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MEMORANDUM
 

TO USAID/EL §alvador Mission Directo 
 Henry Bassford
 

FROM RIG/A/T, (i oea 
 Gothard,
 

SUBJECT 
 Audit of USAID/E 
Salvador Small Producer Development
 
Project No. 519-0229 (B)
 

The Office of the Regional Inspector 
General for Audit/Tegucialpa has
completed 
 its audit of the UISAID/EI Salvador 
Small Producer Development
Project No. 519-0229 (B). Five copies of the audit 
report are enclosed for
 your action.
 

The draft 
audit report was submitted to 
you for comment and your comments are
attached to 
 the report. The 
 report contains I recommendation 
 which
considered unresolved. Please advise me within 30 (jays of 
is
 

any additional
actions taken to 
implemen. Recommendation No. 
1.
 
I appreciate the cooperation and courtesy extended 
to my staff during the
 
audit.
 



EXECUTIVE SMJIItARY 

The Rural Communi ty Ievelnpinent program was estahI i shed under tie Small 
Producer Development Project and managed by the Federation of Credit
Institutions. The project sought to establish an efficient credit sYstem 
through which All) and Government of El Salvador counterpart furinds would
be made a.yailable to credit-needy rural and urban Salvadorans. AID funds
of $14.2r millinn were to provide training and technical assistarice to
the FrUerationl, its 61 affil1ated agencies and beneficiaries. O thbe 
total obligated funds, $9.7 mi llion were used estab ato i sh Small
 
Producer Development Credit Fund.
 

At the reoaest of IISAI )/E.l] Salvador, the Office of the Regional Inspector
General for Audit/Tegucigalpa made a program results audI it of the 
Federation of Credit Inst i tut ions. The aWd it was perf ormed heca" se
USAID/EI Salvador was considering channeling additional funds tlthrough t it
Federation to support similar project activities. Specifically, the 
audit sought to determine if tho Rural (;omrnlunity )evelopment Proram was 
an efficient and effective credit sy.st. mn and had been admi ni stered in
 
accordance with AID regulations and proj ect, agreement provisions.
 

The audit foun d tmt Ihe Small [-rodnt'ir levt lopilutut Proj u t had not 
developed an eff icien t and effect ive credit approval andiMla nagement
system, and that certai n aspects of the programn were not itn comp I ance 
with the project agreemant provisions. 

Al though the projeCt had not met it-, i stuitntion-building ohcIj itetivos,
had been successful in channeling neeIod credit to benef iciares. The
number of credit agencies operating undor Federation manage;ent umbrella 
increased from 42 to 61, and 22,699 loans valued at $36.1 mi I]ion were 
approved uinder the three funds compri si ng the Federa t ion' s Rural
Communi ty Development Program. The audit outnd tat, these liadIoans 
produced heart eni ng rest Its. Becau se they toere members of the 
communities served, local credit agency officials and employees had shown 
a high dterree of ded icati on to thei r work and rea I will i ngness to reach 
out to the marginal urban and rural poor. 

lowever, in order to be effective and efficient, the system needed acertain amotunt of rest ructuri tg, redirection, and financial controls to 
better serve the affiliated credit agencies as well as deserving
Salvadorans. The audit fot und that: the Federation had not I
 
identified - a((ri essed management
and /or systemic wealnesses wlhi ch conuli Ine
corrected with technical assi stance, trai ni ng and other appropri at 
measures. (2) funly established an adeatlat e information syst(m o provide 
it and its member credit agencies with timely and aturrate infotmat ion to 
effectively mnnitor and plan prograN opetatinos or (,3) st reamI i ned 
operat i os by lI epat i ti more responis [hi Ii tv for credi t erar ioWs to 
member credit agencies. 

An import ant object i ve of the amemudeil girant aind loan a,reemenit was to 
improve the i nst itit ioial capabilit ies of t lt, iat co Ittatie creditFed,,N otn 
programs efficiently through the rural c red it agenc ies. AInhouph a 
number of evalunat ions proposed tr iIDiu tan I i ,.1 '.1 ,a ai t lica ai iaq. tii 



strengthen the institutional capabil ity of the system, the Mission hadbeen unable to persuade the Federation to implement all of therecommendations. Without adequate technical assistance, the local creditagencies could not always manage the credit program effectively. Loanproposals and beneficiaries were not adequately screened, beneficiaries
did not receive appropriate training and there was little follow-up onloan use. Neither the Federation nor the agencies had adeouate systemsto mon tor or manage loan recoveries. As a result, not only were thelocal agencies not learning sound credit practices, hlut loandelinq encies were high. Since the project completion date was September
1986 and the Mission was unable to negotiate policy changes with theFederation they considered essential for a follow-up project, werecommnended that the remaining $3.6 million in AID funds be deobiigated. 

The grant and loan agreements requi red the borrower, in this case theFederation, to maintain adequate hooks and records. The Federat ionreceived money for loans from three separate funds, hut did( notsepaiately account the offor use this money. As a result , theFederation lacked time]y and reliable infonpation for decisi I matirg andfor moni tori g and reporting on AI- and Gove rnment of EISalvador -provided funds. The Mission had not initially reoriiret separateaccounting because it feIt the necessary information corld be derivd
from tie current system. It has since prvly (le equi peri For acomputerized accounting system, whicli will be completel'y n erational Iby
mid-l 988. 

