, these reserves were significantly less 
than what they would have been had an annual two percent provision been 
added to the reserve. The AIl) loan agreement requires BANEX to maintain 
bad debt reserve re(iuirements of at least one percent of all outstanding 
loans. Also, BANEX's written loan policies require a had debt reserve 
which is 2.5 percent of the balance of the development loan portfolio.
Actual BANEX reserves as of June 30, 1986 were C. 11,673,000 of the 
outstanding colon loan portfolio of C.995, 114,000 or 1. 17 percent; and 
$332,000 of 7 the outstanding dol tar loan and equity portfolio of 
$14,001,000, or 2.37 l)ercent. 

B,NEX and All) officials told us that the BANFX loan agreement was the 
first of its type authorized by AID in Costa Rica and that subsequent
private sector banking loan agreements placed more stringent bad debt 
reserve requirements on the borrower. These more stringent reserves were 
created, we were told because of experiences learned from the BANEX and 
COFISA projects. 

We concluded that the reserves for theportfolios not sufficientBANEX developmentcover loanandinvestment may be to possiblejoan 

losses, thus resulting in the overstatement of net income. BANEH's 
General Manager stated that, although it is difficult to assess the 
potential risk of each project at an early stage (most loans are still in 
their principal and grace periods), problems had already arisen resuilting
in the rescheduling of two loans. A BANEX quarterly report for the 
period ending September 30, 19,6 indicated that 10.6 percent in interest 
outstanding ($992,400) on $9.95 million in outstanding loans was 
overdue. The report also indicated that 22 of the 73 dollar-denominated 
loans had had repayment terms extended. 

Management Comments 

USAII)/Costa Rica did not agree that current reserves are inadequate, nor 
did they agree with the recommendations as written but agreed to discuss 
reserves in greater detail with BANEX. 

They also stated they considered our recommenda t ions "unethical" and a 
breacl of contract for All) to attempt to renegotiate or amend loan 
agreements solely for its own benefit where the borrower has complied 
with loan covenants. 
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Inspector General Comments
 

Recommendations in the audit report dealing with increasing the reserve 
for bad debt are not solely for the benefit of Al), but rather are 
intended to increase the financial soundness of the institution itself 
thereby chiefly benefiftlog the bank not AID. We, therefore, do not 
consider this recommendation to be "unethical," especially since it also 
reaffirms earlier Vission advice to BANEX. 

In the event USAID/Costa Rica does not believe that the reserve 
requirement should be changed, then that decision should be formally 
supported by appropriate periodic loan portfolio risk assessments. Such 
assessments were not contained in the project paper for this or the other 
two private secior credit projects (COFISA and PIC). All three projects 
have different had debt reserve requirements even though the activities 
financed are closely allied. The amount of the had debt reserve 
requirement should relate to the risk assumed by the lender, that is the 
greater the risk, the larger the reserve. Accordin., to our reading of 
accounting texts on this subject, lender risk assessments should he a 
function of several factors, such as the merits of the )roject itself, 
the borrower's equity in the project, and the realizable value of the 
borrower's collateral. 
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B. 	 Compliance and Internal Controls 

Comp Ii a nce 

Our audit disclosed five compliance exceptions:
 

--	 $3.3 mi liion in All) loan funds were disbursed despite tihe fact that 
BANEX, for 26 months, lid not enter into a pledge agreement as 
required b), condition precedent S. (j) to initial disbursement of All) 
loan funds.
 

--	 BANEX, for 14 months, did not cnply with debt to equity ratio 
requirements established in special covenant 6.1 (y) of the loan 
agreement.
 

--	 BANEX had not deposi ted interest earned on esc row account 
certificates into the risk minimization fund as required by Amplified 
Project Description Section IV,Part D of the All) loan agreement.

i 

--	 The Hission Director had, not issu'd a written certificate 
establishing the dollar value assigned certificates in the risk 
minimization fund, as required by the pledge agreement. 

- The maj. rity of loan funds giv n out to date did not contribute to 
the developmental lending objectives of the project (see Other 
Pertinent Matters). 

Other than the conditions cite above, nothing came to our attention that 
would indicate that untested items were not in compliance with applicable 
laws and regulations. 

Internal Controls 

The loan agreement provision to avoid conflict-of-interest situations 
arising from "insider" lending practices needed improvement (see 
following report section: "Other Pertinent Matters"). 
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C. Other Pertinent Matters
 

Another issue identified during the audit dealt with internal control 
weaknesses in monitoring the conflict-of-interest covenant of the loan 
agreement. No formal recommendation has been made because of Mission 
objections to tighter conflict-of-interest requiremerits and the lack of 
an AID/Washington policy on conflict of interest with respect to 
"insider" lending in AI) projects of this sort. 

The AID loan agreement with BANEX was entered into on September 25, 1981 
and was the first private sector banking project in Costa Rica since the 
expansion of the AID program that same year. Subsequent to this
 
agreement, two other AI) loan agreements have been entered into with the 
Pri vate Investment Corporation (PIC) and the Industrial Finrnce 
Corporation of Costa Rica (COFISA).
 

Prudent loan management practices require effective loan provisions and 
monitoring thereof to avoid conflict-of-interest situations.
 

The BANEX loan agreement statel "The Borrower and the Guarantor covenant 
... that, unless AID otherwise agrees in writing, they will.., not make 
stubloans to, or equity investments in, business or other activities in 
which the President, Vice-President, auditors, managers, or employees [or
the immediate family of any of the foregoing] 3/' of the Borrower, the 
Guarantor, or an)' of its subsidiaries has a controlling financial 
interest, using AID funds." 

In conparison with the conf lict-of-interest provisions of the AlI) loan 
ag recment wi th the PIC, the BANEX loan agreement provisions need 
strengthening and their monitoring should be improved in order to mIeet 
prudent loan management stanrdards. Special covenant 6:(o) of the PIC 
loan -agreemeft stated that '"7;he 'lC agrees that it will for tihe life of 
the loan, unless AID otherwise agrees in writing... not make, without 
prior All) approval, an equity investment in or a subloan to, any business 
or other activity in which any PIC officer, director, employee, or their 
imnmediate families has a financial interest." Also, the project officer 
stated that current PIC disbursemnent procedurres require the PIC to submit 
a stockholder list for all coml)anies receiving PI loans for which All) 
reimbursement is sought. Contrary to these rquirements, the current 
BANEX special covenants allow the President and Vice-President of BANEX's 
Board of Directors, auditors, employees, or their immediate families to 
receive All) loan monies or tire ref lows therefrom as long as t hey do not 
have controlling interest in such compaliv. Add it iona ly,I other hoard 
members may have 100 percent interest in companies and still receive All)
loan monies because they are not covered by the covenant. Furtherilmore, 
when BANEX sought reimburseMienIt for the loans it made with All) funds, it 
was not required to submit a list of stockhiolders in these companies 
(necessary for moni toring purposes).
 

