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May 26, 1987

MEMORANDUM FOR U.S.A.I.D./Nepal, Director, David Wilson
FROM: l;gﬁarﬁ.él‘)gﬁcf .‘ RIG/A/Singapore

SUBJECT: Audit of U.S.A.I.D./Nepal's Implementation of
A.I.D.'s Payment Verification Policy
Implementation Guidance
(Audit Report No. 5-367-87-3)

This report presents the results of audit of
U.S.A.I.D./Nepal's Implementation of A.I.D.'s Payment
Verification Policy Implementation Guidance. The audit

objective was to evaluate U.S.A.I.D./Nepal's compliance with
the Guidance.

The audit concluded that U.S.A.I.D./Nepal did not fully
comply with several important areas included in A.I.D.'s
Payment Verification Policy Implementation Guidance.

U.S5.A.I.D./Nepal did comply with some actions directed by
the Guidance. For example, U.S.A.I.D./Nepal generally
complied with the requirement to prepare annual reports
identifying the mission's methods of project implementation
and financing procedures.

The audit disclosed four specific problem areas. First,
annual assessments were not made. Second, cash advances to
the Government of Nepal were not justified. Third,
financial management of project funds was not adequate.
Fourth, project papers did not adequately provide for audit
coverage.

We are recommending that U.S.A.I.D./Nepal take actions to
ensure that the required assessments are made, cash advances
to the Government of Nepal are justified and controls over
advances are improved. Also, U.S.A.1.D./Nepal should
c¢valuate the need for and provide necessary funding for
audit coverage of projects.

Your comments to the draft report were considered |in
finalizing this report. The comments are discussed in
appropriate sections of the report and your full response is
attached as Appendix 1 to the report. You disagreed with
the first three findings and recommendations concerning
annual assessments and justification and controls over
advancet, You generally concurred with the fourth finding,



but did not concur with the related recommendation. Based

on your comments the four recommendations in this report are
considered unresolved.

Please provide us within 30 days any additional information
related to actions planned or taken to implement the
recommendations,



EXECUTIVE SUMMARY

The purpose of A.I.D.'s Payment Verification Policy
Implementation Guidance was to ensure that A.I.D. missions
gave high priority to choosing the most effective and
efficient methods for project implementation and financing.
Another purpose was to improve the missions' monitoring of
projects once they were underway. The Guidance was issued
by the A.I.D. Assistant to the Administrator for Management
on December 30, 1983. U.S.A.I.D./Nepal 1} -3 11 active

rojects with total obligations and accrued expanditures of

95.5 and $70.8 million, respectively, as of Septer»er 30,
1986.

The Office of the Regional Inspector General for
Audit/Singapore made a compliance audit of
U.S.A.I.D./Nepal's imp.iementation of A.I.L.'s Payment
Verification Policy Implementation Guidance. The audit was
done during the period November 24, 1986 through January 15,
1987. The audit objective was to =esvaluate U.S.A.I.D./Nepal
compliance with the Guidance.

U.S.A.I.D./Nepal did not fully comply with several important
areas included in A.I.D.'s Payment Verification Policy
Implementation Guidance,

U.S.A.1.D./Nepal did comply with some actions directed by
the Guidance. For example, U.S.A.1.D./Nepal generally
complied with the requirement to prepare annual reports
identifying the mission's methods of project implementation
and financing procedures.

The audit disclosed four specific prcblem areas. First,
annual asseaamenty were not made. Second, cash advances to
the Government cof Nepal were not justified, Third,
financial management of project funds was not adequate,
Fourth, project papers did not adcquately provide for audit
coverage,

A.1.D. policy guidance required A.I.D., missions to perform
annual aspessmentsns of the host governments' and the
missions' voucher approval and examination procedures ard
report thereon, U.S.A.1.D./Nepal  did not perform tne
required annual asmessments and misleading {information was
reported to A.1.D./Washington, These problems resulted
primarily because U,5.A.1.D./Nepal was not fully aware of
what wan required, The (fallure to make the required
assesaments and report accurate {(nformation i{nhibited both
U.S.A.I.D./Nepal's and the Agency's ability to fully
identify the extent of and correct U.8.A.1.D./Nepal and the



Government of Nepal financial management and related
internal control weaknesses, These weaknesses were
identified in consultant reports and U.S.A.I.D./Nepal post
payment reviews which identified substantial payments by
U.S.A.I.D./Nepal for questionable and unauthorized costs
claimed by the Government of Nepal. U.S.A.I.D./Nepal had
not yet recovered payments of more than $286,560 for
unallowable taxes claimed by the Government of Nepal. This
report recommends that U.S.A.I.D./Nepul make the required
Asgessments and recover from the Government of Nepal the
payments for unallowable taxes. U.S.A.I.D./Nepal did not
agree to make the assessments but did agree to recover the
payments for unallowable taxes.

A.I.D. policy guidance issued in December 1983 stated that
it was A.I.D. and U.,S. Government cash management policies
to minimize the use of cash advances for project
implementation. The policies stipulated two requirements
for authorizing the use of cash advances. One was that the
use of advances should be justified based on the recipient's
need for an advance. The second war that the recipient
organization should have adequate financial management and
related internal controls for controlling and accounting for
U.S. Government funds. U.S.A.I.D./Nepal provided sizable
cash advances to the Government of Nepal without satisfying

either requirement. The use of cash advances to the
Government of Nepal during the three-year period ended
December 31, 1986 resulted in either unnecessary or

inefficient use of U.S. Government funds of about $1.4
million. This condition occurred because U.S.A.I.D./Nepal
was not fully aware of the A.I.D. and U.S. Government
policies to re<trict or 1limit the uase of cash advances to
host governments, This report recommends that
U.5.A.1.D,/Nepal Jjustify the need for cash advances to the
Government of Nepal, U.5.A.1.D./Nepal disagreed with the
finding and recommendation,

A.1.D. policy emphasized a need for improved accounting over
project funds. U.S.A.1.D./Nepal practices for advancing
funds to the Government of Nepal for project implementation
purposes did not adhure to acceptable financial management
atandardas, Thias occurred because U,S.A.1.D./Nepal did not
have adequate policies and procedures to limit cash advances
to the Government's immodiate disbursement needs or for a
proper accounting of the outstanding advances, Therefore,
U.S.A.1.D./Nepal  projuct  funds amounting to over $37 million
were more vulnerable to waste and abune. Thin report
recommendas that U.H§.A.1.D./Nepal establish adequate policies
and procedures for providing and accounting for authorized
cash advances made to the QGovernment of Nepal,
U.8.A.1.D./Nepal did not concur,
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A.I.D., policy required that prozect papers include an
evaluation of the need for audit coverage along with a
description of the audit and the allocation of funds for such
coverage., Six project papers approved by U.S.A.I.D./Nepal
for initial funding subsequent to the policy's effective date
did not provide for adequate audit coverage. The failure
occurred because responsible U.S.A.I.D./Nepal officials were
not fully aware of the specific requirements or simply forgot
to ensure compliance. The lack of adequate audit coverage
may prevent early detection of project accounting and
financial problems. This report recommends that
U.S.A.I.D./Nepal take actions to ensure that evaluations are
made of the need for and necessary funding is provided for
audit coverage of projects. U.S.A.I.D./Nepal generally
concurred with the finding but not the recommendation.
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AUDIT OF
U.S.A.I.D./NEPAL'S IMPLEMENTATION OF
A.I.D.'S PAYMENT VERIFICATION POLICY

IMPLEMENTATION GUIDANCE

PART I - INTRODUCTION

A. Background

The purpose of A.I.D.'s Payment Verification Policy
Implementation Guidance was to ensure that A.I.D. missions
gave high priority to choosing the most effective and
efficient methods for project implementation and financing.
Another purpose was to improve the missions' monitoring of
projects once they were underway.

In April 1982, the A.1.D. Administrator named a task force
to revievw the Agency's payment process. Thie action
responded to the results of A.1.D. Inspector General
audits, The work of this task force was to coincide with
action on Office of Management and Budget Circular A-123
which required all federal agencies to undertake a self
asgegsment of internal control vulnerability, The task
force effort resulted in 16 policy statements which were
approved by the Administrator in May 1983, The
implementing quidance was issued by the Assistant to the
Administrator for Management on December 30, 1983,

Each mission was responsible fo. implementation of the
Guidance. They were responsibl - for ensuring that
comprehensive general assessments were verformed annually on
the methods of project implementation and financing., The
controllers wore specifically reasponaible for annual
ajisensments of misaion and host governmant voucher
edam.nation and approval procedures. Annual reports on the
ajgessmonts were to be sent to the A, I1.D., Office of
Financial Manage=ent and the cognizant A.1.D. reqgional
Jureau i1n Washington, D.C.

The A.1.D, Inspector General iasued an audit ceport on
December 12, 198) on the management of cash advances by six
A.1.D. ovetsvan miasiona, including U.B.A. 1.0, /lepal  (Audit
Heport no, 0-000-44-1%), The raport noted that
U.6.A.1.D./Repal wvas providing excessive advances Lo the
Governnent of Nepal because the miasion «id net  adequately
oBtimate the cash flow noeded to fund pro)ects, The
exconalve advances cesulted in the U.5. Government incurring
unnecessary interest coats and loasing an additional $817,000
du@lco the devaluation of the local currency against the
dollar.,



U.S.A.I.D./Nepal had 11 active projects with total
obligations and accrued expenditures of $95.5 million and
$70.8 million, respectively, as of September 30, 1986.

B. Audit Objectives and Scope

The Office of the Regional Inspector General for
Audit/Singapore made a compliance audit of
U.S.A.I.D./Nepal's implementation of A.I.D.'s Payment
Verification Policy Implementation Guidance . The audit was
gggg during the period November 24, 1986 through January 15,

The audit objective was to evaluate U.S.A.1.D,/Nepal's
compliance with the Guidance. Audit work included a review
of files and records and interviews with responsible
U.S.A.1.D./Nepal and other A.1.D. officials, The work also
included a review of A.I.D. requlations and directives,
Internal control practices were tested as they related to
the Guidance. U.S.A.I.D./Nepal comments t> our draft report

were received in April 1987, Their comments have been
incorporated 1in the report as appropriate and the full text
of the comments are included as Appendix 1. Thr audit was

made in accordance with generally accepted government
auditing standards.



AUDIT OF
U.5.A.1.D./NEPAL'S IMPLEMENTATION OF
A.I.,D.'S PAYMENT VERIFICATION POLICY

IMPLEMENTATION GUIDANCE

PART II - RESULTS OF AUDIT

U.S.A.1.D./Nepal did not fully comply with several important
areas included in A,I,D.'s Payment Verification Policy
Implementation Guidance.

U.S.A.1.D./Nepal did comply with some actions directed by
the Guidance, For example, U.S.A,I.D./Nepal generally
complied with the requirement to prepare annual reports
identifying the mission's methods of project implementation
and financing procedures,

The audit diasclosed four specific problem areas. ~?7irst,
annual assessments were not made. Second, cash advances Lo
the Government of Nepal were not Jjustified, Third,
financial management of project funds was not adequate,
Fourth, project papers did not adequately provide for audit
coverage,

We are recommending that U.S.A.1.D./Nepal take actions to
ensure that the requ'red assessments are made, cash advances
to the Government of Nepal are justified and controls over
advances are improved, Alaso, U.5.A.1.D,./Nepal should
evaluate the need for and provide necessary funding for
audit coverage of projects,



Annual assessments were to include a realistic evaluation
and appraisal of the (1) methods of project implementation
and financing, (2) mission's voucher examination and
«poroval procedures, (3) host country's monitoring and
invoice examination procedures, and (4) host country
agencies' contracting, procurement and payment verification
capabjlity.