The audtit found that unnecessary dplication existed in the project's
credit operations because the Federation of Credit Instit tiOns ha0d Mndelegated responsibility for credit approval to its affil Nid c(il itagencies. The project agreements provided that the Federation t CreditInst itutions, to tle maximum extent feasi hle, would decent rali zv its
credit operations by assi ninig operational responshi I ity arid iTmanag emneritauthority to its affiliated credit ;gerncis, so as to strerng then theirinstitutional capabilities and to iiprove the progra's efficiericy. TheFederation did not want to re i uqi msh its control over the approva1process because of concerns that its affi liated agencies would not adhereto the project's loan eligibilitv criteria. As a result, efforts were
duplicated, loans were delayed and the iOst i tot ion-bi di ng aspect of the 
project was hampered. 

The Mission generally agreed with the findings as presented at the exit
conference, however there is a difference of opinion theon possibility
of extending the project. 

- ii 
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AUDIT OF USAID/EL SALVADOR
 
SMALL PRODUCER DEVHLOPMENT
 

PROJECT NO. 519-0229 (B)
 

PART I - INTRODUCTION 

A. Background 

The Rural Community Development Program was established tinder the SmallProducer Development Project, No. 
 519-0229(B), and managed by the
Federation of! Credit Institutions (FEDECCREDITO). The project sought toestablish an efficient and effective credit system through which AID andGovernment of El Salvador (GOES) counterpart funds would be madeavailable to credit-needy rural urbanand Salvadorans. To help establishsuch a AID weresystem, funds made available to finance technicalassistance and training for FEDFCCPEDITO and its creditmember agenciesfor the purpose of strengthening their institutional and managementcapabilities. In addition, AID training funds were also made availableto assist project loan recipients with improving their management skills
 
and capabilities.
 

The Federation of Credit 
 Institutions (f-PECCREDI'FO) Isquasi-public-sector afederation consisting of affi liated61 creditagencies operating throughout El. Salvador. AID funds of $14.25 million($9.25 million grant 3nd $5 million loan) were obligated to providetraining and technical assistance to FEI)ECCRIEDITe, its affiliated creditagencies and selectedto recipients of loans from these credit agencies.Of the total obligated funds, $9.7 million were used to establish a SmallProducer Development Credit (SpanishFund acronym-DPP) to provide credit
assistance to urban and 
rural poor.
 

Two additional credit were withfunds established GOES countertpart fundsto complement the objectives of the AID funded Small Producer DevelopmentCredit Fund. The Special Fund for National Re(onstruction (Spanishacronym-ViRN) was estahlished to finance [,t]sirnss activitiUs tl smia llproducers who were directly affected by civil conflict. The SpecialPrograN for Rural Micro-Enterprises (Spanish acronym-PIT!ER) wasestablished to finance business activities of simall rural enterprisesneed of working capital and capital investment. As of December 31 , 1986, 
in 

these two funds had disbursed the equivalent of $3.7 million and $9.5
million respectively in counterpart funds.
 

The three funds - DPP, FERN and PVYER were- administered by FtEDECCPEDITOthrough its affiliated credit agencies and were collectively known asFEI)ECCREI)ITO' s Rural (ommuni ty, l)evelopment lh ogram. 

The project ended on September 30, 1986. Requests for disbursement wereto be received by A.I.D. not later than (9)nine months following theproject activity completion date. IISAID/ElI Salvador's controllerrecords, as of March 31, 1987, showed that $10.65 million of the $14.25Million in AID funds had been disbursed by FEI)ECCRE1ITO. 

7/
 



B. Audit Objectives and Scope
 

At the request of USAID/EI Salvador, the Office of 
the Regional Inspector

General for Audit/Tegucigalpa 
made a program results audit of the
Federation of Credit Institutions, one of the two credit instiltutionsfunded under the Small Producer Development Project, No. 519-0229(B) 1/.The audit Was perfonred even though the project assi stance completion
date had passed, because USAID/t.I Salvador was cnnsiderinp charine ii g
additional funds through I'EDI)CCREDI TO to siippo rt sih lba r p roj c tactivities. Specifically, the aKdit sought to det er"m ine it theFEDECCIEDITO-ianaged Rural Community Deve opinent Prog ran, Ias aI eft icientand effective credit system and had been adinistered in actoii lance withI
All) reguilations and project agreement provisions. 

To 
 accomplish these objectives, program files, records and oit r
pertinent data :ere reviewed at 
 lSAI1)/Fl Salvador, I:lF;1t(1lIlI'() dIselected affiliated credit agencies. Officials of IJSAII)/II ,-alvador andGovernment of [E Salvador were interviewed and field visit, wee blade to
13 of 61 credit agencies currently 
 operati g tunder the FNFITURIlT)
system. At these locations, a random sample of !55 (redIt es W,.Tefi
reviewed and interviews with 115 of 1O,,99 program Wejief ic ,irivvewlthcredit halances outstanding were conducted. Inforriati i o( liwe kIisv,

visited and inforrmation reviewed 
is shown in Pxhi hit 1. 

The audit relied( on a lulmber of other repor ts and evaluIationq tosuppliment the audit work. These documnlq art listed in Lxliitilt 2. Inaddition, two private auditors from tlie copany of lsWiivel 1 p-uivlwere contracted to assist the anr(tit teaml if) conducting interviews with
the 115 p .grani loan recipients. The selection 
 of the 13 credit agencilesand, to a limi ted extent, the select ion of program benef ic iar es wasaffected by security cond itions in lhe country at the time of the andit. 

The andit inclm,ded activities fron Fbruary 27, 1980 to .arch 31, 198 ", and covered $10.7 million in AID disbursements, (f which $1.5 mil]ion tprogrami expend itu-res were reviewed. Initerri I cintrol s wel; miai d asthey related to selection of prog!ram beneficiaries, disbursements ofcre(dit proceeds, 
 fnllow-up on credit utilization, and collect ion of 
credit repayments. 