3/ 	 Bracketed statement added in Amendment Number One of the Loan 
Agreement. 
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As of June 30, 1986, BANIEX had made 20 long-term loans, 3 equity 
investments, and 36 short-term loans with AID funds. In the past, BANEX 
had voluntarily brought to AIl's attention and subsequently sought
 
approval for one loan and one equity investment application involving 
companies whose ownership included the President of BANEX's Board of 
Directors. The loan application was rejected by All) while the equity 
application was accepted. Thus, of the 59 loans for which All) reimbursed 
BANEX, All) had received no positive assurance for any that conflict of 
interest had been avoided.
 

We reviewed a list of 54 companies that had received AID loan monies from 
BANEX. '/ We note d that 10 of the loans had been approved for 
companies in which former or present BANEX board members (or members of 
their immediate family) had a financial interest. In these 10 loans we 
found no evidence that BANEX was in non-compliance with this special 
covenant. In four of these loans the President and Vice-President of the 
BANB Board of Directors did not have controlling interest. In the other 
six loans, directors or family members (other than the President and 
Vice-President) 'who did have a controlling interest were not covered by 
the special covenant. We believe the special covenant 'is ineffective 
because the Board of Directors approves loans and most of the Directors 
(17 of 20) are excluded from requirements of the conflict-of-interest 
covenant. 

Currently, effective controls are not in place. There is a need for an 
improved special covenant on conflict of interest and for better 
monitoring procedures for detecting this (i.e. require BANEX to 
periodically submit a list of stockholders for those companies receiving 
loans from AlN) loan reflows). We believe that prudent loan management 
practices dictate that effective controls over "insider" lending need to 
be in place for the remainder of the loan. Without amendment of the 
conflict of interest covenant, and periodic reporting from BANIX on the 
use Of reflow funds, this situation will continue. 

Mission management stated that the auditors assume it is bad business 
practice for a Costa Rican bank to extend loans to businesses in which a 
bank officer or director has even a minority interest. BANEX Board 
members have interests in many important local companies. To exclude all
 
these companies from doing business with BANI-X would be an unnecessary 
and unreasonable millstone around the neck of any Costa Rican commercial 
hank, according to tlie comments we received from IUSAID/Costa Rica. 

The majority of the loans mnle by BANIEX fro, project inception until 
September 30, 1986 di d not contrihute to the project's development 
strategy. This condition was noted in BANEX's final ,valattion report 
where the evaluators conclud ed that only 30 percent of these loan frnds 
to date had contributLel to the project's devlopment strategy (i.e. 

4/ BANEX did not pr( vide stockholder lists for two companies receiving 
loans; three otht-r companies iQtd received both short arid ielitn-terlil 
loans.
 

l1-




medium and long-term loans for non-traditional expor t-orien ted 
activities). This finding is suppor ted by BANEX' s quar terl y projec t 
report for the period ending September 30, 1986 where it lists the 
details of the 73 loans given to date. Exhibit No. 3 of this report 
shows that only 20 medium and long-term loans have been given out for 
non-traditional export-oriented activities. The other 53 loans are 
separately listed in another exhibit anid are shown as loans for working 
capi ta I , suppl iers' deb t payments, debt reschedul ing, and equity 
financing. 

The original purpose of the $10 million dollar loan as stated in the 
Amplified Project l)escription to the loan agreement was to make loans at 
or near market rates to eligible producers, manufacturers, brokers and 
other expediters of non-traditional exports to world markets. This loan 
purpose was late amended by All), at the request of BANEX, in Loan 
Amendmnent Number One dated February 13, 1984. This loan amendment 
Amplified Project Description was revised to read "at least SO percen, of 
the longer term All) funds would be used for long-term smblending," (i.e. 
long-term loans for non-traditional exports to world markets). 

BANHEX had requested this change in loan purpose because of the 
difficilties they were having in placing non-traditional loans and due to 
uncertain ties and ambigui ties in the nat ion' s mone tary laws which put the 
lender at some risk on dollar loans (5.e. the law contained a provision 
that the borrowers cot 1(1, under cer ta in cond i t ion, repay 
dollar-denominated loans at the highly inflated oft icial rate of exchange 
of the colon, thus causing a large loss for the lender). 

We have not made a recommendation in this area as the loan has been fully 
disbursed and the lission is 3ware of this problem through the project's 
final evaluation report. At the time of the audit, the Mission was 
conducting discrssions with BANEX on this and other issues raised by the 
evaluation. The Mi ss ion Iras concurred wi th the evaluation's 
recommendation that al furtre loan reflows shold1 be used for longer 
term developmental purposes as originally contemplated. Also, BANEX 
representatives have not objected to this recommendation. 
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EX!II[BIT I 
Page 1 of 3 

ANALYSIS OF FINANCIAL PERFORMANCE OF 11-1E
 
AGRICIULTURAL 1NIISTRIAL EXPORT BANK
 

The financial performance of the Agricultural Industrial Export Bank had 
fallen short of projections in the project paper. After four and 
one-half years of project activity, the actual financial performance of 
the Agricultural Industrial Export Bank (BANEX Consolidated) was 
considerably lower tLmn expected. For example, the project paper 4ad 
predicted cumulative "Income before Taxes" after four and one-half years 
to be $3,730,500. Actual cimiulative "Income be fore Taxes', was 
$1,546,220 l/ 'liis was only 41 percent of what was predicted after 
tile loan we JI di sbursed. The rea sons thisfunds e fully lor 
underperformance were the poor results of the BANFX Trading Company, 
slowness in disbursements, and lower-than-predicted interest earnings 
received by' the bank for its subloans. 

The BANEX Trading Company had j'rojeCted cumulative losses after four and 
one-half years of $353,000 and was to start breaking even in year five of 
the project loan and grant agreement. In contrast, actual losses were 
$1,093,263, or about $740,263 more than predicted. The final BANEX 
evaluation noted that the poor performance of the Trading Company was 
related to high overhead, failure to gain sufficient expertise to 
subsequently generate revenues, starting the Trading (ompany at too large 
a size, etc. We have no recommendation in this area as tHe Mission has 
decided to accept the recommendation of the final project ev.'uation to 
abol i sh this project component. 