U.S.A.1.D./Nepal generally complied with the requirement for
annual assessments of the mission's methods of project
implementation and financing procedures, U.S.A.1.D./Nepal
submitted the assessment results in its annual reports which
provided a detaiied payment process matrix for .ctive and
planned projects and programs, U.S.A.1.D./Nepal uid not
fully implement the requirements for the other three
assessmen:s,

The most significant omission was U.S.A.1.D./Nepal's failure
to make annual assessments and accurately report on the
Government of MNepal's monitcring and 1nvoice examination
procedures and the related mission voucher examination and
approval procedures as required under Policy Statenent
Numbers 8 and 9 of the Guidance. For the three-years ended
December 31, 1986, U.S5.A.1.D./Nepal approved payments to the
Government amounting to about $13.9 million,

The annual asscsaments called for under the above two policy
8tatements were designed to  formalize a processy which
already should have bveen 1n place, The asseasments were to
involve a randomly selected sanmple of vouchers large  enough
t0 provide cevasonable assurance that the voucher approval
and examination processges in place welo adequately
[opredonted LY the asdvasments, One of the objectives of
the asdcosments was to highlight areas of relatively high
vulnerability ang o project  solutjons or changegn i
ptocedures which would result in decreasey vulneravbilivy,

There was no ovidence at U.5.A. 1.0, /lepal Lo show that any
Of the required annual assesarents  were tade  of the
Governsent Gf MNepal's ang the mpssion's vaucher oxamination
and  approval procedyres, U.G. A LD /lepal  offiecials  said
one assompssent was  made  for  calendar yeat 1983 -~ ap
aBBoHBRenl  Of the MISsION'Ss Youchol okaBinatjon procedures,
According to U, 5.A,1,D, /tiepal officials, a  Hample  of
8€locted vouchels was fevjowed as tequifod by the Gaidance,
However, nu ducurentation was fetalned to ettty the dcope
Of feaylts of this assosskent, U oA T, D, /liepal  did pot
Bake sybiscquent annhual agsessrents of the ®mjssjon's voucher
procedyres, U.B AL D /Bepal  also 919 ot sake any annual
apfepnrents of the Government of Nepal's monitoring and
vouecher examination procedyres as tequifred by the Guidanece,


http:U,.S.A.lJ

In the initial annual report submitted on March 22, 1984 for
calendar year 1983, U.S.A.I.D./Nepal reported that it
‘believed® the Government of Nepal basically had adequate
voucher approval procedures; but, it also noted that the
procedures were not always uniformally applied to
A.I.D.-financed projects, The report gtated that
U.S.A.I.D./Nepal relied primarily on the Government's
internal control procedures in processing the claims by the
Government of Nepal, The report concluded (nat although
U.S.A.I.D./Nepal's internal control of these reimbursements
appeared to be only fair, U.S.A.I1.D./Nepal believed that the
periodic post-payment review of these reimbursements by the
mission financial analysts ensured adequate internal control
of these reimbursements to preclude waste and abuse of ".§,
Government funds.

The annual update reports submitted by U.S.A.I.D./Nepal on
March 14, 1985 and January 31, 1986 did not provide new
asgessments of U.S.A,l1.D./Nepal and Government of Nepal
voucher examination procedures, The updates merely stated
that the 1nitial ®general assessment® remained valid,

The fiscal year 1986 assessment report submitted in  Hovember
1986 by U.S.A.I.D./Nepal to tne A,I,D. Otfice of Financial
Management in Washington, D,C, was misieading 31n numerous
inatances, Examples are noted below,

== The report incorrectly stated that the assessment of
U.S.A.1.D,/Nepal's voucher approval and exanination
procedures  Was based on a asample of voucheras large
enough to provide reagsonable assurance on the
allowability of claims, Actually, no sample was taken
and there was no formal asgessnent,

== Thv report stated that the Government of Nepal's
monitoring and voucher review process was  adequate Lo
ensure the propriety of clainsg sybmitted to
U.S.A T D /tepal . Therte wan no evidence to support  thig
Htatement, In fact, no fornal assedssent was tade,

== The report atated that U,5.A.1.D,/Nopal was tncluding in
Projuct papers the roquired ovaluation of audit  covefage
ang, if neceadary, budgeting project  funds to provide
fluCoidaly audil coveraqe, Howoever, U,5,A.1,.0,/Nepal  dig
not comply €ith this fequlfesent,

ACcotding Lo  the miasiun  controller, anhual assesskonts of
Governmont of Nepal's payront verification prucCedufos were
not mado buecayie the tiaslon's financial analyaes
petiodically perfotmod limited financial reviews atL selected
Nepalegse Guvernment agencies, Concerning *he lackh of annual



assessments of the mission voucher examination and approval
procedures, the controller contended that the assessment
made for 1983 would suffice because there was no major
change in the procedures since the initijal assessment was
made for 1983,

Regarding the fiscal year 1986 assessment report, a
temporary U.S.A.I.D./Nepal official responsible for
preparing the report stated the report was prepared
primarily based on discussions with U.S5.A.1I.D./Nepal
financial analysts and project officers. He relied on the
personal knowledge and experience of these officials. No
formal assessments were performed of U.S.A.I.D./Nepal's or
the Government of Nepal's voucher examination procedures.,
This official said it was not possible to make the required
assessments and to complete the annual report on time due to
the shortage of financial staff and huis impending ceparture
from Nepal for assignment elsewhere. U.S.A.I.D./Nepal
believed the requirement for formal assessments was
discontinued under the new policy guidelines issued in
September 1986,

The failure to make the required assessments and report
accurate information inhibited both U.S.A.I.D./Nepal's and
the Agency's ability to fully identify the extent of and
correct U.S.A.I.D./Nepal and Goveriment of Nepal financial
management and related internal control weaknesses. These
weaknesses were identified 1in U.S.A.I.D./Nepal post-payment
reviews of Government of Nepal claimed costs. For example,
15 of these review reports issued by the U.S.A.I.D./Nepal
controller during the three-year period ended December 31,
1986 identified over $900,000 of questionable costs.
Substantial amounts of these costs were questioned because
the Government routinely spent funds in excess of approved
activities or budget line items, As of December 31, 1986,
U.S.A.1.D./Nepal had recovered or was in the process of
recovering about $135,000. The remaining questionable costs
were retroactively approved by U.S.A,I.D./Nepal project
officers or had not yet been resolved.

Several reports identified that U.S.A.1.D./Nepa. paid
unallowable contract taxes claimed by the Government of
Nepal, In October 1983, U.S.A.I.D./Nepal notified the
Government of Nepal that Standard Provision No. B.4 of
U.S5.A.1.D./Nepal  project agreements with the Ccvornment
appeared to provide exemption from payment of the Nepal
contract tax, In February 1989, U.S.A.1.D,./lNepal notified
the Government that auch taxen were exempt under
U.S.A.1.D./Nepal-financed projects, J.85.A.1.D.,/Nepal
identified that from October 1, 198! through December 1,
1984 the wunallowed tax payments 'mounted to about 4.2



million Nepalese Rupees -- or about $286,560 at the average
monthly exchange rate during that period of about 14.5
Rupees to §l. The exact amount of unwarranted tax payments
to the Government after December 1, 1984 was not known,

U.S.A.I.D./Nepal's dialogue with the Government to resolve
the problem of the contract taxes was instrumental in the
change of a Government law effective October 2, 1986 which
specifically exempts the collection of contract taxes from
foreign-aid funded projects. This law should help resolve
the problem of unwarranted tax payments. However, the
Government of Nepal had still not refunded or agreed to
refund the more than $286,560 in taxes already paid by
U.S=A.I.D./Nepal.

iwo reports prepared by U.S.A.I.D./Nepal consultants in 1986
also identified serious weaknesses in the Government of
Nepal financial management procedures and practices, For
example, the financial reports submitted by the Government
of Nepal to foreign-aid donors were often inaccurate and
greatly delayed. Another weakness was the inability of the
project accountants to follow the Government's financial
rules and regulations, The reports stated that these
weaknesses adversely affected satisfactory implementation of
two large A.I.D.-funded projects.,

In conclusion, U.S.A.1.D./Nepal has not fully complied with
the requirements of the A.I.D. Payment Verification Policy

Implementation Guidance. U.S.A.I.D./Nepal should ensure the
required annual assessments are made. They need to prepare
and submit to A.I.D./Washington a revised payment
verification policy report for fiscal year 1986, They

should also determine the amount of payments to the
Government of Nepal for unallowable taxes and recover this
amount,

Management Comments

U.S.A.1.D/Nepal disagreed with this finding and
recommendation, Regarding the annual assessments, they
objected to the report statement that there was no evidence
at U.S.A.1.D./Nepal to show that any of the required annual
assesaments were made of the Government of Nepal's and the
mission's voucher examination and approval procedures, The
mission added that the assessments were included in the
annual reports, The mission noted that the A.I.D. policy
guidance required only minimal effort for the annual updateu
of the host government's and mi.ston's voucher approval and
examination procedures, and that the misuion performed the
assegsaments in accordance with thig quidance,
U.S.A.1.D./Nepal believed the 1983 guidance did not intend



that the mission perform new assessments each year,

U.S.A.I.D./Nepal believed that the 1986 guidance precluded
the need for annual assessments of the Government of Nepal's
and the mission's voucher approval and examination
procedures. They acknowledged that no separate sample of
vouchers was taken to respond to the questionnaire
concerning the mission's voucher approval process, The
mission believed 1its normal voucher review process and its
post payment financial reviews were adequate to provide
reasonable assurance that A.I.D. funds were expended in
accordance with the terms of the agreements, Also, the
mission did not see a need to prepare a new report for
fiscal year 1986 because they believed it is doubtful that
A.I.D./Washington's understanding or use of the information
would have been materially affected,

U.S.A.1.D./Nepal disagreed with the report that misleading
informat.on was reported to A.I.D./Washington and that this
inhibited both U.S.A.I1.D./Nepal's and the Agency's ability
to identify and correct U.S.A.I.D./Nepal's and the
Government of Nepal's financial management and related
internal control weaknesses,

J.S5.A.I.D./Nepal did not believe that a discussion and
recommencation pertaining to unallowable taxes should bhe
combined with the issue of annual assessments. The mission
did not believe the two issues were related. However, they
are updating the amount of taxes paid by U,S,A.I.D. up to
the enactment of the 1986 legislation, Thereafter, they
will submit a claim to the Government of Nepal for that
amount,

Office of Inapector General Comments

U.S5.A.1.D./Nepa) disagreed with the ¢finding and, therefore,
Recommendation No., ) is8 unresolved.

In our wview, U.S.A.1.D.'s (failure to adequately recognize
the requirements for the asscsoments under Policy Statements
8 and 9 18 a major reason for our disagreoement, For
example, U.S.A.1.D.'s comments show that they confused the
requirements for the general aspessment under Policy
Statementas 1-5 with the requirements for the apecific
aggessmonta undor Policy Statements 8 and 9, As a point of
claritication, the audit report was revined Lo ashow that the
policy quidance intended that the annual asaessments should
formalize a process already in place, The quidance further
stated that the assessments were to involve a randomly
sclectod opample of vouchers large enough to provide
reasonable asgurance that the voucher approval and



examination processes in place were adequately represented
by the assessments.

We recognize that U.S.A.I.D,/Nepal submitted its annual
reports each year, But, the submission of the annual
reports in itself is not evidence to support that the
required assessments under Policy Statements 8 and 9 were
made, At the time of our audit, there was no supporting
documentation in the mission files which would enable the
auditors to review and ascertain that the assessnents were
actually made,

Discussions between the A.1.D, Office of Financial
Management and the Office of Inspector General confirmed
gtatements in our draft report that the 1986 guidance
modified the reporting requirements but did not waive the
basic requirements for conducting annual assessments under
Policy Statements 8 and 9.