The audit was conducted from March 18, 1987 to May 27, 1987 and was madein accordance wi th general ly accepted government auditi ing standards. 

I/ The other credit institution - Credit Union Federation (Federacion de

Asociaciones Cooperativas (e Ahlorro y Creditn, FEIECAC-S) mas notincluded in this audit because All) fundir . for thi entity under theSmall Producer Development Project was stopped on Septenher 2(, 198.1because FE1ECACJES was unable to ut i i ze All) mii)nieq, i'lic ivi Iv. 



AUDIT OF I)SAID/El, SALVADOR 
SMALL PRODUCHE DEVLlOPMrFT 
PROJECT NO. 519-0229 (B)
 

PART II - RESULTS OF AUDIT 

The audit found that the Small Producer Development Project had notdeveloped an efficient and effective credit approval and managementsystem, and that certain aspects of the p -gram were not in compliance
with the project agreement provisions. 

Although the project had not n,, the institution-bui]lding h ectives ofstrengthening its membet institutions, it had been successfl inchanneling needed credit to beneficiaries. The number of credit agenciesoperating under FEDECCREDITO's management umbrella increased froii .12 to61 and 22,699 loans valued at $36.1 million were approved under the threefunds comprising FEI)ECCREDITO's Rural Community Develop;nent Program. The
audi t found that these loans had produced hearteni ng resul ts. Forexample: a tailor was able to contract for the production of iniforilsfor two institutions and added four employees; a small husinessmanincreased his prodtction of tomato sauce and also added four elip] oee s,and a small family-owned shoe shop and textile (sporting goods) factory
received a working capital loan and was ahe to increase production and 
maintain a larger inventory to meet demand. 

Because they were members of the communities served, local credit agencyofficials and ernpmloyees had shown a hipgh degree of 'ledi cation to theirwork and real willingness to each out to the marginal urban and ruralpoor whose credit needs were well k<nown to and thet hem, beneficiarieus
considerd themsel ve wel recei ved and served. Thus th.se agenciesrepresented a potentially effective c'red it mechanism to chlrinneI All) and
GOES assistance to the cr,(Iit-needv. 

Ilowever, in order to be Vffect Ve and efICIVtlt, the SvVM WSW(eded acertain amount of restrucruring, redirection, ari financial controls tobetter serve the affiliated credit agencies as well as deservingSal vadorans. The audit found that: FI)ECCREId)TO had not (I ) ident if iedand/or addressed systemic management weaknesses which could he correctedwith technical assistance, training and other appropriate masjres, (2)fully established an adequate inforlation system to lprovide it- arid itsmember c re( i t agencies wi th timely and ,icciirate in i to()11a t,ioneffectively monitor and plan program operat ions, or (3) s5ianl i nedoperations by delegating more resl)Onsi hi Ii ty or ('red it 1 toop(iat (11smember credit agencies. Since the pro icct is no longer actiwy, thi sreport makes no formal recomnendat ions to Iprove operat ions. It t M-S
recommend leobi i gat ingt he remai ni rig All) fl]dls. 
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A. Findings and Recommendation
 

1. Credit Agencies Needed to Improve Credit Practices
 

An important objective of the amended grant and loan agreements was to 
improve the institutional capabi lities of FEDICCREDITO to manage credit 
programs efticiently through the rural credit agencies. Although a 
number of evaluations proposed training and technical assistance to 
strengthen the institutional capability of the system, the Iission had 
been unable to persuade FE I)CCREPI)ITO to impl emnt II of the 
recommendations. Without adequate technical assistance, the local credit 
agencies could not a]ways manage the credit program effectivyle. ILoan 
proposals and beneficiaries were not adequately screened, beneficiaries 
did not receive appropriate training and there was Ii ttle follonw-up o)
loan use. Neither FI-1ECCREDIITO nor the agencies had adequate systems to 
monitor or manage loan recoveries. As a resuflt, nor nnly were the local 
agencies not learning sound credit Ilrac tices, utI loan delioqnienc i s were 
high. The project completion date won Spteimber 186 and t t e Fission was 
unable to negotiate poil icy changes with Flil)ECCREI TO they considered 
essential for a follow-up project. The remaining All) funds should 
therefore be deob]igated. 

Recommeridntion No. I 

We recommend that USAI1)/El Salvador deobligate the $3.6 million in All) 
funds remaining from the Small Producer Development Project. 

Discussion
 

The purposes of the amended grant and loan agreements were to improve the 
institutional capahi lit ies of FIl)EC(:REI)ITO to manage credit prog rams 
efficiently through its rural credi'! agencies. To accomplish this, 
technical assistance and training were to be provideid to FIAICR'IIT'iT) and 
member agencies, with major ernphasis on the credit agency level to aid 
decentral izati on. Four model agencies were t. demonst rate desired 
procedures. 

Amendatory Agreement No,. to the Grant Agreement, Section I H of Annex 
I, states that:
 

The Amendment will support improving institutional 
capabilities to manage credit programs etticiertly 
through the rural credit agencies. In order ti) 
achieve this, training of agency and Keera ion 
officials will he continuedl and expaided t, cover 
credit anal ysi s and supervi sio), port fol Jo miiagnrient, 
and infonnat in managemnti svstems. Major empha, i s 
will be placed on the c rediif icv ((aj;,s ) level. 

t ra serve orThis core i)g, will is a fasis nitiol 
steps in decentralizi rg the deci sion--makirig proc(ss 
withi n the system. 