Another factor affecting the performance of BANIX Consolidated was tlhe 
slowness ofr disbursements of the AID loan. Mission and BANEX officials 
attributed this to uncertainties in controversial Costa Rican banking 
legislation 'ley de la Moneda" (Currency Law), first passed in Februa ry 
1983 and later revised in September 1984. These officials rioted that 
this law permitted "doIlar-denominated loans" to be repaid in colones at 
the official rate of exclhange which at times had been about five tinies 
less than the free-iiarke t rate of exchange. BANEX officials xere 
reluctant to sub-loan moiney until the l;aw and its actual application was 
clarified because of the potential for hunge losses if a debtor paid back 
a dollar-denominatel loan at tlte official rate of exchange. Thi s hiad 
happenel to te Industrial Finance Corporation of Costa Rica (COFISA), 
another private sector borrower under a similar project. 

1/ Using varying colon rates in effect at year end for each profit and 
loss statement, 5i(I witloMil considering All) fund s granted to IIANEX 
Trad ing Company. 



EXHIBIT I 
Page 2 of 3 

Whereas the project paper projected that the loan would be completel)
disbursed by the end of year three (September 30, 1984), the original 
project Completion date, only 39.A percent of the $10 million loan had 
actually been disbuirsedl on that (late. Therefore, over 60 percent of All)
loan monies were disbursed late and itte if any interest had been 
earned on tis porLtion of the portfl Iio by June 30, 1986. 

Actual interest rates on subloans were much lower than predicted. The 
project paper predicted London IntrBank Interest Rates (LIBOR) to be an 
average of 36.5 percent higher than they actually were, as illustrated by 
the following chart: 

Year Predicted Interest Rate Actual Interest Rate 

Year 1 16% 9.81% 
Year 2 15% 10.37'% 
Year 3 1%1 9.18% 
Year 1 13% 8.12% 
Year 5 12% 7.00% 

This chart illustrates that the average predicted interest rate of 14 
percent was 5.104 percentage points higher than the actual average of 
8.896 percent charged by, BANEX on subloans, (the rate of interest BANEX 
can charge on its subloans is controlled by the Costa Rican Central Bank 
and is rel atted to TIIR)). reduced operating margins andThis IANEX's 
profits accordingly. 

Therefore, the weak pertforance of BANEX Trading Company accounts for 
about 34 percent of the $2,184,280 shortfall in profits before taxes,
while slowness in disbursemenits and the lower than predicted LIIBOR rates 
for suibloanns accounts for the remaining 66 percent. We noted that 
profits before taxes of BANEX Consolidated would likely have been lower 
had additional AI) generated local currency lines of credit not been made 
available tlrough the Central Bank. These linevs off credit may have 
contriluted to BANE's decision not to use All) loans as intended, thus 
reducing project accomplishments in relation to employment generation and 
foreign exchange earnings (i.e. since BANEX had an alternative source of 
revenue from these less risky local currency loans, there was less 
incentive for BANEX to make inore risky dotlar-denomimated loans). The 
lines of credit providel by the Central Bank were for colon dem(ominated
loans and were used by tradlitional Costa Rican businesses for such 
activities as working capital, suppliers debt payments, equ ty
financing, and debt resched Iing. These loans were for relatively 
risk-free, ventures and did not contribute to such project objeclives as 
new employment generation and non-traditional exports. 



EXHIBIT I 
Page 3 of 3
 

Additionalty, as shown in the BANX quarterly project for the period 
ending September 30, 1986, 73 loans had been made of which only 20 w'ere 
listed in Exhibit No. 3 of the report which listed loans for 
non-traditional export-oriented activities and their employment
generation and foreign exchange earnings to date and those predicted for 
the future. This data supports the final evaluation of the project which 
concluded that only 30 percent of the loar) funds to (late had contributed 
to the project's development lending strategy. Thus, much of the initial 
$10,000,000 disbursement did not contribute to the goals and objectives 
of the project. Since BANEX has apparently agreed that all reflow funds 
will he made for nion-traditional development lending projects, we have 
made no r'ecommendat ion. 



EXHIBIT 2
 

AGRICULTURAL INDUSTRIAL EXPORT BANK (BANEX) 

......... .PROJECTEI.BALANCE SIIE -rAT-ENDOF_.FIRST-60- MONTH1S ...... .... 

-j ,/OF THE PROJECT COMPARED WITH ACTUAL FINANCIAL 
POSITION M-TER 57 MONT S OF OPERATIONS (JUNE 30, 1986) 

ACTUAL I/ PROJECTION
 
AS OF AT END OF
 
6/30/86 FIFTH YFAR
 

ASSETS 

Cash $ 8,614,301 $ 328,000
 
Negotiable SecUrities 4,793,675 25,000
 
Loans Receivable 27,399,645 32,361,000
 
Fixed Assets 2,443,773
 
Interest , Commissions 

earned ,but'not received 672,286 ---

Other Accounts Receivable 5,019,391 
Inventory 533,531 
Other Assets 457,604 
Traco Equity _ _--- 1,300,000 

TOTAL ASSETS $49,934,206 $34,014,000
 

LIABILITIES
 

Loans Payable in BCCR $10,408,946 $20,000,000
 
Loans Payable in AID 10,137,184 9,524,000
 
Customer Time Deposits 16,794,088
 
Other Liabi'lities 8,935,414 ---


TOTAL LIABILITIES $46,275,632 $29,524,000
 

NET WORTH 

Paid-in Capital $ 2,777,306 $ 2,000,000 
-Legal Reserve 186,591 418,000
 
Retained Earnings 694,677 2,072,000
 

TOTAL NET WORTH $ 3,658,574 $ 4,490,000 

TOTAL LIABILITIES 6 NET WORTH $49,934,206 $34,014,000
 

1/Based on unaudited consolidated financial statements of June 30, 
1986. 
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:<' 	 AGRICULTURAL INDUSTRIAL EXPORT BANK (BANEX)
 

PROJECTED INCOWE AND EXPENSE STAT~vI1ENT FOR ITE FIRST 
-- ~-~4 M0N71S COMPARED TO ACTUAL RESULTS FOR 

THE 574,ONTH PERIOD ENDING JUNE 30, 1986 

ACTUAL RESULTS 2/ 
USING USING FIXED 

DIFFERE NT COLON RATE 
PROJECTED RESULTS COLON RATES OF C.55.70 

WITH TRACO I/ WIJhOUT TRACO WITH TRACO WIThI TRACO 

INCOME 

Interest Income $ 9,616,500 $ 9,616,500 $13,382,467 $12,195,662 
Fee Income . 1,796,500 1,796,500 2,353,219 2,149,412 
Other Income 2,712,500, 322,500 1161,041 1,086,525 