Altrough U.S.A.I1.D,/Nepal disagreed with our conclusion that
misleading information was reported to A.1.D./Washington,
audit results showed that such information was reported, In
our opinion, U.S.A.1.D./Nepal should have reported to
A.1.D./Washington on U.S.A.1.D.,'s and the Government of
Nepal's financial management and related internal control
weaknesses identified in financial reviews perforred by
U.S5.A.1.D. ana consultants, Failure Lo repore theae
problems inhibited the Agency's  ability to correct these
weaknesaes in a timely manner,

The issue of contract taxes 15 an exanple where adequate
reporting to A,I.D,/Washington may have prompted more timely
action, We believe adequate financial managenent practices
by the Government of Nepal and the mission could have
precluded A.1.D, payment of these taxes, If the pay=ent of
thease taxes were reported to A.l1.D,/Washington in each of
the annual aubmigsions, A.1.D./Waghingron could have
directed U,5.A.1.D/Nepal to BLop payment in 1984 and te
recover paat payments,

We recognize that U,5,A.1.D, 18 taking action Lo recover the
unallowable taxes, However , we  8till} believe a
roconnendation Lo recover this amount 18 waccanted because
of the aignificant amount ($286,%00 Plug) 1nvolved and the
long delay in taking the recovery action,



2. Cash Advances to the Government of Nepal Should Be
JUStIrled,

A.1.D, policy guidance issued in December 1983 stated that
it was A.I.D. and U.S. Government cash management policies
to minimize the use of cash advances for project
implementation. The policies stipulated two requirements
for authorizing the use of cash advances. One was that the
use of advances should be justified based on the recipient's
need for an advance, The second was that the recipient
organization sho'ild have adequate financial management and
related internal controls for controlling and accounting for
U.5. Government funds, U.S.A.1.D./Nepal provided sizable
cash advances to the Government of Nepal without satisfying
either requirement, The use of cash advances to the
Government of Nepal during the three-year period ended
December 31, 1986 resulted in either unnecessary or
inefficient wuse of U.S. Government funds of about $1.4
millicn, This condition occurred because U.S5.A.1.D./Nepal
waa not fully aware of the A.1,D, and U.S. Government
policiea to restrict or limit the use of caah advances to
host governments,

Recommendat;on o, 2

We recommend that U,S.A.1.D,/Nepal:

8., Juiatify the need for cash advances to the Government of
Hepal, ana

b, ensure that the Covernzent of HNepal organizations
tequiring cash advances have adequate financial
Eanagonent and related internal contcols for controlling
and accounting for U,5, Goverpsent funds,

Discussion

Acl.D,'s Payzent Yerification Poliey Implementation Guidance
188yed on  Decerber 10, 193) stipulated that yt was A.1,D,
and the U,5, Governeohl €ash kanageneAl palicles (0 BiRIBIZE
the wuse O cash advances fof project iBpletencation and
defct payrents yntil all costs wefe incuffed of gouds and
gefvices Seliveted, These policies vefo  nmofe  fylly
desctibed 4n A, 1.D, Handbouor |}, iupplerent f, Chapter 15
A.1.D, Hargboos 1), Hectian  1,B,); U,5, Tteasuty Financial
Bequifcrcnts ®afiyal &= 8000 atid Al b, contfoslef's
Guyidepooe, Chaptet ie, The policies stipulated twp
fodquiterchtls  fut  justifying cash advahces, Fitat, cagh
Ad¥anccs Lo wufganifatiofis [of projecl jfplefe/,tation wefo Lo
be justificd based OA a4 fAeced of tLhe fecipient, tiecond,
fecipient Organlizations wete tO have adegus.e financial



management and related internal controls for controlling and
accounting for U.S. Government funds. The internal controls
were to assure that cash advances would be kept to the
minimum levels necessary to meet immediate disbursement
needs of the recipient, The policies restricted advances to
a maximum 90-day requirement.

U.S.A.1.D./Nepal records showed an average daily outstanding
advance opalance of $2.3 million for the three-year perjod
ended December 31, 1986.

U.S.A.I.D./Nepal provided these advances to the Government
without adequately satisfying the two requirements for
authorizing cash advances, U.S.A.I1.D./Nepal probably was
not able to alequately justify the need for cash advances
for project implementation purposes or show that the
Government of Nepal had acceptable financial management and
related controls to qualify for advances. These two issues
are discussed below,

U.S5.A.1.D./Nepal included a justification for advances in
its first report required under the A.I.D. Payment
Verification Policy Implementation Guidance, Subsequent
annual reporta required under the Guidance did not discuss
the practices of providing cash advances to the Government
of Nepal.

The first report was asent to the A.I.D. Office of Financial
Management and the A.I.D. Bureau for Asia and Near East on
March 22, 1984, In thelr report U.S5,A.1,D./Nepal justified
advances to the Government of Nepal principally because
Nepal was one of the poorest countries in the world and as
euch, did not have aufficient capital to conduct major
financial undertakinga such as development pro)ects, An
appendix to the report included eight additional reasons tc
Justify advances i1n general and other reasons to Juatify
advances in excess of the 90-day maximum authorized by the
U.§. Treasury,

Hepal 15 one of the pooreat countfies in the world,
However, in our wview, this tn 1tself does not Justity
providing the Government of Nepal cash advances for project
implerentation purposes, The 19684 report did not provide
(1) an  analysia of advance requitements for i1ndividual
Pre)ects or () othet sypport that the Goverpment of Nepal
needed <cash advances for project implementation., The eight
additional (oasons citeg by V.5.A,1.D./Nepal aig Aot
adequately jJustify tne necd fof cash advances as disdcuesedg
A Exnibit |}, Erasples of these [feascnae whieh wefe not
SUpporreq by evidence Ot were nOt  actually practiced
ineluded the folloving:
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-- The Mission's 1984 report stated that the system for
providing advances eliminated delays in providing funds
to the A,.I.D.-funded projects, U.S.A.I.D./Nepal
officials said there was no support for this statement
and acknowledged that this was still a serious problem
in project implementation.

-- The report stated that U.S.A.I.D./Nepal established a
financial monitoring document to track the flow of
A.I.D. funds as they nroceeded through the Government of
Nepal financial system to project activities, This
document was not used and U.S.A.i.D./Nepal did not know
how long the Government held A.1.D. funds before the
funds were spent for project activities,

== The report stated that the risk involved in this small
advance had big payoffs in terms of the institutional
development objective of the program. The average daily
Lalanc? of outstanding advances in both 1963 and 1964
was almost $3.1 million. U.S.A.I1.D./Nepal officials
said there was no support concerning the °®big payoffs®

Also, the March 22, 1964 report stated that an
A.1.D./washington audit team reviewed the system in 1983 and
concluded that there was no practical way that advances to
the Government could be for less than a 240-day
requirement, U.S.A.1.D./Nepal officials said that this
statement was based on discussions with the auditors but
there was no report or other document to aubatantiate the
statement, Notwithatanding, the A,1.D. Inspector General 1n
Audat Report No. 0-000-84-15; dated December 12, 1983
(*Managemunt of Cash Advances by A.1.D. Overseas MisBiOns
Needs Improvement®) repor ted that U.S.A.1,D,/Nepal‘s
Practices for advancing funds to the Government of Nepal
were inadequate and resulted in excessive advances of $4
million, AS a resayle, the V.S, Government incurred
unneceansary 1nterest costs and lost an additional $817,000
in 1981 and 1982 dve to the devaluation of the local
currency aaainat the dollar,

In addition to the Jack of svidence to gupport the need for
cash auvances, U.S.A.!1.D./Nupal‘'s procedures for funding
proj)ects indicated that U.§.A.1.D./Nepal could fund at least
aome activities oOr pro)ects on a reimbirsable baais, The
procedures provide for U.5.A.1.D./Hepal und the Government
of MNepal 1o fund local cutrency coate ovased on a specific
percentage  of each activity's costs as the costg wore
incurred,

For example, the agreement for a family planning and rural
health project required the Government to pay 80 percent



(31.5 million) of general operating expenses and 43 percent
($715,000) of health workers costs incurred during the year
ended July 15, 1986. More than §. million of the
Government's share -- which was 70 percent of the total
planned expenditures of about $1.5 million during the first
four-month period -- was to be made available at the
beginning of the year. This initial funding by the
Government would have covered more than an 83-day cash
requirement based on the total planned expenditure for the
first period, The same amount if replenished periodically
would have covered a 108-day requirement and the entire
120-day requirement for the second and third four-month

riods, respectively, Therefore, U.S.A.1.D./N2pal's
2292,000 advance to the Government was not needed for these
activities during the year if the Government was reimbursed
every 30 or 60 days.

The need for U.S5.A.1.D./Nepal advances to the Government is
further questioned because U.S.A,1.D./Nepal's records showed
that at least for certain periods U.S.A.1.D,/Nepal funded
the Government of MNepal on a reimburscment basis. Por
example, as of July 15, 1985, U.S.A.1.D./Nepal records
showed that the outstanding advance to the Government 9as
about $1.2 million, The Government subsequently submitted
claims for about $2.9 million for cexpenditures incurred
prior to that time, Thus, the Government spent about §1,7
million of its own funds which were eventually reimburaed by
U.S.A.1.D,/Nepal, The audit found similar cases for other
perioda,

U.5.A.1.D./Nepal also did not ensure that the Government of
Nepal's organizationg respensible tor conttolling ana
accounting for project funds had the required fipancial
manageront and related internal controls to qualify for cash
advances, Avallaovle documentation and diacussions with
U.5.A.1.D,./Nepal officials ratsey serious doubts whether the
organizations did nhave acceptable practices and contLrols.
Examples of weaknosses and tequired practices of controls
are noted biglow:

The Governmont 's Miniatry  of Finance which wag
fesponaible for glatributing the advancoes roytinely
holds the funds for more than a month and 1n  sope cages
devVeoral rmonths bLefofe releasing them to ofganizations
feuponsible for implementing projects, Advance
feciplonts  8hould have procedures Lo minitlze Lhe tiBe
elapsing betweon the transfer of funds ftom the u.s,
Treaduty and the disbutaerent by the fecipient,



-=- Pinancial reviews per for med by U.S8.A.I.D./Nepal
financial analysts and consultants showed that
Government of Nepal organizations receiving advances did
not have adequate financial management and related
internal controls to properly account for funds and to
determine the allowability of costs, Advance recipients
should have acceptable financial management and related
internal controls in these two areas,

== The Government of Nepal in some cases took more than a
year after specific advances were made to report on the
status or expenditure of the funds, Advance recipients
should provide current {(monthly or quarterly) and
complete reporting on the status of outstanding advances,

-~ The questionable costs identified in U.S.A.1,D./Nepal

post-payment reviews which vere per tormed after
Government of Nepal audits showed these audits did not
adequately protect U.S. Government interests, u.s.

Government advance recipients ahould provide for
sufficiently independent audits (usually annually) to
ascertain the effectiveneas of the financial management
systems and related internal controls, The audits
should teat the fiscal integrity of financial
transactions, aas well as compliance with the terms and
conditions of the pro)ect agreementa, U.S.A.1,D,/Nepa.
did not ensure that a8uch audits were performed in
accordance with generally accepted auditing atandarda as
required by the project agreements,

Based on the average daily outstanding advance Dbalance sahown
on U.5.A.1.D./Nepal records of about $2.3 million for the
three years ended December 31, 1986, unnecesaary interest
CoAta to the U.H. Government during that period were about
$562,000. U,5,A.1.D./Nepal alao noted OR 1ts records that
an add:..ional $68),000 was lost during the three -year period
due Lo the devaluation of the local currencies againat the
dollar, Thusa, baaed on availavle documentation at
U.B.A.1.D./Nepal, the use of cash ad'ances to the Government
Of Nepal during the thrfeo-year period ended December 31,
1986 resulted 1n  oither unnecossary or inetficient use of
U.B, funds arounting to about $1.4 million,

U.B.A,1.D,/lepal contended that it 18 normal A.1.D. policy
Lo provide e€adh  advances 1o NOBL  yoverpments fof projece
iBploteAtatijon  pufposes, A feaponaible U.8.A.1.D./0epal
official cursented in Nis wWrlLlen fospofse Lo an early araft
0f this [inding that U.8.A.1.D0,/Nepal was not awate of any
Acl.b, or U8, Governzsent policies o foBtEICL OF li®mIt the
Use oOf cash advances o host governwsents for project
Inplementation putposes,



In conclusion, a substantial amount of U.S. Government funds
was inefficiently used because of U.S.A.1.D./Nepal's
practice of providing cash advances to the Government of
Nepal. U.S.A.1.D./Nepal needs to justify the use of cash
advances to the Government of Nepal for project
implementation purposes, They also need to assure recipient
organizations have adequate financial management and related
internal controls to control and account for U.S. Government
funds,