-4



Various studies had been conducted under the project in anticipation of 
the provision of technical assistance and training (-xhibit 2). These
documents included many important recommIIenda tions deslgtled to i1poVe the 
institutional capability of the system. One of the improvements,
computerized information and management system was sloUwlv [ecomit .I 
real i ty, however, implementation of many other recommendat ions had not
been fully achieved. Among unresolved matters were credit policy ssues,
deli nquent accolint s analysi s, eperat i ng expense rat i o, int erest spread,
savings mobilizat ion and internal cTapitallzation, decent itionaliz ,l
 
accounti ng procedures.
 

Although smie technical t raining had bet provided tunder the ptogiam, the 
need for complementary technical assistance was evident (durngr the audit
 
field work.
 

Screeni ng Procedtores -- FEI)DCCIRf)DI'I(' s internal procedures requi red a 
profile or feasihilty study for each small producer loan of $1,000 and over. These sltuies were ieeded to establish tihe financial viability of
the small prodicer project. The auditors reviewedI 155 iheneliciarv credit 
files. Of the 100 loans for $1,000 or more, 83 percent did int include a 
profile or feasibility study. Ihe main reasons ftI his sitriAlion were a 
combi nat ion nf scarIce humian lsOnrces lax it y ott tie p i t of thee arl 
agencies. This fa tor cit 1,d be (ouni bit itring io ,'KI' ict st ionthe i r qc a 
of the piogrtam, as .31 of the 83 er Ie1 al eVs laJcking ntudIv- re Iottthu 
to be in a rrea rs. 

In add it i on, inatlejttar sc.-reeniig (d{ bet it-iaries allnoweld ltijih; to Iw. 
loaned to people who lid not mleet prog ram re(q]li i('lneLts. '' k I (J dIt
mIanua1 for the ,ieal 1 I odtcer D)eveIopmient 1toj ecI p rovyI lhat lai 
applicants could not exc ed an asset limi;ation of $20,00N And that Lh' I 
prJiticll)] act ivi tv al(l the taiain soure of Inc(iI' were Lo frf all:Ito itsproducer activities. The audit fouind that I4 percent of the I I5
beneficiaries interviowetd exceded the asset l iMitat it-l o( A $20,000, and 
that 19 percentt ,'ore not dedicated mai nly to smial po l ct-c'i activities. 
This situation existed because the agencies had failed to verify the 
infonnation on the loan applications and had been lax in eriforin, 
compl i aice wi t h prog ram Fe(l irreiient s. 

Beneficiary Tr ininry_ -- Program beneficiaries were to be prtovitled witlh 
the -haIctechnical and almi ittst. rat ive ski lls teedled to make thei r 
enterprise filnartcially viable. The audit found that little tcitical and 
adrrini stratie tLrainigp assist ance had been provitled t o lost. 
participatinig in Lhe progral . In I act, l-'rsont I iitetvI ews , th 1 5 
program belnfic iarie,, se lo-ted at random showed tliat otl 2 Wrc't iciaries 
had i,/d som tr c scl sort of a ira irig anrd 9 tIcd recei'.'ed Imical 
assistance [tomt FI:t)l.(CCR l)l) . Ce benef ifcat o]y i ne it,Iamp l
business admi it I at ion col 1n(- liw IMad cne i ve, I o)0 ;opli tII a i( I or
hi s e(hlic at i ona I bad kgt()litdtl. Field vi sit to pi rt iln laon l it a I l , 
conf irtr'd the need ltr t.n'r i i ca I aWnai lilt lit1, St-atIt le [I i t!i tu1ai I' I Atcf 
especially for non-agr'icA rrla! 'atail Imsinesses , 6t.ii('Ii had n)t Ic'(It-l- ' 
any assi stance- ;It all. Stla I I aitirs rew t,", (t i v ing oiie degic,' Of)F 
technical assi stanrce I ron FFI)(CREI l'I') a oti iit s Ls ass igtned t o Ihe 
agencies, but these el fors needed NAMirtplei ill Wproveintet. 
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This situation existed because FEDECCREI)ITO had addressed its training
efforts to all community members wanting to receive training, not just
those participating in the program. Reportedly, as of January 31, 1987,
FEDECCREDITO had conducted 3,765 training courses, sei na rs am 
conferences for 115,51 5 community meiiibers. These participants were to 
transfer their knowledge to 625,423 prospective prograi heneficiariev. A 
FEDECCREDITO official admitted that traiing efforts were dinr,-ted to
communi ty members wanting t o recei ve t rai r i n for tlhe purpose of 
attracting them to the program. 1Che official Wcnt oin to say that this 
training approach was never questioned by USAIl)/Il1 Salvador and there had 
been vi rt a lly no feedback on trai ni ng reports swii itted to IJSAII)/EI 
Sal vador. 

FEDFCCREDITO's approach, while possibly beneficial to the commnnity as a 
whole, did not meet the major program objective of trainii ng credit 
beneficiaries to devel op and upgrade their btusi ness operations. 