TOTAL INCOME $14,125,500 $11,735,500 $16,896,727 $15,431,599 

LESS: EXPENSES 

InterestExpense on Loans $ 4,798,500 $ 4,798,500 $ 9,332,771 $ 8,590,541 
General and Admin. Exp. 5,082,500 2,339,500 4,761,411 4,254,069 
Other Expenses --- -- 407,144 381,262 
Bad Debt Expense .... 499,960 471,639 
5% CONAPE 3/ $ 172,000 $ 172,000 $ 46,805 $ 39,926 
10% Employee Fund 342,000 342,000 93,609 79,851 

TOTAL EXPENSES $10,395,000 $ 7,652,000 $15,141,700 $13,817,288 

INCOME BEFORE TAXES $ 3,730,500 $ 4,083,500 $1,755,027 4/$ 1,614,311 5/ 
Less: Income Tax 1,213,481 1,454,000 37,740 301490 

NET INCOME AFTER TAXES! $ 2,517,019 $ 2,629,500 $ 1,717,287 $ 1,583,821 
Less: Dividends $ 562,847 $ 588,000 $ 171,594 $ 157,531 

N1T INCOME AFTER DIVIDENDS $ 1,954,172 $ 2,041,500 $ 1,545,693 $ 1,426,290 

I/ BANEX Trading Company. 
/Includes/ audited financial statements for the 48-month period ending December 31, 1985 

only. 
3/ National Commission for Education Loans, a student loan program financed from profits 

of financial, institutions. 
4/ 	'his figure includes ESF grant 515-0186 of $208,807 ($136,314 in 1984, $72,493 in 1985).
 

Income before taxes would be $1,546,220 using varying colon rates if this grant were
 
excluded.
 

5/ 	This figure also includes the ESF grant. Income before taxes would be $1,427,562 using
 

constant colon rate of C.55.70.if this grant is excluded. In both cases, income was
 
increasedby2 percent by the grant.
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AGENCY, FOR INTERNATIONAL' DEVELOPMENT4 
RICA 	 APPIDIX 1

UN4ITED STATES A.I.D. MISSION TO COSTA 
Page 1rof 10 

iami, FL 34020" "APO 

10053P. 0. Boxir
1000 Sun Jo 6, Cost7 , icu.

February 5, 1987 Telephone 33-11.5f54 

TTlex 3550 AIDCR KR 

'MMORANDUM 

"'TO: Mr. Coinage Cothard, RIG/A 

Tl1RU: 	 Hr. Daniel A. Chai, M)IR 

rese 	 t t oraft Report o 515-0176odntProec Msin.wiEt: Dc eo e Audit 	 OfficeControlle'sofficeerThe 	 and other :appropriate,;: : met the projectcomments. responslbilfty of tie individuals and have
have with theirSIncorporated 

the same format as
The observations made are in 

response contained herein. 

that of the auditors draft report. 

"EXECUTIVE SUMMARY" SECTION 


Unethical Recommendations
 

USAID/CR considers It unethical and a breach of contract to attempt to 
renegotiate or amend loan agreements solely for its own benefit where the 

borrower has complied with loan covenants. To do so would damage AID's 
credibility and in turn its effectiveness. The Executive Summary makes no 
reference to the fact that the RIG recommendations include renegotiation and 

lmendments. The auditors recommendations on renegotiating or amending loan 
agreements would not be legally enforceable and USAII)/CR has no technical, 

ethical nor legal basis to do so. USAID/CR requests that its-point of view be 
stt]ed in the Executive Summary Section of the final report. 

Insider Lending 

The xecultive Summary is Incomplete stating that "... improvements oil 
lending practices ... were needed." After 

'"-	 internal controls over insider 

reviewing loans on a case by' case basis, the auditors were unable to find 'a 

single case'of non-compliance with the loan agreement nor special treatment of 
insiders regarding, terms! of payment Interest rates, collection, 

r-'.. 	 •.4, 

, 

, 

4 
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'?c ai< tiaTonnorrdid they 	 of Such ,s ln(I[1a 	 find any lack go6d 7faith. fac, 
0t4lhe USATD/CRs ustrong di'angreement with the auditors on this pointI should he 
Cncluded In +the Executive Summary to keep it from bei g mis leadingY and 
USAiD!K srrnngly. stlilnding.gusk that. no refrence atAa] I he made to insidcr 

Risk MIi nimniz~a tion Fund 

- Il'u e of tie Fund 

I h1at tie "va ie of the fund was about 89,257 less than required" IF 
primarily thc- result of a differenCe of. opinion metween the auditors and 
USA IiDAR on the fair ma rket value of investmeuts in tib fund. IJSATD/CR
bep loves -thal[ the Costa RI can open ma rkt, whic h deals regularly wit t hese 
Invetments ad which is in mntuly familiar with the issuing enti r:y 's 
f i a I Is more capable of determ-ining the fair market va lue ofnaner capafcity, 
th•- investments than the New-York market prices used by the auditbrs. It is 
murh more likely that the local market could sell the Investments than could 
!" York. Since there Is a dilfference of opinion regarding the best source of 
market Information and a discrepancy hetween tie • fair market value as quoted 
by two knowledgahie sources, iUSAID/Cl requests that, (1) all reference to a 
shortfallI he elimlni ,ed from the Executive Summary and that (2) a 
clari ficatinn that the "shnrtlal. Is a matter of opInion he included In Part 
I1 	A.l.h. of the RIG's report,. 

-" Similarly, the wGrdinp tiat "the hank undercalculat. I the amount that 
* 	should, be in the fund and overcaLculated the value of the assets in the fund" 

i-s Inappropriate in that it leaves the reader with the idea of foul play or 
incompetence on the part of RANEX when neither is the case. 