Management Comments

U.5.A.1.D/Nepal disagreed with this finding, They did not
believe that cash advances to host governments must be
Justified based on the recipient's need for the advance and
the recipient's ability to control and account for U.S.
funds, Instead they stated, ®In view of the fact that it is
A.1.D. policy (as atated in A.I.D, Handbook 19, page 1B-17)
that host government institutions are ‘normally funded on an
advance of funds basis', advances to the host country
government do not require special juastification®,

Notwithstanding U.5.A.1.D./Nepal's position that advances to
host governments do not have to be Justified, they stated
that the eight major reasons it provided in i1ts March 22,
19864 payment verification submission to A.1.D./Washington
adequately justified the use of advances. The migssion also
belioved the Government of Nepal had adequate financial
managerent and related 1nternal controls,

U.65.A.1.D./Nepal atated that the factua)l 188ues concerning
the Government of Nepal's ability to fund some activities on
4 reirmbursable Dbasils may pe debated, They also commented
that the advances have done what they were deaigned to doy
1.0,, facilitate pro)ect implementation by making funds
available to Gouvernment of Nepal prtojects uwvased on the
1ppediate Jdisburiing needs of the projece,

U.6.A.1.D,/Nepal objocted to (1) the concluysion that the
advances rossulted in a waste of about $1.4 million, and (2)
Lhe reference to the 198) Inspector Genetal audit rteporte,
The bulx of U.5.A1.0. '8 comments  focused nn  further
explaining their advance systom,

Office of lnapector Gepera) Coements

U.B.A. L D, /Nepal ‘s comments were not cesponsive Lo the
finding and recommondation. Thetefore, the recommendation
18 unresolved and will be retained,



U.S.A.1.D./Nepal's position that advances do not have to be
justified is incorrect, After receiving the draft report,
the mission requested and we provided them additional
justification for the two requirements, Thereafter,
digcussions between the Office of Pinancial Management and
the Office of the Inspector General confirmed that A.1.D,
and U.S. Government cash management policies prescribe that
cash advances should be based on need and the advance
recipients should have adequate financial management and
related internal controls,

The eight reasons cited by U.S.A.I.D. to justify advances
are not gqood reasons, None of the reasons address whether
the Governwent of Nepal had the capability to pre-finance
project activities and whether they could provide the
funding in a timely manner for project implementation, Most
of the reasons could be applicable under a cost reimbursable
method of funding as discussed in Exhibit 1, Furthermore,
a8 discussed in the audit report, some of the reasons given
were misleading or incorrect,

U.5.A.1.D./Repal comments did not provide any evidence that
the Government of MNepal had acceptavle financial management
and related 1nternal controla, We believe that the report
shows the Government does not have acceptabie controls,

The audit provided specific examples that the Government of
Nepal does have the financial rescurces to pre-tinance some
projuect activities for which advances have been apjroved,
The miasion did not provide any support that agvances
facilitated project implementation, A8 discussed 1n tnie
report, the advances did not preclude Government of Hepal
delays in  providing funds to A.1.D.-funded projects whicn
resulted 1n serious project implementation probvlems,

Office of Inspector General audit teports a8 a  normal
practice generally address past audite of the sane gubject
Patter and attribute dollar savings or inefficient use of
A.1.D. monies L0  specific audit findings, Furthermorte,
U.5.A. 1.0, /Nepal totetred to %he pagt  audit in  their March
1984 submiasion Justifying the use of advances,



3,  U.S.A.1.D./Nepal Needs to Improve Pinancial Management
of Project Funds,

A.I.D. policy emphasized a need for improved accounting over
project funds, U.S.A.1.D./Nepal practices for advancing
funds to the Government of Nepal for project implementation
purposes did not adhere to acceptable financial management
standards, This occurred because U.S.A.I.D./Nepal did not
have adequate policies and procedures to limit cash advances
to the Government's immediate disbursement needs or for a
proper accounting of the outstanding advances, Therefore,
U.S.A.I.D./Nepal project funds amounting to over $37 million
wcre more vulnerable to waste and abuse,

Recommendation No. 3

We recommend that U.S.A.I1.D./Nepal establish policies and
procedures for providing and accounting for authorized cash
advances made to the Government of Nepal, The policies and
procedures should:

(a) limit cash advances to the immediate disbursement nceds
for project implementation and for not more than the
maximum 90~day requirement authorized by the U.S.
Treasury,

(b) enaure tnat current and reliable data are usgsed to
determine the amount of advancea,

(c) require the Government of Nepal to  submit timely
written requests tor funds along with an analysis ot
the advance requirements and status of outstanding
advances, and

(d) require the Government of Nepal to Loport when funds
are provided to the project activities,

Diacuysnion

A.1.D.'s Payment Verifivation Policy Implementation Guidance
i86yed in bDecember 1983 was aimed at reducing A,I1.D.
vulneraoility (or waste and abuse of U.S, Government funds,
Improved accounting over project runding, including
minimizing the  yge of cash  advances tor project
inpleopontation  purposes, was a meana  identified to reduce
Vulnerability,

Accoptable financial managoment stahdards  are  proscribed  in
U.B, Treanuty Financial Hequiremonts Manual 6-8000; A.1.D,
Handbook 13, Sect'on 1.8, 3y and A1.D. Handbook i,
Supplement B, Chapter 15, Based on these atandards, the
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U.5.A.I.D, Controller's Guidebook, Chapter 16, provides
specific guidance to A.I.D, missions on the use of v.s.
Government funds in international programs. Missions are
responsible for monitoring cash management practices to
ensure compliance with the prescribed policies and
procedures. The Guidebook stipulates that:

-- U.S. dollars will be retained in the account of the v.S.
Treasury as long as possible to minimize interest costs
to the U.S. Government;

== the U,5. Government will not permit the withdrawal of
dollars from the account of the U.S. Treasury prior to
the need for the dollars as determined by the actual
immediate funding requirements of the recipient
organization to carry out .he project;

== no U.S. dollars should be exchanged for foreign
currencies prior to tae time the toreign currency is
needed for immediate funding requirements; and

== exceptions to the U.S. Treasury policies and quidelines
will be made only on the basis of a determination that
such exceptions would be advantageous to the u.s.
Government,

U.S.A.1.D./Nepal provided cash advances to tne Government of
Nepal under a working capital syaten, Under this systenm,
U.S.A.1.D./Nepal released the funds to the Government of
Nepal's Ministry of Finance which then distributed the funds
through other Governnment organizations to user
organizations, The advances wore commingled with the
Government's funds and were to cover local currency costa,

During they period January 1, 1984 through December 31, 1986,
advances under the syatem were provided for ai1x projects,
The total average daily balance of the oytutanding advances
according to U.5.A.1.D./Nepal financial records for theae
projeces during the thtee-year period waas about $2,)
million, ‘The total amount of funds to be disbursed through
this working capital system over the }ife of thepe projeects
waa $137,2 million,

Finding Number Y] of thia report tdentifies that
U.5.A.1.D,/Nepal noaded Lo (1) Justify the need {or
Providing advanced to the Goverpnent of Nepal and (2) adsyre
that the CGovernment had adefuate financial management and
telated intetnal conteols for controlling and accounting for
u.s. Governrnent funas, In adaition, U.5.A,1,0./lepal
practicea for adavancing funds under the working capital
Byatemn dJdid not &.here to acceptable A 1.D, ot V.8,



Government financial management standards. Three basic
problem areas are discussed bhelow.

Maximum Advances Allowed by the U.S. Treasury - The
established U,S,A.T1.D./Napal policy allowed for advances to
cover a 240-day period -- as opposed to the maximum 90-day
requirement authorized by the U.,S. Treasury. The 240 days
was designed to cover the Government of Nepal ‘s cash
requirement for 120 days and allowing an additional 120 days
for processing the claims, U.S.A.1.D,/Nepal authorized the
additional requirement because the Government of Nepal was
slow in reporting expenditures and the Government's
financial system was designed to provide funding to project
activities on a 120-day basis, These were not adequate
reasons for exceeding the 90-day maximum authorized by the
U.S. Treasury,

Practices for Providing Advances - U.S.A.1.D./Nepal ai1d not
have adequate procecures for limiting advances to the
Government, A fixed formula was used to calculate the
amount of advances for an eight-month period (240 days) 1in
the Nepalese fiscal vyear, The advances were to cover four
months of past and four months of future expenditures,

The use of the formula resulted 1n excessive advances for
fome periods and shortages for other periods. For exanple,
advances of alrnost $2.9 million were provided to the
Government botween November 16, 1984 and March 15, 1989 vo
cover expenditures through March 1%, 1985, These advances
were about $1 million more than was needed to cover
expenditures  through the end of the period, For the
subsequent  four-month period, no advance was provided and
the Government had to spuend more than $1.7 million of s
own funds before being reimburaed by U.S.A.L.D, /Nepal,

The problem 1n calculating accurate advance requironents was
mainly due to the use of old rather than current data to
dotermine  paat  oxpenditu.es and unreliable estimates for
future expenditures, Two examples of eacn case follow:

- Past  exponditures under a resource conservation proj.ot
were  oentimated  at $408,177 compar ey to actuyal
expenditured =laimed of $163,320 for the fouf-monty
period ended March 15, 1946, Thus, the excesad advance
wat $244,85%2,

- Past  expeaditures  undof a tyral area devolouprent projoct
Wil o oRt imatoed at $049,074 comparcd Lo actyal
expondilures Clatmed of $340,454 {or the wamo four-month
period ondoed March 15, 19b6, Thus, the excess advance

wag $296,720,



-- Under the same rural area development pProject, projected
expenditures were estimated at $591,286 compared to
actual expenditures claimed of only $153,727 for the
four-month period ended November 15, 1985, Thus, the
excess advance was $437,559, For the four-month period
ended July 15, 1986, projected expenditures under the
same project were estimated at 262,871 compared to
actual expenditures claimed of about $1,1 million.
Thus, in this case, the advance was about $800,000 short.

U.S.A.I.D./Nepal did not use current data for past
expenditures in calculating advance requirements because the
Government did not report on expenditures in most cases for
several months after the funds were advanced and spent,
Therefore, when U.S.A.I.D./Nepal made the advance, they did
not have timely information to determinc the amount of the
current advance which remained outstanding. The problem of
unreliable estimates of future expenditures occurred in part
to inflated expenditure projections.

Another problem in U.S.A.I.D./Nepal's policies and practices
for providing advances was that the Government was not
required to provide a written request for funds along with
an analysis of the advance requirements including the status
of outstanding advances. Advances were usually provided
based on a verbal statement by Government of Nepal officials
that additional funds were necded for disbursement to
project activities,

Monitoring Cash Advances - U.S.A.I.0./Nepal did not monitor
cash advances to ensure that the advances were spent in a
timely manner for approved project activities, As stated
earlier, U,S.A.1.D./Nepal provided the cash advances to the
Government of Nepal's Ministry of Finance which released the
funds through other Government organizations to user
activities for project purposes. Except for one project,
U.S.A.1.D./Nepal did not know when the Ministry of Finance
actually released the funds to the other Government
organizations, Available documentation for the one project
showed that the Miniatry of Finance released most funds more
than a month after U.S.A.1.n./Nepal made the advances. For
example, on November 1%, 19685, U.S.A.I1.D./Nepal advanced
almost $1.3 million equivalent of local currency to the
Ministry of Finance, One month later the Ministry had only
released to the intermediary Government organizations the
local currency equivalent of $400,000. The fund° were not
fully releagsed by the Minintry until March 1986.
U.S.A.I.D./Nepal did not know when the funds wure actually
received by the project activities,




Conclusion

Inadequate financial management practices by
U.S.A.I1.D./Nepal to determine appropriate amounts of
advances and to monitor expenditures had and will continue
to make U.S.A.I.D./Nepal project funds more vulnerable to
waste and abuse.