Follow-up -- Ne i ther FEI)CC!tI)IIO nor the c red i t agencies bad an 
effective credit tollow-up mechainisi to ('siliri thrat loans used forwere 
the parposes int-dled~. For example, tle and it t1rind that ld of the 115 
loan beureficiar-les intervie wed had used pIe loan trid fo- ;ther thai 
agreed purposes. Ie responsi He crelit aierclIsic,: w, Hri'1,hl e ol this 
situation.. FbIla(I-I)iTO hlamed limited st2ff. l',hen IoaUs were not used 
for approved punposes, 1)1ogram ,h jectiwys we r not h, ing achiewel. 

loan RecoEy - -- FIACCR.lWto did not hav, an appro~priate syst.em to 
manage loan recnvries, despiie Iecoaillrntidan iorre deta i led ny consul am S 
in 1983 and 1I86. The latter rvport piopose(i so lu ions to tihe 
delinquency situation of the entire FIM)I-CCRJLI10 system porttolio 'lIre 
Monthly Loan Adnmi ni st rat ion Report preparvd by thre agepic i es anrd dol i v.red 
to FEIARTREI)ITO showed recove ri es andl de I i niuicy Ia tes co IItP L IVIY for
the three funds umder the Ruril Inunity l)ee 1opmnient liogpm.im Ilowe-ve r,
the report did not provile this intomnration sipa rate]lN for ilch fun1(d nor 
an aginug of deli,,ionient accout ts. 'l'hre -foie, t is report off-aslinited(
value for mairaging and monitoring the AI)-supported small produwcr ci edit 
prog ram. 

Further, collection efforts by the agerCiP.s W H(PatV ensurewere nPM , all 
acceptable Iev l of loIan recoveries andl deli nnrqen - i s. The asence (of
adequate collection effolts cal he miesuIred by hIre fact that belnficiary 
credit files had not been updated ao show currlent addresses, aid ji rugrain
beneficiaries had seldom been vi sit ed by agency col lect!nors. t hr 
factors adversely affect i rrp 1 i andf ti(ln tI!cin up reraurow'vri5 lel i es 
inadequate verification of Cred it ainrs, weaappl Icar i adverse her 
conditions, i nadeqtate technical assi stance and training, I Daied U(a1. 0 
credit terms, and the civil conrflict. 
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Consequently, the audit found that the number of small producer loandelinquencies was high. Although some questions existed about thespecific rate of delinquency, the aulit showed that between $1.2 millionand $2.3 million, or between 16 and 25 percent of loans under the RuralDevelopment Communi ty Program were i n arrertrs as of December 31, 1986. 1 / 

FEDECCI)ITO hadI been re Iuc tant to imp e 11eN proffered( technicalassistance because of its desire to rmintain tight cont ro] over th,credit agencies. For instance, in September 1986 USArD/17l Salvadordiscussed the need to initiate actions O the provision of technical
assistance, but Fl)ECCRIDITO put off implementation to a later t ime. 

As a result, a proposed system of four model credit agencies had not beendeveloped, improveinents had not !;een dissemina te(d LO thie o- her ag encis
and the institution building objective of the project had int beeu full
 
achi eved.
 

The amended PACI) to thi s proiect expired omi Sept einbe r 30. 1986.W TheMission and FFI)ECCREI)lTO had been atteptinp for over one year tonegotiate an additional extention to the I'ACD) but as of December- 3, 1987they have been unsiiccessfl1 i n reacliing la ;i wreemo,I [uFur t he ore,l .
subsequent to the completion of the aidit field work bi pr1 or to receiptof the Mi ssion' s comments on the draf t relport th1e terminal di %hJrsvveemtdate (maxilnuin ohligat ion authori ty) expired. Cons quent1 y, the projet
funds are no longer available for use in this project. 

Management Coimlment S 

The Mission has decided to continue with the project and
conseueit(nt Iy cannot ag ree t o t he re,-COliie nda t ion tha)t t lierema in ng funds be deob] igated. The prolonged negor iat ion wi thFEDECCREI)ITO on the te rms of the PI, was a lepit i nate and necessary step 
 i n a proce(,ss whose fi iin I esil t wasFEDECCRtDITO's concurrence withi the conldilions ]il d out i n the
PIL. The suspension of disbursemlients has been used as lever:rie 
to bring about desired changes at Ftl)ECCtHI)IT. 

Current redelegat ion o alithoritv to He, fiedl No. 133
authorizes the Mission )irector to extend the PACI) for a periodof two years beyond the last AlI)/' ;iit lized PAC!), which for 
this project was September 30, 1986. I addiItion, the Reg ionalLegal Advis, (ai I Ieece, has i itforwed the Mission that thePACD may be extended at this i me , even tiioluigh more thati a vearhas elapsed since Septeinber 30, 1986. As the pronncct will 

I_/ The audit was uinable to confitn an exact lelinquency rate because ofquestionable data provided by FEI)LCIREDITO on, the lar, fulnds. The range was based on a reasonable interpretation of le supporting data
and on rates reported in two reeInt cxleIna I eva Iluat ions of 
FEDECCREDITO's operations. 
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continue, Mission requests that RIG issues a revised draft
report citing those reconmendat ions it feels are stillpertinent. Original PAFs cited seven recommendations. Missionwould appreciate the opporcunity to work with RIG in developingthe most effective wording of recommendations included in final
audit report. 

Office of Inspector General Comments
 

Notwithstanding the cuitt ion whether or not the Project Act ivi ,y'Completion Date (PACD) can be extended after the PACD had been expired,the fact remains that the maximum obligation authority can not he ignored. 

All) Handbook 3, Chapter 14, Sections .141). l.d. and 14D. 2.f. providesthat the maximum obligation authoritv following the expiration of thePACD is nine (9) months for the project grant and loan ;agreemepnts. 