Interest Earned by the Fund
 

The commnt that'"the hank did not retain the interest earned in the fund 
as required".. Is correct in form but not. In substance, in light of tHie 

-hureancrarlc nature of the Costa Ri can hanking environment., While it Is true 
that BANEX did not leave the Interest coupons in the fund (which have a 
collection period of up to three or four months) , BANEX did put an equivalent 
amount of new certificates in the fund. this did not diminish the total 
amount which AII) could lay claim to in the event of ,efamIt on the loan. 
Since BANEX technically complied with the requirement, USAI)/CR believes iL is 
not nppropriate to point out the issue in the Exectlve Summary and hhel eve 
that Lhe above discussion 'should he included In Part I A.I. of the RIG 
r,eplrt- The word Ing as present Iy con t aied i n the Fecut lve Summary sec ti on 
of 	 the report Is mi ledinpg. 

r 	 .. Further, effect i ve at Doec 31, 1986, BANEX has agreed to a new system for 

cashing of the coupons. BAN X will withdraw the coupons and cash them at the 
Cenral Banik (ibo it 90 days lag Lin) and onie cashed, deposit the amount into 
the fund .See discussion of Part ITI..I. Recommendation l.d) below. . 

I V 
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-v7'7 IA ni-lun Lion of Ftiand "' 

Shawl i Or' Comment Oti I- 'W'AIl)(R dlid niot follow required procedures~ t~o 
ia nui;i y rev I tie the I nives tent ls r umen s In the fund" is cocrc".L No 

d 	 t ni l arlom crni tP i c ddi .rfno o i-.red .	 ndd, r 	 .i ... --

A oo rsd.I onclui' T1 i und NoL Accomplishing Intended Iurpose . 

Tie i i t ors, concl usi on thn: tht RI i k Minimzation Fund.. has, therefore, 
not fil in p[shed 1 L sp tended p u rpose 1to I urnI sh adi t i ona,1 protec i on'11)AID in rhe caso of l.onan defauilt by ,hlis, bank" is riot correct. The fund 

offer additional" (bu3 not agithst defalt. The 

nldwis tiablislihed ONlY because no COCR guarantee available.was 

4" Givon this rationale; It is somewhat anomalous to tell BANEX that direct
 
obligartions of the 0CR are unacceptable -investinenL instruments fot the. fund.
Further, USAID/CR believes that BANEX net worth of about 3 million is a more 

lhhstantall. assurance of the repayment of the All) loan than is the risk 
minImization fund. Any additional amounts put into the fund would be 
Una'+.ii b] e for the projects ftndamental purpose - developmental lend ing. 

The above Is sues support t ha t the risk minimization futnd is in. fact 
7o1rC p ,shing ILs intended purpose and tiat the audi tors conclusion is not 
correct. USAID/CR requests that all reference to the fund in the ExecutIve 
%imimary, be eliminaLed from tim auditors final report. 

-	 Non-Compliance with Condition Precedent Regarding Establ ishment of Fund 

The RIG 'observation is correct that "establishment of a Risk 

i'niminLtion Fund" was not complied with oia timely basis . 

on-Compliance- with Special Covenant Regarding Maintenance of Fund 

t isr not correct however that "ma intenance of a Risk NInimization Fund' 
w ' "not. . .compl Ied wit ... ". This special covenant was fully Complied Witti 
once thie fund was finally established. As stated above, reference to the 
maintenance of Ohis fund should be eliminated from tihe Executive Summary. it 

.s- the "establisiment" of the fund,. rnot the "mai.ntenance" of the Fund which 
w.is no. complied with on a timely basis. 

3;1ad	Debt Reserve 

Tho iinderlInyicng assiumption of ;the -amd Itors appears tb t BANKIX, CO"iSA 

ond 	 1P1C are homogeneous ilst! titions wh ici is not tile case. For example,
ISA s an olvent inst tilIonna 	 fn: hon AID arot'd to make a loan; T'1C,*mso

mr;l~k(Ys-equity invcstments 1is restricted to longtenlos;ndANXi 
; rlonp., hlighl net worth I nstitln In havi npr both short aind .s,.,,lo vr c h,s onst-o:asume;t n 1.r: ig, , long-termn l oan'; ais> iit("

wel a~ThakIg hrvitis Conequently, It is .not correct to asum Chat wha 
IS pproprlmtu for one ist I Lt io is appropriate for the other. 

. . . . . . . . . ....
 +~ 

http:Una'+.ii
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'
Th-i ud i Lo rs- . oInni e n ts -t!Iota'[ly.Itgnore Lle issue ,of collateral as n-factor.. ..Stltimte, col leti-i llty of;I Ioan:. and ?USAID/CR recommends that the
 

nidL7s eevaluate.,dth~eir ./observat.Ioils -andl : recominna t 10ns: 'talki ng:- in to ,:,..;: 

e ssh 	 -collaIsue 	 n o of t rs actor 

The audiItors' draft report Is 'silent with regard to' the fact that BAND.X 
i complied, hur.osrathe c eo]trsr-vllt wothkn lldno :totally with loan . tsnderati mmeinane 
-"ict.,oSnptelyer 30 196, BANE X h.d a reserve forIts development loans of,rict hiosut. of .-.. raI 
2- . .is in 2Ses that by the loan agreement n*. which actually exc Of required 

A
* 	 FTh exposure to All) in coI lect i nen i Ls loan from BANeX is not only re iad
 
to thle-hank's nbility to -absorb had debt losses huit to othler factors as well
 
.uch is the risk min i mizati oni fund, col LateraI btion,net worth, dividend 
roltrlctions, etc. 'd -, 

Conceptually, if BANEX were to i enve 2% of its average nullo n 

inves tmentL portfolio over 20 years tha t wou ld he 40%. If there were any
redsonable proba~~-bility of the bank losing 60%, of Its Ln -c oio oie he 

BANEIX nor AID would have entered into a loan agreement. Although loaii
'collect-ions must be watched conr~inuiously, IJSAID/CR believes that increasing
 
the had-debt reserve during the life of the loan from 2% to 40% (conceptually)
 
is without merit and should he eliminated from the Executive Summary and
 

-discussed only in Parts II and III of the report. (See discussion below under
 
Part I1 A.2.).
 

-Sieni-ficnt Accompli-shment,
 

'The Executive Summary falls to mention significant accomplishments of the 
project even though the data necessary to do so is included in EXIIIuT' 2 to 
th1e auditors' dra ft report. USA rI)/cR recommends that the following 
, ccompllshments be included In the Executive Summary: 

i. The project had projected total assets after five years to he ,13t1 
- million while, with, three months remaining to complete that period, 

- total assets were almost 150 million - nearly a 50% increase. 

-:':2. Based on the same time period as .1. above, BANEX had only 110.5 
mil lion payable to the Centra.l Bank, nearly 50Z less tlha1n the .120 
mnill ion originally projected making BANEX ;ess dependent on the 
breacrati c state-owned banking system. 