U.S.A.I.D./Nepal needs to establish adequate policies and
procedures for providing and accounting for authorized cash
advances made to the Government of Nepal. The policies and
procedures should be consistent with A.I.D. and U.S.
Department of Treasury financial management standards and
specifically address the authorized advance amounts, methods
for determining advance requirements, and U.S.A.I.D.
monitorship.

Management Comments

U.S.A.I.D./Nepal disagreed with the finding and
recommendation. The mission beljieved it had adequate
financial management procedures for advancing funds to the

Government of Nepal ., They reiterated that advances
exceeding the 90-day limitation were justified in its March
22, 1984 payment verification submission to
A.I1.D./Washington, The mission maintained that this

justification remains fully adequate,

They also objected to other report conclusions reterring to
(1) unwarranted vulnerability to waste and abuse of $37
million in U.S. Government funds, (2) inadequate U.S.A.I.D.
accounting of outstanding advances, and (3) inaccurate
advance estimates,

Office of Inspector General Comments

U.S A,I,D./Nepal comments were not responsive to the finding
and recommendation. Therefore, this recommendation is
unresolved,

We believe U.S.A.I.D./Nepal's 240 day advance to the
Government of Nepal is well in excess of the 90 day maximum
requirement prescribed by U.S. Treasury. In discussions
with the Office of the Inspector General, the A.1.D., Office
of Financial Managument stated that exceptions to the 90 day
tequirement oshould be justified to the A.1.D./Wash.ngton
Controiler who will requeat appropriate Office of Management
and Budget and U,S. Treasury review and clearance. However,
the Offitce of Pinancial Management had no record that
U.S.A.1.D./Nepal requested an exception,



Additional U.S.A.I.D./Nepal comments concerning waste and
abuse of $37 million, inadequate accounting for advances,
and inaccurate advance estimates were considered and
clarifications and revisions to this report were made where
deemed appropriate.



4. U.S.A.1.D./Nepal Needs to Provide for Audit Coverage in
Project Papers.

A.1.D. policy required that project papers include an
evaluation of the need for audit coverage along with a
description of the audit and the allocation of funds for
such coverage, Six project papers approved by
U.S.A.1.D./Nepal for initial funding subsequent to the
policy's effective date did not provide for adequate audit

cover age, The failure occurred Dbecause reaponsible
U.S.A.I.D./Nepal officials were not fully aware of the
specific requirements or simply forgot to ensure

compliance. The lack of adequate audit coverage may prevent
early detection of project accounting and financial ptoblenms,

Recommendation No. 4

We recommend that U,S.A.I.D,/Nepal:

a. issue a mission order requiring that project papers
include an evaluation of the need for and description of
planned audit coverage together with an allocation of
necessary project funds for audit coverage; and

b, evaluate the need, establish a plan, and provide
appropriate funding for audit coverage for the 8ix
projects approved after January 1, 1984.

Diacussion

Effective January 1, 1984, A,1.D.'s Payment Verification
Policy Implementation Guidance required that each project
paper include an evaluation of the need for audit coveraqe
along with a deacription of planned contract and project
audit coverage by the host government, A.1.D., andg/or
independent public accountants, Pro)ect funds were to be
budgeted for independent audits unleas adequate audit
coverage by the hoast government or A.l1.D, was rcasonably
assured or when audita by third parties were not warranted.

None of the project papers for the six pro)ects approved tor
initial funding by U.S.A.1.D./Nepal aince January 1, 1984
included an adequate evaluation of the need or plan for
audit coverage, All aix projects papers merely stated that
audits may be performed by the A.1.D, Inspector General and
the U.S5.A.1.D./Nepal financial management ataff may conduct
limited financial reviews during the life of the projece,
Only three of the Bix project papers included asome funding
for such audits during project implementation, The total
estimated A.I.D. funding for the sixXx projects was $)2,4
million,



The two project officers who prepared four of the asix
project papera said they were not fully aware of the
specific requirements for addressing audit coverage in the
project papers. The project officers for the remaining two
projects did not prepare the project papers and were not
avare that the papers did not adequately address audit
coverage,

The U.8.A.1.D./Nepal controller stated that he assumed that
the A.1.D, Inspector General and the U.§. Derfense Contract
Audit Agency would perform most of the required audits, He
added that no request was made to these offices Lo determine
vhether of not the necessary audit coverage could Dbe
provided, The controller attributed the froblem to the lack
of Agency-wide guidance and procedures for evaluating the
need and estimating the cost for the required coverage,

The lack of adequate contract and project audit coverage
could preclude U.S.A.1.D./Nepal's early identification of
accounting and financial problens in their pfojeces,
U.S5.A.1.D./Nkepal's  annual assessments required under the
Office of Management and Budget  Circular A-12) have
tecognized the jmportance ot audits, The annual asgesseent s
for the two yeara ended Octover 15, 1985 noted that
inadequate financial compliance audit Coveraqge was a maj)or
internal control weakness,

In conclusion, U,5.A,1.D./Nepal  snould place more e&phadis
on including an evaluation of the need for adequate auydit
Coverage In each project paper priof to approving neu
projeces, U.5.A.1.D./Nepal snould alse evalijate and provide
funding as appropriate for audit coverage for the six
projects Appruves after the Payrent Verification Folicy
Inplementation Guidance was i88uea,

Managerent Coxrenta

U.S.A 1. D./%epal generally concuttead with the finding but
not the feconzendation, The ®misgion velieved 1t  was
G0Bgwhatl unfeasopable and ispractical for the mission o
iaplorent the actions fecoszended, The B}ssion 919 Aot
believe the A, 1.0, policy guidelinos were adequate fof
evaluating the need and PEOviIaging  appropriate  funding fof
audit cavefage,

Otfice vr pspector Genctal Corstents

This recormendatiun  fexaing uhfosolved, [ the slss10n 9oes
not believe 1L can comply with the A,1.D, policy auve o
inadequate isplementation  guidance, the mission should
tequeat additional guidance from A.1.D./Mashingeen,



B. Compliance and Internal Controls

Compliance - The major compliance exceptions noted wvere as
!o!!owa:

= U.5.A.1.D./Nepal did not make the annual assessments
required by A.1.D.'s Payment Verification Policy
Implementation Guidance (Pinding 1)

- U.5.A.1.D./Nepal did not comply with A.I.D. and U.S.
Government policies i1n providing cash advances to the
Government of Nepal 'Findings 2 and 3)

== U.5.A.1.D./Nepal did not include in project papers an
vvaluation of the need for audit coverage and an
allocation of necessary funding for such covirage
required by A.1.D.'s Payment Verification Policy
Implenentation Guidance (Finding 4),

Other than the conditions cited, tested items were generally
in compliance with applicable laws and regulations, and
nothing came tC¢ our attention that caused us to believe that
uUntested i1tems were not 1n compliance.

Internal Controls - There were three internal control
exceptions,

- U.8.A.1.D,/Nepal ang Governnent of Nepal voucher
approval processes did not prevent questionable paymentsa
10 the Governeent of Nepal (Pindirg 1),

- U.65.A.1.0./Nepal practicea wete not effective to enaure
proper Justificarion and adeyuate control for cash
advances to the Government of Hepal (Pindings 2 and J),

= U.G.A.1.D./Nepal practices vere not effective to enaure
that project papers adequately provided for audit
coverage (Finding 4),

Other than the weaknesaes cited, internal controls were
found to ve qenerally adequate 1n all material reapects,



C. Other Pertinent Matters

A.I1.D. Handbook 3, Chapter 8 and Supplement B, required
missions to conduct assessments of the host countries
contracting and procurement capability during the planning
stage of all A.I.D.-financed projects. These assessments
were to determine the most effective means of project
implementation; {.e,, A.I.D.-direct contracting versus
host-country contracting. The Payment Verification Policy
Implementation Guidance issued on December 30, 1983
encouraged use of the host country cortracting, but required
asgsessments only where host country contracting was proposed
a8 a means of project implementation, Notwithstanding these
differences, U.S.A.1.D./Nepal did not perform any
assessments of Government of Nepal contracting capabilities,

The project papers for two oOf the six projects approved
after January 1, 1984 proposed the use of host country
contracting for commodities, U.S.A.1.D./Nepal subsequently
decided to change the implementation plan by assigning the
commodity procurement responsibility to a U.,S5, technical
assistance contractor., U.S.A.1.D./Nepal did not, however,
notify the A.I.D. Office of Financial Management of the
change as required by the Guidance.

As of Dpecember 31, 1986, there were only two small active
host country contracts being used in the implementation of
U.S.A.1.D./Nepal funded projects, U.S.A.I.D./Nepal had
established an informal policy that host country contracting
would not be used for pro)ect implementation., This decision
vas based on the opinions of the U.S.A.I.D./Nepal's staff --
not formal agsessments - that it would be easier
implementing projectn if procurements were not done by the
Government of Nepal,
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Eight Reasons U.S.A.l.D/Nepal Used to Justif
Caash Advances to the Government of ﬂegal

Under a Working Capital System

This exhibit identifies the eight roasons U.S.A.1.D./Nepal
used in 1ts March 22, 19684 payment verification submission
to Justify cash advances to the Governnent of Nepal under a
Working Capital System, The mission's comments dated April
13, 1967 to our draft of this report astated that these eight
feasone were qgenerally valid to justify the use of advances
to fund project activities,

In our opinion, none of the eight reasona address whether
the Government of Nepal had the capability o pre-finance
project  activities and whether they could provide the
funding in a timely manner for project inplementation, The
eight reasons (verbatin) ysed by U.5.A.1.D,/%epa) and the
Office of the Inapector General response as to why we do not
believe the reasons adequately show that advances are needed
to avoia sefiously interrypring of irpeding  project
implerentations are discyssed be)ow,

U.8.A.1.D,/Nepal  stated that the Working Capital Systenm has
Beer sble a7 e 1yaLe

A. fieparate planning fron cxpenditute functjans,

The sizple process of having a phase fof ULudget planning
Beparate [fo5 IRpleneAlation feprosents a4 significant step
forvara 1n Ludgeting procedures in  liepal, Up wuntil 1960
there was no budgel as it 15 Known today, Expenditures wege
decided ~n in an a9 Koe fashion yAtil Lhe Cfeatjon o6f UHe
Rastrayas  Panchayat as the organ f[of budgel teview and
apptoval, [Even In the fecent past, since }J9%eid, wheRn Lhe
up=getrean  planfing  and  costing oGutl  was  insufficlently
conducted, the Apptoved fiudget had little legitinacy as a4
plan  of actjen, Consequently, Jlems §h the hydgel vere
€alled I1nto Questish by the cCehtfal 3uthofitjes and wefe
finally never Japlefiented at  alil, By Ubfeaking up the
ptucess inta  a  specific  tine [of each [uncLioA=planning,
appeaving and  japlercnting, witheut aliowing ahy averflap
beLtuech Lhe [ynctjohns -= the esample sct by those pPrujects
yhdef the KotkiRg Capital Systen  has Alfeady  yreatly
eAhanced GON [inancial administration of projects,
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B. Provide feedback for more realistic planning.