Since the grant and loan agreements est ablisoed the maximum ol igationauthority to be no later than nine (9) mont hs following the PACT),(section 3.3. (c) of the agre'ments) and the cirit lPAI, of thoseagreements is September 30, 1986, the authority to disburse funds expi redon June 30, 1987 on both agreements. fconseque ntly, Recommen1 ation No. Iremains as presented in the draft report and the project specificrecommendations included in the original RAFs are no longer rEvpI ired. 
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2. The Lack of a Separate Accounting.. Slstem Denied FEI)ECC[ZF,DITO 
Necessary Infonnation 

The gIant and loan agreements reoqui red the borrower, in this case
FEDECCREDITO, to maintain adequate books and records. FFI)CCREDI'O
received money for loans from three separate funds, hut did not
separately account thefor use of this money. As a result, LI:H(hRFIO
lacked timely rel iableand infornat ion for dec i on maki ng andmi for
monitoring and reporting on AID- and GOF-provided funds. The fission had 
not initially required separate accounting because it felt the oiecessaryvinformation could hr derived from the current system. It ha; sinCe
provided elui pment for a comiputerized accounting system, WicI will e 
completely operational by mid-1988. 

Discussion 

The Grant and Loan Agreements stated that the borrower was to "maintain 
or cause to be maintained, in accordance with generally acceptedaccounting principles and pract ices consi stent lv applid] , books and

records relating to the Project and to this Agreement, adeqilato to show,

wi thol It limitation, t ho receipt a n use 
 of giods and services
 
acqui red.. . " unde r the Frog ram.
 

The a idit found that FLIl)'HL(l:LITO had not maintaiir'd separate accounting
records to seg regate plog ram f i na uc i a l resoirces. Sppa rate ;account i ng
was needed to maintain an accountinug control of the three revolving 'und soperating under the p rogram. The Grant and Loan Agrreements r( qiuiled thatadeqlate hooks and records be maintained to show withot l imitatisn, the
receipt and use of goods and services ocuuiried AID ,IEwe. kwev,,r,with O 
USAID/EI Sal vador fa i led to miot ivale Ftil;tI)I'lT) ,( meet this
requiirement because fetthey the current A(c'nIlt inipn sVStvm wei , a t, . 

The absence of detai led aCcouI ng re'ords on the t trIp hulIs lhli u lered
IanagomenitS ahi I i ty adeqtiala to v 1m(1 i Iora in!dr1I)iI oni Al I JVprv d1.iM resources. Infor.at ion on the funds' capi tal i zat ion aind r f !own waS no treadily available. An aging of p rogrtam delinquerit accouniait cou ld no, he 
Prod I ced. lad Ul i)F IR lT'lh'O tlii if ,F l thai;l , t i 1, it (, 1, I .,v,. I,,e'I ,1assisted tihe c red i L agelnc 1e iJl it li i ld l j i1 I d tinii iurI .'I ,
del inquency problem. Ri nvest mirt of propi-I ( Irfws (oil niot heaccurately estatl iSliUd; thus, tie audit (:{}1)1(1 no uleteii ni if a l l()V,
benefits were ext ended to addit i onalI iiihan ri,. ritAl poor .is envi- cnii
by program designers. FI)DCCREI)ITO indicated thit ref 1oo', of $51f%0 00)had been receivel durig d e f i rsY two monthlas of I987, of wiii $H.i 11 (00
had been reinvested in the prog i am as (f 15arch 51 , 198 7 . Ilowvr,
separate accounts had not been estIahIished to show tie cap it alaa Izao and
status of these funds. Finally, fund utilization could not he seprate ly
managed and monitored by FED}ECCREIiITO and USAI)/IF Salvador. 

-9
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A new automated accounting system was designed by F-I)ECCtEDII'O (All)
provided the co-nputer equipment) and was being iflipleImented i ncoporatinp
12 credit agencies, but wi 1l not be fully operational unti I 1988.
Accord i ng to FIiIEFCCRE1)I TO' s Da ta Process i rg l)epa I'ment Chi ef,
implementation of this new system began late in 1985 at four aqencies and
expanded with eight more in early 1987. he co ;lMputerized acc -, n t, n,
system will be filly operational in 12 agencies by Aogust 1987 and in the 
whole credit system (FEDECCREI)ITO and its 01 agencies) by June 1988. 
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3. Decentralization of Credit Operations W0ouild Speed the Delivery of 
Project Benefits
 

The audit found that unnecessary duplication existed in the project's
credit operations because the Federation of (redit Institutions hadl netdelegated responsibility for credit approval to its affiliat(d credit
agenci cs. The project agreements provided that the Federation of CreditInstitutions, to the maximum extent feasible, would decenti-alize
credit operations by assigning operational 

its 
responsibility and imanagement

authori ty to its affiliated credit agencies so as strengthen theirto 
institutional capabilities to theaud improv prog ram's efficiency. IIh(-
Federation did tot want to rel inqti sh its control over the approva 1 process because of concerns that its affiliated agencies wouldl not adhere
to the project's loan eligibility criteria. As a rosin t, efforts were
duplicatned, loans were delayed and tihe in stitition-bmildingi aspect of the 
project was hampered. 

Discussion 

The audit found that FEIDECCREDITO had not delegated responsibility to its
member credit agencies for final loan approval under the Rural Community
Development P'rogram's three funds. In fact, the audi t found thatFEDECCREI)ITO was duplicat, ing the efforts of its member credit agencies hy
reviewing, analyzing and granting final approval for credit applications
regardless of the amount of c:redi t involved and by estahl i shi ig and
maintaining duplicate credit files. Ihe andit showed that FEPCCUI)IT 's
review time consi med about 67 perce iit ()f the total time to process and 
approve a loan. 
For the 155 loan applications reviewcd, it took an average of 70 daysfrom the dlate the application was rec,-ived at the credit agenmcv to the
date it was approved, f which, 17 days were attrihuted to FIICCREDIo's 
review process. Ihe 13 credit agencies visited indicated that, with few
exceptions, FEDECCRFI)I'O approved all the c,"edi t app] ications that they
had submitted. 