3 	 ,:BANl*X had acquired - 16.8 mi lion in customer time deposits even 
!i1-,::']i"11 none n:ii ail' projcted.-Time 	 _ are *ithouph wa; 	 cepos I 

s Ign fIcamn t sonurce o f cap Itln 

o-,--BAN..had incrcisedl t pa i-in cpital by 1777,000 which is; about 
30/ In excess of the projected paid-in caital. 

L'
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.)2;, )-.:::.,. 'TIART'..J - INTI1ODm ICTr1ON" SFCTION- :... ;..,
 

-UnIc/R~a oil>": ;;ImL , co{:mments this section of the report. :,,-: 

:... " .!f::i~i;)' 'TIART; RFS OF 'AUDTT"' ' . I] ITS SIOM,-M I:<~.> 

.>here some or 45:<.. T is misunderstanding facts in pages an 5 of ths ecio
VvL;_.Of.tLhO report. The wording t~hat "the majority of the- loans hand not: furtheredovernlIlI objee.tICt ivesIead iing. Lhe ojec of... ,"tnlieon--t radit I'onaIproject,prodeL S"s m o f The overlaIItl, prod tcItI1on,ve thei ex pandtn 1 exporan I oi" -' =J-*5 ;)I a I ( tr 

.wa s..tL0Crea't e nan ef f fe ient 1)r 1,viit e c omme rcial bank wita development loanlorientedc:5[aparity. and(Note! private commercial, hanls), wereare COFISAnot and I)TC, oil the other hand, always (levelopimnt-l 

.. . .. !.-The !itdiltnrs have NTR... C.i...S.CTexport Thean. error' in- facts,) that 20 ION were . . .. -)iactivitieS. correct lonns for 'non-tradicionil. . -I. . .. ..m.jorL fty)wereufor nontorditronaldams o that 53 out of um3 loansoxtno.5oriented (i.eo thectvi6.te s (a major rojet.n 

purpose).Iit s, 20 t--of. 73 lons would impy that 27be ow.the loans wro not Il i i 
., li t:7.: . . .. . 

ay,!''iccorda witIt project those 1loan11snce Llie p)u rp)o.9e, 20 repIresen t o 11 :y.
i ; pr oxi ;IOt0i1y' . 80 ,000, or . of the, total. es t imated . projectf cost of 

: ,m::.~ o miditors i.alo falil :to note, thI; t t,t h a ovemnen tIoned 20" loans wo re"'....
 
-!,ocificexceptions iatiorized Iby .USAID)/CR its a 
 'temporalry itecasuire to" hellp))""

arningis.eB\lX Further, these loans are short-termn whichi is allowable under-':it~e' Jo an agreement. . .:: -' . : -:::. ~'' 

AI/CR cohiersa It npI)rorIateonatto commeettth on AID/W toofreport. ought 

inarprto asec'ific"project :In Cosun rRtezi tnless"Iflagran abse wore ''"":i"~i7:
rh Stich is t he of n ommn o AIoDno miset psiona 4oF tsL. . the Timereof iIt reportwr "temoitydncreg ofthethe loans ha ofrth red 

h. bn a.e.. p o ec..j.... o..p.d n.t e...d.. p 
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R~sk I~ii zio7in Funl( Needed ;Strengthentng 

1The word ng* 1nd, dietI s.' undet i L(erhs sutbhead ing 'shou ld he modi ffed t 
SI'l nc r1 rpo Lu I hQ common t s proII.I dod fuit hils MWo rindurn twv rega rdling I he 

Rec'ommend ti n No1 

Recommendation to mak up Lho short fal iI t Lle risk ml n in i zat ilon fund 
Is -cepted suhjc Lt- ilidependent tidadl tors verify ing that 

nsihrf1: Idoes In facr Ox IsLFa 

.' Recommondation thatL IANEX he I mtl ted to Investing in Instruments 
outItdined In pledge agreement sections)'/;':¢::•?i:' i;nuill IIfy 3A1 through 3A6 would totallythe- poss thli ty of . nvesting In "'other' readily, marketable 

obligations jointly a,reed to -by,:AID and the pledgor" wiiclh Is also,
permitted by the loan agreement (section 3A7). USAID/CR finds no 
just I.fication for tying t!e hands of both AID and BANEX with regard 
to suitable investment instruments. Note that the underlying element 
in the loan agreement is marketability of fund I nvestment. instrument s

and not the risk of the instrument.. (See also USAID/CR comments 
included herein under the Executive Summary Section above). 

c. Recommendation accepted as stated. 1.t will " help In the 
:.}*--- : administr.tive aspects of the loan. 

. ndation t all fture interest earned be retained in the 
risk minimization fund Is accepted utilizing the mechanics outlined 

- ---"herdin under the Executive Summary section above. 

U. Recommendation to revalue GOCR bonds In the risk minimization fund 
semiannually In accordance with the terms of the pledge agreement., 

,q.-'- accepted as stated 

.:2!];~gi JO :of, the i? D se s io d s ,,r ,, t ,r .. . . 
......... scussIon (oes not considor that IANEIX 13. 6 mll 
 on, net: 

worthul'so proi .security against loan default iaddition to the risk 
m nImi at Ion fund as (fdoes tle. 18% dIvIdend rate limit wli1.ch forces tile 

dtockhoHderskeep over 80% of BANEX' "arnings re-invested unttilIthe loan I.ho 

rvpaId. Fo.irthor, It should' he clearly pointed ou. that there 
 wits no Instance 
of non-complf'ince except: for the untimely estobli shnoent of the  -r I -sk 

mIfni tition fund.The Discusin detailedt I n page 10 should include these 
imnortont nactp, 

.- evao of Inappioprinte inves-tment for the Fund 

0 Th, 'Risk Minimization, Fund was estahlihd because atG0CR gunrntee was
no-1ft QoaIIoLogically, 2etblhdivestdi ln 0C od. tile ,Fund, 

e es,, oilL t I I ya-' GOCR gun rant e)whh h ,dItr no-ciIT .snt
 

Yi 0 w-, I C the au .- o n ucI m Is n t 

-- V -~~~~% 
4 
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r Iifr Iaided 
-11of 

lysol U1 l oilSirolrva ti-1 ;'1 w: 'l 
ahovv ill Hie Rx'ecu ii v. S41;1nary

Hic oid ifors' final reportL 

SA 
sect ion s ho 

onin 
ild be 

Vs on,- t It 
fili lided Inll i 

C 

1 Ueserve foi Bad i)ebts ay he indcquate to Offsct Future Loses 

Tle akid 11: o rs c ompi), t ly fai 1cvd 
r e;L ' Ihe wo rd I ng of the iriid It t) 'sI 
II roir ' Ii ha t !ISA 1)/CR i ', Iill lj',ollllt 

) thtIIo rIse . Tlie dud Ito rS fIii I rporr: 
niot ptro % ti tlithe aui i tofrIon le1 I SI 1 

toI dm0ns t rte t ie inadeq,,acy o.f 
rommoertH1 nst: .l I Ss;,i .s leavos L he 
wiL i tli oaudi tors' opiion, which is 

hoI d he cIear in tLIat LISA rll/CIodoe.; 
f had debt rse rves. 