The significance of the FPinancial Monitoring document which
is {issued throughout the MOF, line ministries and
implementation units should not be underestimated in the
Nopalese context, It is one of the few occasions that GON
officials have available a document which comparss the
planned figures with actual figures, Because officers can
see the gap between planned and actual figures over time and
modify future planning estimates, this document {s beginning
to have very positive effects on the ability to plan
activities both in GON and in the Mission,

C. PRiggy-back on GON own verifications procedures

Under the Working Capital Syatem, U.5.A.1,D. agrees to
advance to the GON Ministry of Pinance, a certain percentage
of what has been approved in the GON Rudget, S8ince there is
no way that the Miasion could possibly msonitor all the
fndividual activities included in its major project
activities, the Misaion piqqgy backs on the GON Accounting
Syatem, This approach is backed by two atrengthe which, by
tradition and design, are inherent to this system, First,
by tradition, the audit syetem in Nepal held reaponsible any
GON official who defaulted not only with his own person, but
also with that of his heirs up to the seventh generation,
Today, even though penalties are lews terrifying. they still
command absolute respecet, Secondly, by design, under the
GOK SBystes new budget releases cannot be made until previous
budget releases are accounted for,

D. MNelp Institutionalize the Mission Progranm

By plggy=-baeking on GON  financial procedures, a big
advantage of the Working Capital fystem 18 that no matter {f
U.B.A.1.0, or the GON funds the project activity tha
procedurea are the aame, This provides a procedure wherely
the GO ray eventually incfease 1ts  fipanclal participation
while U,86,A,1.D, ean reduce jta support, Thus the Bystes
cfeates a financial “urbilical cord® grelavtionship which can
be progressively, and felatively painlesaly, severed,

F. Beduce Financial Vulnerability for the Missjon

At the first tisester of the life of the project activity,
the Nission advances the GON a sum equivalept te what is
approved for that tfimester, This procedure, as well as
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allowing the Mission to work closely and constructively with
the MOF, reduces the amount of financial vulnerability the
Mission is exposed to. It does this because after the
initial advance is out, the Mission has the opportunity to
review and approve all the payment vouchers before making
new advances, If any of the vouchers are disallowed or are
not accompanied by ample information, the sum can be simply
subatracted from the funds advanced,

F. Allow the Mission to Work in Concert with GON on the
level where the probleme are in the field.

The rationale itraditionally offered for not advancing funds
is that once the host country has been advanced funds it
would be very difficult to account for thenm. In order to
maintain control over how funds are spent, the ! ost country
should sepend its own money and request reimburcement from
the donor. This approach may be useful as a negotiating
ploy with the top ministerial levels. But {n Nepal ({t s
not at the top levels where the disbursement problems were,
but in the field. By showing sufficient confidence in the
MOF to advance only the amount of one trimester of one year
and to replenish it during the total 1life of the project,
the Mission has been able to work side by side on all levels
of project implementation proposing cranges and new
procedures, The ADB and IBRD, who require the GON to play
the role of financier for their projects, have not bheen able
to maneuver in this manner, The Misaicn is confident that
the risk involved in this small advance has already had big
payoffs in terms of the i{nstitutional development objectives
of our progranm,

G, Help Stream Ltng the Expenditure Process

Another breakthrough that the Mission has helped to bring
about 16 the establishment of the District Treasuries,
Previously, funds were passed down through a complicated
system of bank accounte at every level of the hierachy. It
¥as 80 time copsuming that funde arrived with only three
weeks remaining in the quarter (the Nepalese Fiacal Year was
broken down on the quarter systes at that time), Now the
Districe Treasuries are responseible not only for
disbursement but aleo for lecal revenue collection. They
are notified dJditectly to credit particular accounts with the
approved amounts, This has all but eliminated the problem
of delayed releases,
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H. Simplify Accounting at the District Level W'ere the
Least Skills are

In the Field Offices a simple double entry account is kept
for the total amount of funds, Previously, two accounts
were kept; one account of GON funds and a second account of
USAID funds. This procedure allowed, in theory, the Mission
to fund specific, precise budget jtems of the activity. In
practice, it was impoussible to account for the money at
all, First, when expenditures occurred the tendency was to
use the USAID funds in priority order. At the end of the
Year all USAID funds had been expended while GON funds were
still in ample mupply. If this had continued, GON would not
have been able to live up to its financial participation
obligation as stated in the Project Agreement, Second, when
releanses were made periodically there was no way of
indicating what portion would be attributed to the GON
account and to the USAID account, Third, keeping separate
accounts at the local level overburdened the system at its
woakeast point because it is at the local level where
personnel are the least well-trained. Now a simple double
entry account of all woney (s maintained, As a general
rule, expenditure vouchers are sent to the department level,
where manpower {s usually more capable, to he processed for
submission to the Mission controller. A flat percentage
rate or “"reimbursement factor" is applied which the mission
has agreed upon during the budgeting stage, When these
reimbursement voucherws are received by the controller and
approved, a credit {s taken against the outstanding working
capital advance.

Office of Inspector General Comments

This report shows that reasons B, P and G were not supported
by evidence or were not actually practiced,

In our opinion, reasons A, C, D and H could be applicable
under a cost-reimbursement method of funding. Therefore,
these are nect qood reasons for providing cash advances. On
the contrary, as wstated in this report, A.1.D, and U.S.
Government cash management policies are to minimize the use
of caesh advances for project {mplementation and  defer
payments until all comts were incurred or goods and services
delivored,

Reason I almso doea not juatify the ume of advances. The
cost-reimbursement method of funding would provide less
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vulnerability than cash advances. In addition, reason E
appears to 1indicate advances are made to cover a four-month
period and vouchers are reviewed and approved bhefore making
new advances, As noted {in Finding 3 of this report,
advances are provided to cover an ejight-month period, This
report also notes that the Government was not required to
provide a written request for funds along with an analysis
of the advance requirements including the status of
outstanding advances.
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April 13, 198 u)
L

David M. W , Director

USAID/Nepal

Draft Audit Report of USAID/Nepal's Implementation >f AID's
Payment Verification Policy Implementation Guidance.

Mr. Richard Derrick, RIG/A
American Embassy, Singapore

The following are USAID/N's comments keyed to thv four specitic
problem areas, internal controls and other pertinent matters cited in
the draft report:

l. Annual assessments were not made

The draft report has noted that °AlID Policy Guidance required AID
missions to perform annual acsessments of the host government and
Missiona' voucher approval and examination procedures and report
thereon® and that °USAID/Nepal did not perform the required annual
assessrments and inaccurate or misleading information was teported to
AID/Washington®, RIG/A further stated that ‘problema resulted

because UGAID/Nepal placed a low priocity on performing the

ansesarenta®,

UBAID believes that the firat statement is inaccurate and that the
latter two atatements are fundazentally inconaistent with the facts
A41d thereby minleading to the ceader. The AID policy quidance in
queation hece Ia the Payment Verification Policy Implenentation
Guldance {ssued December )0, 198) to al) Mission Directors
(Attachment 1), The exact wording of this Policy quidance is that
‘the USAID #howid prepare a general assesament of methods of

implementation and financing proceduren ysed by the UBATID®,
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this Mission's comprehensive general assessment to AID/W March
22,1984 this assessment is Attachment II. The guidance did not
state, nor do we believe intend, that the missions were to
perform entirely new assessments from scratch each year. The
intent of the guidance appears to be quite clear from the

guidelines, which stated *the Mission should review and update

this first assessment annually. The annual update will involve

minimal effort except when missions undertake substantial

changes in the way they do business® (underlining added).
USAID/N prepared and submitted to AID/W annual updates of its
1984 assessment for 1985 and 1986 in accordance with these
implementing guidelines. These up dates are found in attachment

III,

We take strong exception to the draft audit report statement on
P.9 that °®there was no evidence at USAID/N to show that any of
the required annual assessments were made of the Government of
Nepal and the mission's voucher examination and approval
Procedures®. This statement is not only inconsistent with the
facts, but in our opinion is intentionally misleading. USAID/N
included the required assessment of this Mission's voucher
examination and approval procedures with the firat
comprehensive report (sce Attachment_I1) submitted in 1984,
That asasessment also included a complex flow chart of the
USAID/N vouchering process, as well as this Mission's
aascsament of the GON's monitoring and voucher examination
procedures. USAID/N advised RIG/A of these facts in the
Mission's written response to the audit findings, but for
reasons not known to us, this response has been ignored {n

preparation of the draft report.
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We also strongly object to the statement on P:10 that *usaip did
not make subsequent annual assessments of the mission's voucher
procedures and USAID/Nepal also did not make any annual
assessments of the GON's monitoring and voucher examination
procedures as required by the Guidance®. This statement is
false. As i‘llustrated by Attachments II and III, USAID/N
conducted the required assessment in 1984 and thereafter

reviewed the assessments annually and updated the assessments.

It is the contention of this Mission that we have fundamentally
complied with the intent of the policy guidance. 1In early 1984
USAID/N submitted the comprehensive general assessment to AID/W
as called for by the policy guidance. We also submitted the
required updates in 1985 and 1986. If there was an
inconsistency between the Missions' submissions and the policy
guidance, or if these reports were inadequate, AID/W FM should
have, and presumably would have, pointed this out to the Mission
at some point in the last three years. However, since USAID/N
has received no corrective guidance from AID/W pertaining to any
of those three submissions, we believe they were responsive and

acceptable,
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We very strongly disagree with the opinion expressed in the
report on p-7 that ®inaccurate or misleading information was
reported to AID/W® and that "this inhibited both USAID/Nepal and
the Agency's ability to identify and correct USAID/N and the GON
financial Management and related internal control weaknesses®,
Where is the evidence to support this claim? The USAID/N
financial review reports alluded to in support of these
statements were not management audits nor were they consultants'
conclusions or recommendations. In fact, those post payment
reviews were simply financial compliance reviews; they were not

assessments of GON financial management nor were they reviews of

GON internal controls. We submit that USAID/N financial

compliance review reports,some of which were 3 and 4 years ol4,
are not appropriate documents on which to conclude that GON

internal financial management and controls are inadequate,

With respect to the four points made on Pp.11-12 of the draft
report, regarding USAID/N's FY 1986 submission, it is important
to note that payment vVerification Policy Implementation
Guidance issued to all Mission Directors on September 29, 1986
(Attachment IV) effectively abrogated the requirement for annual
updates of the comprehensive assessment. This new guidance
states “we are modifying the reporting requirements under Policy
Statements Nos.l through 10 to the submission of a simple

questionnaire in the form attached®,
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USAID/N believes that the modified reporting requirement
applicable to 1986 therefore precluded the need for new
assessments in connection with responses to Policy Statements
6-9 on the 1986 questionaire. Under the new guidance these fou
questions are intended to be answered by a "yes® or® "no°.
USAID responded to Policy Statement questions 6, 8 and 9 of that
questionaire with °yes® answers. It is arguable that our

response should have been further elaborated.

Regarding Policy Statement No.6, the RIG/A is referred to the
Mission's earlier comments on the draft audit findings which are

still valid, and to section 4 of this response.

Regarding Policy statement No.8, while no separate sample of
vouchers was taken to respond to the questionaire, we believe
the samples of vouchers reviewed by Mission financial analysts
at the time of their reviews and the daily review of all payment
vouchers processed by this USAID by the Controller/Certifying
Officer constitutes a sufficiently large sample of vouchering
activities to provide reasonable assurance on the allowability
of claims.

Regarding policy statement No.9, there was no need to prepare a
nevw assessment of the GON monitoring and voucher review process
to respond to this question. The Mission, on a reqgularly
scheduled basis, monitors the GON voucher process through
financial reviews and improper claims by the GON are disallowed,
We believe this process, coupled with intermittent audits,
provides the Mission with reasonable assurance that USAID/N's

funds are expended in accordance with the terms of grant

&

agreements. g
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Even with such elaborations or qualifications of USAID responses
to the questionnaire, it is doubtful that AID/W's understanding
or use of the information would have been materially effected.
As a result of a cable inquiry by AID/W, item (II) ) of the 1986
questionaire pertaining to Host Country Contracts was revised

and submitted to AID/W (Attachment V).

Based upon the above facts and discussion, USAID/N believes that
recommendation No.l parts a and b should be dropped from the

final report,

With regard to part c of recommendation No.l, we do not believe
that a discussion and recommendation pertaining to unallowable
taxes should be combined with the isasue of annual asseasments,
They are not logically related to each other. 1In tact, part ¢
of the recommendation is superfluous because USAID/N had
already recognized the problem of unallowvable contract taxes and
has had considerable negotiations on it undervay with the GON,
dating from 1984. As a result of these neqgotiationa, the GON
finally accepted the validity of the USAID position on contract
tax exemption of AID projects and agreed to new langquage that
has been put into all grant agreements siqned in PY 1986, In
addition, the GON enacted new legislation effective October r
1986, prohibiting assessment and collection of contract tax on

all foreign aid projects,

Y
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Starting in 1985, USAID/N's Office of Pinancial Management hni boog 4

collecting data to assertain the exact amount of contract tax collected
between 1981 and 1984. Because the refunding of the contract tax
collected by the GON from USAID/N assisted projects has been disputed
by the GON, t.c Mission has not yet issued a formal claim for contract
tax payments. However, the Mission is currently in the process of
further updating the amount of contract tax collected from AID-assisted
projects for the period 1985 to the enactment of the new legislation
October 2, 1986, Upon completion of the collection and collation of
the data pertaining to payment of contract tax which we currently
estimate will take several more montha, USAID will prepare and submit a
formal claim to the GON for the amount determined to be due as a result
of our review, Bince the final USAID claim will cover the entire
five-year period prior to enactment of the legislation by the GON, some
further negotiation with the GON may be necessary to finalize the

USAID/N clainm,
2. Cash Advances to the Government of Nepal wvere not justified.