On this basis, it appears that FEI)ECCREDITO's review proces,, was
excessiye and that a more flexib;le policy including greater delegation of
authority over credit operations to its member agencies was warranted. 

The subject of delegating more rcsponsibility to affiliated agencies has
been discussed in other evaluations of the project. The most recent
evaluation report by M.V. Consuitores S.A. de C.V. , dated Maich 1987,
concluded that there exi.sted a high degree of centralization of t iefinancial and administratiye operations of the system wliich was not 
allowinp the credit agencies to grow, develop and expand cheir financial
operat ions a nd p rod uct i vi t y . The !-epo rt went .on to say that,
notwithstanding this tight control, some credit agencies had demoiist ratd
their technical capacity to manage efficient I S credithe operat ions
under their jrisdictioIn, and deservel to function with fe,.,er perating
restrictions. The report concl uded that st rengtheni ng the c red i t
agencies through more autonomy would also result in the strengtheningof
FEDECCREDITO, as the latter would he able to disperse or share the. risk
of the portfolio investment Pnd commerc ial t ransact ions. Similar 
conclusions were in 1986reachel 1983 and eval uat i otins. 
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The audit found that these conclusions were shared by the credit agencies
visited. Managers of these offices were of the opinion that 
decentralization of the system would result in more responsive services
 
to the urban and rural poor, in increased and expanded Credit Operations,

and would improve the economic, financial, and capital strLJcture of the
 
system. They also thought 
 that greater aut onomy woul(l enhance the morale 
and credibility of local credit agencies. 

The original project agreements provided tat FIECCI;B1ITO uas to 
decentralize its credit operations 
 by delegating operational 
respons i bi i ty and management ,rtthori ty to its affi I iated c em i t
agencies. Specifically, Sect ion 5 under Annex I to the oan and Grant 
Agreements provided that FEIDECC, DITO, to the maxi mun exteLt feasible, 
was to delegate responsihibii ty and autlorit y to wlieBoard of Di recto, s of 
the member agencies operating in the program. 

The Federation had not delegated responsibility to its member agencies
for final loan approval regardless of the loan amountt or its experience
with the member agency. According t,, the Federation's president, greater
responsibility for credit operations halI not hee idelegated to iember
agencies because the Federation woo1(ld have Iess Control over the [ieli, l,,
and because of concerns that member agencies might not adhere to project
eligibility criteria. flowever, as noted above, the Federation had also 
been reluctant to provide technical assi stance aid trai ning to iiprove 
agency credit practices. 

As a rest, loan approvals were rout inelv delayed an ave rage (f one and 
a hal f months, which adversely affected the plans of some prospectiye
borrowers. In some instances, Ioanus were rejected 1by the horrowers as 
their original plans for the funds kvre no lonper viable. In these 
cases, the time ad effort involved with processing the loan was wasted 
and the potential reflow of interest on the loan was lost to the program. 
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B. Compliance and Internal Controls 

1. Compliance 

FEDECCREDITO was not in compliance with the Grant and Loan Agreements in 
that it had not yet instituted separate accounting systems for the three
funds of the projects. It had not provided adequate training and 
assistance to the member agencies and had not moved to decentralize 
operations. Training was not confined to program beneficiaries. The 
member agencies violated the agreement in several credit practices. They
did not always verify or take into consideration qualifications of 
beneficiaries or ensure that loans were used for project purloses. Other 
than conditions listed above, tested items were in compliance with 
applicable laws and regulations, and nothing else came to our attention 
that would indicate that untested items were not in compliance with 
applicahle laws and regulations. 

2. Internal Controls 

Internal controls were lacking in three areas. Separate accounting
systems were needed to control the three revolvinp ft.nds. 1he project
needed to institute a system to monitor and manage loan recoveries and to 
verify end-use of loans. Proposals for loans over $1,000 needed to be 
evuated before loans were granted. 
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2 EXHIBIT 
Page 1 of 2 

SMALL PRODUCER DEVELOPMENT
 
EVALUATIONS, STUDIES AND AUDITS
 

CONDUCTED ON 11-11S PROGRAM~
 

DATE OF 
REPORT EVALUATOR'S NAME 	 DESCRIPTION OF STUDY
 

March, 1987 
 N.V. Consultores, S.A. de C.V. Financial-Economic Study of
 
the Ru;al Credit System
 

April, 1987 Alfredo Chedraui 	 Audit of F)ITCCRIDI'lu 1986 
Financial Statements 

February, 1986 	 Triton Corporation 
 Evaluation of FEICCR-I)ITO 
New Computeyr System 

March, 1986 
 Robert R. Nathan 	& Associates Technical Assistance Plan to
 
Strengthen the Agency System
 

April, 1986 	 Alfredo Chedraui 
 Audit of FEDl-'CCRDTO 1985 
Financial Statements 

May, 1986 	 Management Development & Review of
 
Consultancy 
 Technical Assistance
 

Activities of the Rural
 
Credit System
 

July, 1986 
 Robert R. Nathan & Associates 	 FEDECCREDITO Crelit
 
Pol icies
 

August, 1986 
 Robert R. Nathan 	& Associates Short-Ternm Plan for Institu
tional Strengthening and
 