1hL-;rv'ii 
I I I-soc tCion o f 

ions Inc Itided herein 
thle 

under 
reportt should incorporatLe 
the ExecutIve Summary sect. ion 

the 
above. 

USA Ii)/CR 

Recommenda t Ion No. 2 

t:SA 1)/CR does not agree 

di,-cuss reserves In grenter 

with this recommendation 

detail with BANEX. 

as written hut agrees to 

Di scuas-ion 

Pgie 20 of tie Discussion states thai "all loans are still in their 
principal and grace periods" which Is not correct. Nearly one third of- BANEX 
Ioigl),lern Ions Ihave ol ready in it inted the repayment period. LISAI D/CR' s 
lctter of August 30, 1985, Is not correctly Interpreted. IL is in reply t.o a 
specific question of JANEX and does not comment on the Specific isse of 
ade(liate loan loss reserve. Also, the amount of 2% mentioned in the letter is 
wrwng, it shoaald read 1%. 

Although COFISA and lC sub-projects may have some simi larities to those 
financed by IIANEX (re: page 21), BANEIX has not had the same delinquency rate 
in .;is these institutIons. These three InstiLutlons are not sufficienLIy 
-im ilar to just Ify applying, the same requirements to all three; COFISA was 
Insolvent nt the time the loan was made, JPlC its .i, invertnLent Institution, 
whereas BANEX Is a high net worthy company. 

..Co"pl iance and In ternal Controls 

in- Compliance 

USA I /CR icepts tle cnmp lance exceptLIon 
wn odisbursed' deap&' noncomn ance with 
d Ihairsement. 

tlthot.33 
condIti n 

millIon 
precedent 

in loan funds. 
to initial 

A I ISA1)/CR g' t m9 cI t iIAN EX w s' oitLo f ompi ane w,t h devb 
rat los nder special covenant 6 1(y) of' tiae ioin agreemientloi, the 
I nind] reporL sh1)id clari fy tt USAIi)/CR hol fevc thiat tle r tilo 

flletilfl o on consol ited b'ala SIne r y v nerqo 1ofint 

to-eq i f t y 
nditors' 
idoild he 

i [riiitcin 
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-7 .L mets-a rc- -no t-- pre pare d lher F,s -no,-bat-s ----onw liI c.,h t- m.ke I 
C" i tlat lo. Fitli or,'ilSA iD/CR coIls id(,rs the a|edIted combined fI Inanc i.1 I 
StAL0t11nt to be tile only reliable (sourof* data for the caiculition. Ti'lee 
dudit ors fi na i report Should inc lude tile c iar f iCnt in t hat) 1985 was tho firs t 
In went 

A ni nhuer of chnnges wre roe(ies tIed by -iIANlX on :Sep . 2" 986 to the loan 

tim ANEN out of* compli ance. 

-e~~~~~ 	 2., 19 0 o tielpi

S.r.e.ent)Lwh IclI include a request to .1nerease the a I lowed dehi:-to-equ Ity
r.i I o1. Both t he BANEX I et ter of Sept. 22, 1986, and USA II)/CR internal rl)ollso 
.i-Ited OCt. 30,1986, were avaltablv to RIG auditors. Nevertheless, the draft 
',idit rc'portrFalls to mention PISA [D/CRs comments. The auditors' final report 

hotuId Include a reference that: 

1. There are no cl ear gIudel ins 'Is to the maximum debt-to-equity ratio 
of a financial IpstittiLion. 

.2. 	 Financ iat inst I itt ions are judge'd more by profitability and tle 
soundness of their loan portfolIo than by their debt-to-equity ratio. 

. " 	 FinanclaII nstitutions are esentially debt (both receIvale) an( 
.	 payable) InstL tttions and are most commonly compared on the basis of 

* total assets rather than debt to equilty. 

4. The average debt-to-equity r;tio of U.S. banks Is about 15:1 wile 
.	 Ja panese and European hunks go even higher. Even Costa 1I can 

state-owned banks ~t nearlyare :5:1,, 

5.. 	 USA [flCR Office of the Pri val'o Sector endorses, IANI.X proposalI of a1 
more "liberal debt-to-equity ratio. 

USAID/CR does not accept the finding that BANEX "did not deposit Interest 
earned on escrow accont cert i ficates Into the risk minimizat tion fund .. 
Mille 	 this is true in form, it is not true In substance. On the cont rary,

' ' BANE X has compiled with this provision to the full sat isfaction of AID. 
[L'SATD/CR comments contained herein under the Executive Summary Section - Risk 

inimIzation| :Fund , should he . ic I tded in the auditors' f ina I report and the
'iiudI toN; conc IIu ions on rompi iance wl th this covenant shouI (I he reassessed 

." "USAID/CR accepts* the observation that the Mission Director "did not Issue 

11 wr Itten certificate establishing the dollar va tlue asslgned to 

Ineinni. Controls 

USAID/CR. ddes not agree with the finding tlmt nder lending practices 
n e ede I provement.' USATID/CR cbmments on this inue included herein In th. 
.... tive) Summary Sectil shouIld be considered ;in( the audf tor8 obsrvo tIon 

rvnJ, s 	 "c .4 

43
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SS'A I D/C o ic t t ,ch oxtSt. [cer,,i v,. rea 't.ent of the ConfElict. of Ill e rest.I~~~~~~~ ~~t f th0i1 ', ha11,t no. A11)ll:in .1~ thhfac 

ou'I tor ; ese b c;SI ev 


-.- ilht- t /WashIngtol p1 iy exists, that the. 
of loannort olrto failed, 11,lIlos S , ingle

asO of Inappropriate, acto, and th1,t "ins-ders" were involved in only a

Saiil Ii mtnorI ty of B1ANEX lnans and Lhat, "outsiders" were hardly odenied
 
:aCcesS. USAID/CR considers the issue irrelevant and does not consider theV
 
cr iteria applied by the, aud itors approprato in the circumstances. 