The draft audit feport statas on p-17 cthat °AID Policy Guidance issued
in Decenber 198) atipulated that it vas AID and U.5. Government cash
management @olicl . & to minisize the use of cash advances for project
inplerentation®, USAID/N 18 unable to find such a statement in that
policy guidanee, The closeat thing ve could find to that etatement was
If Lhe discussion secLion on bank letters of coraitment on page ) which
&tated *another reason 18 Agency and UBS cash management policies which
4in Lo ninimite advances and defer paymenta as long as poasible, i,e,
until all warn 1e eompleted ar goods and services delivered® That
Statement daes nOoL say that it is U,.6.G, or AID policy to minimize use

of cash advances for pro)ect implementation,
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advances as follows: °A, I.D. policy favors payment to

A.I1.D-financed recipients on the basis of goods delivered or services
performed or to cover costs already incurred by the recipient, An
exccption to the policy is made for non-profit organizations and host

country government institutions, which are normally funded on an

advance of funds basis * (underlining added).

This is another example of the use of misstatements in the draft
report which have the effect of significantly misleading the reader.
The frequency of such examples give rise to questions about the

overall intent of the drafter.

USAID/N was also unable to find the exact source of the "two
pPrerequisites®for authorizing the use of cash advances to the host
government in the guidance which the draft audit report states on
P.17 that °the policies required®. The report concludes that USAID/N
provided sizeable cash advances to the Government of Nepal without
satisfying either prerequisite i.e. ®advances should be justified
based on a specific need and the recipient organization should have
adequate financial management and related internal controls for
accounting for U.S.Government funds®. Not only is this a
misstatement of applicable policy, but the report goes on to falsely
conclude that °the use of cash advances to the GON during the ) year
period ending December 31, 1986 resulted in a waste of U.S.Government
funds of about $1.4 million®, and that this all came about because
*UBAID/N was not fully aware of the AID and U.§., Government policies
to restrict or limit the use of cash advances to host governments.®

This is sheer nonsense!
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In view of the fact that it is AID Policy that host government

institutions are ®normally funded on an advance of funds basis®, advances

to the host country government do not require special justification,
Nevertheless, in Nepal, there is a long history of justification for

funding project implementation on an advance of funds basis.

Advances of funds are made to the GON for project implementation purposes
through use of a Working capital System (WCS) in ordar to coordinate
budgeting, funding and releases on a trimesterly basis, which is the
basis on which GON financial institutions budget and expend funds for
development projects. A detailed description of the Working capital
System and a justification and explanation of why this system is the most
practical approach in the Nepalese context was included as an attachment
to the comprehensive general assessment submitted to AID/W March 22,
1984. That submission to AID/W also specifically included »
Justification for use of advances of funds to the GON in excess of the
normal 90 day limitation established by the U.S.Treasury, Purthermore,
USAID/N believes that the GON has adequate financial managenent and
related internal controls for controlling and accounting for advances of
U.S5.Government funds. GON controls are assured by the fact that the HMG
Comptroller General conducts monthly audits of all funda expended on botl
regular and development project receipts and expenditures., In addition,
the GON Auditor General (an independent constitutional body) conducta a

financial and management audit of all projects annually,

To the beat of our knowledge in over )% years of U,f., assigtance to the
GON, during which time project assistance ham been facilitated through

the continous use of advances of funds to the host qovernment, thete has
been no single instance of less than a full accountability of all funds

advanced,
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The report speculates on p.l9 that *USAID/N probably was not

able to adequately justify the need for cash advances for
project implementation purposes or show that the GON had
acceptable financial management and rejated controls to qualify

for advances®.

This is not only speculation, but is falae and misleading, The
jJustification for cash advances contained in the WCS documents

submitted to AID/W is adequate to the task,

We take exception to the auditos's contention that °USAID/N
Justified advances to the GON because Nepal was one of the
pooreat countries In the world and as such, di1d not have
sufficient capital to conduct ma)or financial undertakings such
a8 development projecta®, Althoygh the statesent 1a true,and
Nepal stil) 18 one of the leaat developed countries 1n the
world, that wvas not the basie of the jyatification for the MCSH
of advances to the GOYN, The Justification for vae of the WCSH
wag sert forth in Sectijon 1] of atrvachrent B pertaining to
UBAID/H'e MCH which was included a8 an attachment in the 1964
conprehensive genetal assessment (refer attachrent 11), The
Justification detalled eight najor reasons for utilization of
the MCHE gysten of advances, Aot one of which was Lthe fact that
Hepal 1r one of the pootest coyntficE Jh the wafld, Those
Feasons for ytilizing Lhe MCE are &tili gencrally valid, The
Hepal capeficice with the WCE has Leen that Lhe WCE hes done
What It vas desigaed to da, §,e, faclilitate project
Inplenentation Ly maviAg funds availeble to ouf projects through
the government based 6A [f0)ected ianediate J)1abursing needs of

the projects covered ynder the ¥WCH,



Appendix 1}
Page 11 of 24
A8 a result of utilization of the WCS and close financial
monitoring of project funding needs, USAID/N has, in fact, been
able to achieve rather notable results since inception of the
WCS-results that we attribute largely to use of the WCS of
advances to the GON., While new obligations increased during
1981-1986 from approximately $13.4 million to as high as $18.3
million annually:

l. Expenditures increased from $10.4 m{llion
to as high as §20.5 million annually,

2. The pipeline actually decreased naterially
from $)6.2 million to $23.) at the end of
that period, and

J. Outaianding advances to the GON actually

declined materially from $5.) million in
1981 and $6.4 million in PY 1982 to an
average of approximately $2,) million
during the three-year period
Janvary 1, 1984-December )),1986,
In terms of improving and facilitating effective project
isplementation and redycing outetanding advances, UEAID/N
believes the record of the MCS 18 commendable and clear from
the facte, MNowever, a reader would certainly not be able to

glean that from the dratt audiv repore,

The effecis of the WCH on UBAID/N'e pipeline and level of

outstending advances are illustrated in figure 1,
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Although the WCS justification anticipated that most delays in
release of funds to projects would be eliminated through use
of the WCS, in actual practice, there are on occasion delayed
teleases by the GON for procedural reasons. Indeed, these
reasons are often related to workings of the internal controls
observed by the GON's Controller General in withholding
disbursements until previous advances and audit

recommendations are cleared.

USAID/N fails to understand the reference to and discussion of
IG audit report no.0-000-84-15 dated December 12, 1983 on PP.2
and 21 of the draft, We object to the draft reports’

language on those pages, which i{s not an accurate summation
of that audit report as it pertained to Nepal, The drafter
implies that the findings in that report are still valid; this
is not so. The data on which the 1983 audit was based is ¢-6
years old and is no longer applicable to advance policies and
procedures in effect at this Misaion at the present time. We
believe any reference to the 198) report {n the present
context (s unwarranted and should not be included i{n the final

report,
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We do not know how the audit team arrived at the conclusion on
P.22 that °USAID/N's general policy for funding projects
indicated that USAID/N could fund at least some activities or
projects on a reimbursable basis®, We have no such ®general
policy®. The factual issue may be debated. USAID/N policy
has been and is currently to fund project implementation on an
advance of funds basis and, we have agreed to do this with the
GON. We have gqgood reasons to believe that most or all of our
projects require advances to assure effective implementation
and that any change to a reimbursement process, in whole or
part, would severely slow implementation and increase our
pipeline level, We do not think the discussion on pp.22-2)
is valid in view of the success of the WCS syastem in place at
this Mission and the implications for our relationship with
the GON and for our projecta that a reversal of that system
would entail, The ®examples® included in this discussion were
not included §n the initial audit findings nor were they
discussed with Miasion financial management., Their
significance and applicability to ongoing operation of the WCS
syatem here 18 doubtful and they should be dropped from the

report.

We would not modify such a qgood working relationehip on the
basis of delayed submissions of expenditure claims for a given
trimeater, [t would be torally impractical to make auch
abrupt changes 1n the way wo do husiness and Btill expect
funds to flow from the GON on a relatively timely basis to our

projects,
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Ir determining the immediate disbursing requirements for any
given trimester, if USAID analyasis of the advances indicates
that adjustments are required in subsequent periods, an
adjustment is made, We fail to see what is wrong with this

approach,

The major problem evidenced by the drafter‘'s language on p.24
and throughout this draft report--a problem which has led to
numerous incorrect interpretatjons and conclusions relating Lo
recommendations 2 and 3--is a basic miaunderstanding of juat
how the WCS really operates, i,e, how advances are made and
accounted for by USAID/N, We feel obliged to reiterate this
process aqain, Based on a program formula derived from
experience and adjusted over time, USAID/N advances funds to
the GON Ministry of Finance for project implementation, The
Ministry of Finance (MOP) is solely responaib)ly to USAID/M for
the accountability of all funds advanced under the WCS,

Once received by the POF, the funds are cummingled with other
GON funds and do not retain a separate tdentity, The MOF
advances GON funds to the various GON implementing aqgencles
for project implementation, These agencies are responeible
directly Lo the MOF for the accounting of all funds advanced
by the MOF; they are not accountable to USAID for WC advances
received from the MOF, The MOF 18 the only qgovernment entity
reaponsible to USAID for the accountability of all WC advances

to the GoN,
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I would also like to mention two additional very important
elements: (1) implementing agency projects' immediate
disbursement requirements--determined government-wide on a
trimesterly basis--are the sole basis for determining the
amount of funds advanced to the MOF; and (2) the funds advanced
to the MOP for project implementation purposes are liquidated
by applying agreed upon percentages of project expenditures
incurred by the GON implementing agencies from the WC advances

outstanding with the MOP.

There is currently only one advance recipient the MOF, under
the WCS in effect at this mission. On a regular basis
(trimesterly) the mission does have a current status of
outstanding advances. However, where there are expenditures in
remote locations of Nepal which have not been consolidated and
the reimbursement claim prepared, those expenditures would not

be reflected in our accounts.

It does happen, because of the nature of conditions and lack of

W\
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On p.25, the drafter states that USAID Nepal post payment reviews

of GON audits show that these audits did not adequately protect
U.S.Government interests. It should be noted again that USAID/N
post payment reviews have never drawn the conclusion that the
financial management systems and related intetnal‘controls in the
GON are not adequate to properly account for funds advanced.,
Purther, it is not the stated or implied intention of USAID pro ject
agreements that the GON is to be responsible for performing audits

that provide adequate protection of U.S Government interests, That

responsibility is the function of USAID financial reviews and U.S.
Government audits., GON audits are conducted by two independent
agencies and the audits are performed in accordance with generally

accepted auditing standards in Nepal,

The draft statements on pp.25-26 to the effect that the
U.S.Government incurred a °®waste® approximating $l1.4 million by way
of unnecessary interest costs amounting to $562,000 and currency
exchange losses amounting to $883,000 are patently absurd, and we
strongly object to them, They are not based on fact, not justified

and do not belong in this report.

USAID/N does not accept the erronecous conclusion that U.S§.
Government funds were wasted and that USAID/N needs to further
justify the uce of cash advanceas to the GON for pro jece
implementation purposes, Intereat costs are normal costs
attributable to conducting Mission business under current Agency
Policy Guidance, This also applies to currency exchange losses
incutred in the normal course of conducting business; AID does not

speculate in the foreign exchange markets.

s
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For all the reasons cited in this section of our response,

USAID/N does not accept recommendation No.2 as valid. When
it is normal Agency policy to conduct business in a certain
manner,(i.e., through advances of funds made to host
governments for project implementation) and, because
USAID/N adhered to this policy and advanced funds to the
GON on a well-justified basis of which AID/W was fully

apprised, the recommendation set forth is not justified.