Technical Assistance
 

September, 1986 Robert R. Nathan & Associates 	 Short-Term Plan for Institu
tional Strengthening and
 
Technical Assistance
 

September, 1986 Robert R. Nathan G Associates 	 Computer System [Lpdati,
 

September, 1986 
 Robert R. Nathan & Associates 	 Summary (f the Rural Credit 
System's Financial Situiation 

October, 1986 	 Rene 0. Figueroa 
 Administratiye Review of )PP
 
Operations
 



DATE OF 
REPORT EVALUATOR'S NAME 

December, 1986 Oficina Agraria de Investigacion 
y Consultoria (AINCO) 

August, 198S Esquivel & Esquivel Asociados 

September, 1985 Esquivel. & Esquivel Asociados 

August, 1983 Carlos Dextre 

September, 1983 Castellanos, Cea, Campos y Cia. 

EXHIBIT 2
 
Page 2 of 2
 

DESCRIPTION OF STUDY 

Evaluatiotm of' the Small
 
Producer Development
 
Program and Its Socio-
Economic Impact
 

Audits of FEI)ECCREDITO
 
Requests to All) for Reim
hursement for Small Producer 
Credits Made 

Audits of FFPFCCREIDITO 
Requests to All) f'or Reim
bursenent for Sma!] Producer 
Cred its lad(e 

Management Assrssrnent 

Internal Control Review
 



UNCLASSIFIED SANSALVADOR e15841 Appendix 1 

ACTION: RIG-3 INFO: DCM ECON/5 

VZCZCTG03fO 
00 RUEHTG 

03-DEC-87 TOR: 
CN: 

17:10 
26422

DE RU:EHSN #5E41 337171? 
 CHRG: AID
ZNR !UUUU ZZH 
 DIST: RIG
0 031710Z DEC 87 
 ADD:

'FM AMEMBASSY SAN SALVADOR
 
TO RUERTG/AMEMBASSY TEGUCIGALPA 
IMMEDIATE 1819

RUEHC/SECSTATE WASHDC 5937
 
BT
 
UNCLAS SAN SALVADOR 15841
 

AIDAC
 

FOR CCINAGE N. GOTRARD, JR. RIG/A/T
 

E.O. 12356: N/A

SUEJECT: DRAFT AUDIT REPORT OF USAID/EL SALVADOR
SMALL PRODUCER DEVELOPMENT PROJECT NO. 519-0229(B)
 

1. THE MISSION APPRECIATES THE WORK PERFORMED BY THE
RIG IN RESPONSE TO OUR REQUEST FOR AN AUDIT OF THIS
 
PROJECT.
 

2. THE MISSION HAS DECIDED TO CONTINUE WITH THE

PROJECT AND CONSEQUENTLY CANNOT AGREE TO THE
RECOMMENDATION THAT THE REMAINING FUNDS BE
DEOLIGATED. 
THE PROLONGED NEGOTIATION WITH
FEDECCREDITO ON THE TERMS OF THE PIL WAS A LEGITIMATE

AND NECESSARY STEP IN A PROCESS WHOSE FINAL RESULT
WAS FEDECCREDITO'S CONCURRENCE WITH THE CCNDITIONS
 
LAID CUT IN THE PIL. 
 THE SUSPENSION OF DISBURSEMENTS

HAS BEEN USED AS LEVERAGE TO BRING ABOUT DESIRED
 
CHANGES AT FEDECCREDITO.
 

3. CURRENT REDELEGATION OF AUTHORITY TO THE FIELD
NO. 133 AUTECRIZES THE MISSION DIRECTOR TO EXTEND THE

PACD FOR A PERIOD OF TWO YEARS BEYOND THE LAST AID/W
AUTHORIZED PACD, WHICH FCR THIS PROJECT WAS SEPTEMBER
30, 1986. IN ADDITION, THE REGIONAL LEGAL ADVISOR,

GAIL LEECE, HAS INFORMED THE MISSION THAT THE PACD
MAY BE EXTENDED AT THIS TIME, EVEN THOUGH MORE THAN A
YEAR HAS ELAPSED SINCE &EPTEMBER 30, 1986.
4.. AS THE PROJECT WILL CONTINUE, MISSION REQUESTS

THAT RIG ISSUES A REVISED DRAFT REPORT CITING THOSE
RECOMMENDATIONS IT FEELS ARE STILL PERTINENT.
 
ORIGINAl RAFS CITED SEVEN RECOMMENDATIONS. MISSION
WOULD APPRECIATE THE OPPORTUNITY TO WORK WITH RIG IN
DEVELOPING.THE MOST EFFECTIVE WORDING OF
 
RECOMMENDATIONS INCLUDED IN FINAL AUDIT REPORT.
 
CORE
 

#5841
 

NNNN
 

UNCLASSIFIED SANSALVADOR 015841-
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2 APPENDIX 

REPORT DISTRIBUTION
 

No. of Copies
 

Director, USAID/ES 
 5
 
M/LAG 2 
LAC/CAP/-S 1 
LACICONT 1
 
LAC/DP 
 ]
 
LAC/DR 
 I
 
IAC'GC 1 
IAC/RLAs I 
GAO Panama 1
 
MIXA 2 
XA/PR 
 1 
LEG I 

GC 1
 

AA/M 1 
MI/FM/ASD 
 3
 
PPC/C)I E 2 
IG 
 I
 
D/IG 1 
IG/PPO 2
 
IG/LC 
 1 
I G/EMS/CiR 12 
IG/I 
 I
 
RIG/I/T I 
Other RIG/As 
 I
 