A though .USAID/CR ed a prohibition of insider lending, it Is 
.ilIing tO discuss formal xatonl 
 of conflicts of intorest policies with

BiANEX. There ire, however, two Imporant issues 
 which USAiD/CR reqiesLs he

inoluded in the atuditors final report:
 

1. BANEX was in totfal compliance, with the loan greenint n't all tine;
wIth regard to Insiier lending (see USAIi/CR comments herein under 
the Executive Summary Section), and 

2. Since no special or prefer,,nlal treatment of Insiders was found,
 
Sotin management was inl fact, "pruident", It wais inl f;,o I "vf feeti1 y" andiln fact "monitored." The existing wording leaves the Impression that
the loan agrevment and loan management were Imprudent, I neffectLive 
and not monitored. The Mission requests that the auditors clarify
these facts further or eliminate the comment altogether In the final 
report. 

'TART [11 - E~XHIBiITS AND)APPENDICES" SECTION 

Exhibit I 

The comparative interest rate chart Is misleading. It depicts projected
Viersuis actua lntereist rates which, to he comparable, must first be applied to
the amount of money lent at'each rat:e. This will In turn affect the overallportfloli Ilnterest rate. 'he autditors' final report shtould clarify exac, .ly
what in being compared In this chart. Is it the overall rate, Idividtial loIn 
r.iLe or what?
 

ExhItIIt2
 

This exhibLt should chrify whether or not It s consoliated, combined,
 
or Individunk., (Soe also comments oinExhi it 3 below).
 

ronIjhbIt 3
 

G n I lIy accopted accouiti ing principlors do not prni Lt lie use of a slh t" 
e forS .excangrate the ira nslition of f inaI stttvmvnt. 1it ough sichl

IrdotA i ee i ,common In Co a Riva ror I nt'frnaIly ,repardutm d financhil 

:3 !. 3'33 j"%1
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k"al-no-n% " W:! n--gcn,-eraly:nccepp di :!'ccoutn t ng 1r i nce' or te appl iedl In he. i6 

tras It ion ofr standard finannca lI si Ltinents, to another currtnCy, a 
.iunroanI Wd gain. or. Ions i genernte d affecting the income statement and

ndizdr ly the financia position. lny gain or loss on the transIfalon of 
non-currenL. assts and Is nhilitisrinally deferred and not 'takeni into theinco0wf :statemlent. ,•;: .. 

The lack (if the use of generally accepL'ed accountlng principles In these 
inurnally prepared financial, statements could cause major financiala 
dIL.,;torLions in their interpretntion and makes there usefulness in the RIG 
I1dit report highly questionable. USAID/CR requests that their inclusion In 

th;e uitors' final report he reconlddered. 

CONCLUS ION 

The only issue of relative signIfiqance in the auditors r'port is the 
Oi Imp]iance except ion of not hv . np, sen[I-annua I ly valued the I nves tlneln L 

cert I fi ca tes n the risk minimization fund. This condition is easily 
rect I fIahIe. By waylof perspective, it should be pointed out that none of the 
subjects on which the auditors made recommendations have had any substantial 
impact on the succesn or failure of the project to date. 

1* 

1.. 
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2 APPTNI)IX 

.IST OF PECOW.ENI)ATIONS 

Recommnendat ion No. I 

Vk' recommend that tlJSAI P/Costa P ica, in consultation with tie Agricultural 
IndIhstLial Export Bank, revise the terms and operations of BANIX's risk 
minimizationi fund ais follows: 

a) 	 obtain vJvi(leice tlant the Apr.1 ciCtLiral. Iridust.rial. Export Bank has 
deposited not less than $8,257 into the Fund to lmiko lip the 
short,f 11; 

h) 	cause the Apri cul Ilila I llidltU;t 1i al Export Bank to Wako, all futur'e 
payllments into the Fund in do I la rs to be invested in relat ively 
ri sk-free inlvestentl inst rumrlleit s as described in the pleige agreement 
at sections 3A1 through 3A; 

c) 	amend the pledge agl oimen so that all Future paymeilts into the fund 
correspond to the dates when interest becomes e111 the AID loan and on 
make siich anonlIt eri- thi rd lrgor the correspond ingpaymnent s i n OO lhan 

iiuterst payment ;
 

d) 	obtairi forua l HANEX acknowledg.ment that all fiotne interest earned 
be retained in the risk miniuization fund as reqiired b)y the loan 
ag reeme(ilit ; alnd 

e) 	revaI in the cu)rre0nt ,Ov'lroment of Costa P ica Ionds i n the ri sA 
minimi zat ion luntd semi annia IIv il accordance Wi th dlie terms of the 
pledge ag reement and ensure a cert ificate is issued by the Mission 
Director attestin7 to the II.S. dollar value wh ich has been assigned 
to such certificates. 

Recommendat ion No. 2 

We recowniend that lISAl1)/Costa Rica, in consultation withi the Agricultul'Il 
Induistri al Export Bank, amend the AID loan agreement to provide that: 

a) 	the Agri ci"It ra I Indiist ri al Ixprt Bank make povi si on for Iad debt s 
of at leist two of avierage aldi ngperceit it! anlinatlai out developnnent 
loan aid irivestment pofi folios (colon's and lol lar (lnomi ilvld) , and 
revi so its writ tel po licies accoraAily or 

b) 	a formal, periodlic portLolio loaniri sk assessment he l10(10 to just ify 
the provisioi for bad dvlts ,appliedf. 



APPEN1DIX 3
 

REPORT DISTR1 BUTION
 

No. of Copies 
Director, UISAIJ/Costa Rica 5 

AA/I AC 2
 
IAC/CAR/CR 
 1
 
I.AC/DR I
 

LAC/DP I 

IAC/PS 1 

LAC/Co I' 
IAC/(;C 1
 

IAC/RIAs 1
 

AO/Pa nama 
 1 

AA/PF 1
 

PRE/PP 
 1 
PRE/PI 1 

PRE/I 1 

AA/' 2 
C,,C 
 1 

EC 1 

!/ I/ASI) 3 
PPC/PPPR 1 
PPC/C I t 3 

AA/XA 
 2
 

XA/PP, 1 

IC 1 
AIC/A 1 

IG/PPO 
 2 

1 
I G/lS/C R 12 

[G/I I I 

PIGi I/T l 
Other RIG/As I 

I/l.C 