3. Financial Management of Project Funds was not adequate.
We strongly disagree with the opinion on p.28 that °®USAID
practices for advancing funds to the GON for project
implementation purposes did not adhere to acceptable
financial management standards®. Wwho is the authority on
these acceptable standarda? The most recent independent
review of USAID/N standards by a qualified financial
management officer of AID occurred as recently as September
1986, during the Mission Management Assessment. Dean
Pratt, Controller of USAID Pakistan, throughly reviewed
USAID FM operations and concluded °The financial management
Of USAID/Nepal is generally satisfactory. No serious
Mission financial management deficiencies or problems have
been {dentified during the asseaament..® cController
Pratt's judgement was that the office was currently
characterized by a *high level of concern for adherence to

federal regulations,®

S
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We further do not agree that USAID/N did not have adequate
policies and procedures to limit cash advances to the GON's
immediate disbursement needs or a proper accounting of the
outstanding advances. This audit conclusion is wrong on
both counts. USAID/N does have practical policies and
procedures in effect that are utilized to determine, with
reasonable accuracy, the immediate disbursing needs of the
GON for project implementation purposes. Apparently the
audit report is questioning methodology here but doesn't
specifically so state. This Missions' accounting for
outstanding advances is fully in accordance with policies
and procedures set forth in AID Handbooks and other

regulations as discussed in section I1 above.

The draft report's contention that ®inadequate financial
management of project funds resulted in unwarranted
vulnerability to waste and abuse of, or related to, about
$37.2 million in U.S. Government funda® is patently false,
unjustified, unjustifiable and sensationalistic. We object
to it in the strongest possible terms and demand its
excision from the report., We believe such an unsupported
and unwarranted conclusion borders on abuse of the audit
function, We are curious how it is possible to have $37.2
million subject to °waste and abuse® when USAID/N has
outstanding WC advances to the GON which have averaged only
some $2.3 million over a most recent J)-year period at any
given time., Also, please refer to the GON record of
accountability for advances noted in the previous section

of this report,
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Since USAID/N already has in place policies and procedures to
provide and account for advances to the GON which are in
conformance with AID regulations, with the possible exception of
the 90-day requirement authorized by the Treasury, we do not
accept the validity or practicability of any part of

tecommendation No.13.

Regarding advances exceeding the 90-day maximum authorized by
the Treasury, USAID belijeves the justification previously
provided to AID/W in the description of USAID/N's WCS on March
22, 1984, was and remains fully adequate in view of the
circumstancea affecting project inploaentati&n existing in
Nepal. We have carefully atructured our program implementation
process utilizing the WCS to provide the capacity to fund and
implement the progran in a manner consistent with GON internal

fiscal policies,

If the justification provided by the mission to AID/W for
exceeding the 90 day limitation for advances was not acceptable
to AID/W, we believe AlL/W would have specifically advised the
mission of this fact, However, since USAID/N teceived no
corrective quidance from AID/M pertalning Lo the MCE, we presuneg
that our justification fer exceeding the teredaury 90 day

limitation for advances has been and remains fully acceptable,
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USAID/N is in full compliance with the Handbook guidance described
on pPp.29-3)0 of the draft report. However, we take exception to the
statement on p.J0 that °®one of the basis (sic) for this system (WCS)
was to allow the GON to use the cash advances under one project to
fund another that did not have available funds®. This statement has
no factual basis whatsoever, It may be theoretically possible for
this to occur for brief periods under the WCS, but it wvas not °one
of the basis (sic) for this system®, The eight bases for the system
were as repeatedly noted, clearly set forth in the March 22, 1984

submission to AID/MW,

Regarding the procedures used by USAID/N for calculating advance
requirerents of the GON under the WCS, we would like to reiterate
that the advances made to the GON are this Misaion's beast estimates
based on empi(*cal data from past experience., We do not use
‘unteliable estimates of paat® expenditurea, In fact, we use actual
reported expenditures from the like trimeater incurred one year
earlier as one element 1n our calculation of estimated needs.
Another elerent 18 the current year budgeted expenditures which we
have, through experience, worked into a formula, subject to
adjustzent, that enables us to obtain a reasonable approximation, of
GON vorking capital needs for each trimeater, We do not claim the
infallability of the estimated needs derermined as a reault of our
analyses. [ndeed, we have made adjustmentas several times in the
pPast to succedsfully reduce outstanding advances, Activity
fluctuations i1n 4 given tLrimester notwithstanding, & reviev of this
Nission's advances for Lhe past two years shows that advances
outstanding on an annualized banis reasonably approximated total
local eurrency sxpenditure claing received and processed, RIG/A vas
previously provided with the analyses of these annual tequicenents

Va. advances, ,\l
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We take exception to the statement on p.33 that *untimely
reports resulted in inadequate USAID/N accounting of
outstanding advances®. This is simply not true. At any given
time, USAID/N has accounting records fully adequate to
correctly reflect the status of outstanding advances to the

GON.

Furthermore, the last sentence on p.33 is also factually
-incorrect with regard to the WC calculation made in connection
with each trimesterly advance. There is no evidence to
support the misleading claim that USAID/N uses °®inaccurate

estimates intentionally made to compensate for the GON's slow

release of project funds®, Again, we believe the use of such

language to be irresponsible,

We would like to reiterate that WCS advances are made to the
GON on the basis of a negotiated agreement and understanding
with the MOF, based on the operating policies and procedures
utilized in financing GON implementing agencies. This
understanding was most recently modified by letter dated
8/19/85, a copy of which was included in the Mission response
to audit findings, to change the methodology of the
calculation of the WC advances. These written understandings
with the GON preclude the need for individual written requests

for advances of funds on a trimesterly basis.
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Regarding monitoring of cash advances (p.34), USAID/N
continuously monitors AID advances to the GON for project
implementation purposes. The fact that the GON has real
difficulty in collection, consolidation and reporting of
expenditure data from numerous widely scattered, remote and
inaccessible field locations in Nepal is not new to USAID/N,
though it may be to RIG/A. The Mission and the GON have been
aware of these difficulties for many years. In fact, a principal
impetus in the deaign of the WCS was an attempt to expedite flows
of funds to AID-assisted projects in spite of the difficulties
cited. The non-receipt of expenditure claims from the GON Joes
not necessarily mean that GON funds were not expended in a timely
manner. The problem {8 {n large part a reporting time lag and
not a disbursement time lag, This does not mean that there are
not inherent delays in the beauracratic process of handling
advances of funds by the GON. Some delays in this regard are
unavoidable, A quote from the consultant's report done by Robert
R. Nathan associates, Inc. May 28, 1980 on the Rapti Project
seems appropriate here. The consultant stated in part °For money
that flows to the HMG (GON) line miniatries, the syatem of
advances is recommended. No matter what disbursal arrangement
USAID makes with HMG, HMG will atil]l use advances internally,

The ministry (MOP) will continue to advance quarterly
(trimesterly) funds to departments, which in turn will advance

them to the districts®,
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since that report vas written, the internal GON delays in
disbureing funds to projects through the various Departments and
Agencies as well as the District Treasury Offices may remain for
procedural reasons, Nevertheless, the local donor qroup (al) of
vhom suffer from the same problem) is 24dressing the matter

Jointly with the MOF, and possible remedies are being discusaed,
4. Project papers did not adequately provide for audit coverage,

In the abaence of promiaed, specific Agency-vide implementation
quidelines defining the criteria to be uytilized in (1) evaluation
of the need for audita, (2) defining adequacy of standards vo
gJauge what types and acopes of auditas would be required; and ())
criteria for esvimating cost of various types of audits a0 that
adequate funds could be provided (or in the PPa, USAID has f(ound
it difficult to prepare adequate audit plans for recent projece
papers, However, UGAID di1d provide specific funding for audit
coveraqge 18 most of these PPa,and did make assumprions that at
least nome audit coverage would be available from the I1G, as in
the pasL, The |ssaue here appears to be *adequacy® of audit
coveraqge In the PP, During the audit team's viait, the misasion
agreed to try to improve Lhin *adequacy® If the RIG and/or AJD/M
would provide an indicartion 1o the Mission of WHat CORRLITULER
*adequacy® 1n the evaluation of need far audit coverage and the
budgetary provision foc it in the PPa, Bpecific sxanples of PPa
With ®adequate® audit coverage vere nolicited (rom the audit teamn
but no response vas (orthcoming, Nembiers Of the audit tean were
8180 requested to conduct & meeting with WMiasion staff to enplain

vhat constitutes ®adequate® audit coverage,but declined to do 80,
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take further significant actions with tespect to the recommendation
vhen in fact, neither the RIG/A nor AID/W, to date, has provided the
specificity of ®adequacy® for audit coverage by way of implementing
Quidelines. There are no current criteria available by which the
Mission could effectively implement this recommendition., We have,
nevertheless, discussed the issue in Mission staff meetings and
assigned responsibility within the Mission fur review of the
adequacy of PP audit plans,

3. Compliance and Internal Controls,

In view of the detailed comments provided in sections of this
responae pertinent to recommendation noa.),2 and 3, the compliance
and internal control exceptiona noted on PP.41~42 pertaining to
those recommendations are, in the opinion of this Mission,
unjustified and unvarranted conclusions based on the accual
policiesa, procedurea and practices existing in the Mission, UBAID/N
re)ecta outright four of the six exceptions noted. It will accept
in part that 1te evaluation of audit needs and budgetary coverage
for audits nay not have been adequate, aublect to some reasonahle
definition of adequacy from RIC or AID/N,

6. Other pPertinent Matters,

Since US 1D/N relied on the Judgment of project personnel directly
involved i1n project implementation in AREeNEing HCC capabiliuy,
formal evaluations of HCC were not required, USAID/N determined by
full conaensus Lhat 1t waa not practical to broadly utilize HCCe as
& mode of project implementation for projects in Nepal. This vas
the basia for UBAID/N not perforning expensive, unnecessary and
time-consuming formal anmesaments of NCC capablility, and 1n our view
Undertaking such a formal assessment would have constituted a waste

of U.8.G6. funds,
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LIST OF REPORT RECOMMENDATIONS

Recommendation No, 1

We recommend that U.S.A.1.D./Nepal:

a, develop a plan of action to conduct the required
assessments of the Government of Nepal's and the
mission's voucher approval and examination procedures;

b, aubnmijt to A.Il.D./Washington an accurate payment
verification policy report for fiscal year 1986; and

€. recover the $286,560 paid to the Government of Nepal for
unallowable tax payments, and

d. determine and recover the additional amount of
upallovable taxes paid to the Government of Nepa'! after
pecember 1, 1984,

Reconzendation to. i

We recommend that U,5,A.1,.D,/Nepal:

a4. Justify the neeod for cash advances to the Government of
Hepal, ang

bD. ©onsure that the Govefrnatent of Nepa) organizations
frequiring cagh agvances have adequate financial
zanagesent and related internal controle for controlling
angd accounting for V.5, Government funds.

Reconnendation do, 1}

We recommend tpat U,8,A.1,D./6egal establish policies and
procedures for providing and accounting fof authorized cash
advances made 1O the Cavernment of Nepal, The policies and
procedures &hould;

ta) limit cash advances to the |msediale disbyrsement needs
for project inplementation and f€or not more than the
rasinun  90-day reylirement authorized by the U.8.
Treasury,



(b)

(c)

(d)
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ensure that current and reliable data are used to
determine the amount of advances,

require the Government of Nepal to submit timely
written requests for funds along with an analysis of
the advance requirements and status of outstanding
advances, and

require the Government of Nepal to report when funds
are provided to the project activities,

Recommendation No. 4

We recommend that U.S.A.I,D./Nepal:

issue a mission order requiring that project papers
include an evaluation of the need for and description
of planned audit coverage together with an allocation
of necessary pro)ect funds for audit coverage; and

évaluate the need, establ.sh a plan, and provide
appropriate funding for audit coverage for the s8ix
projects approved after January 1, 1984.
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