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MEMORANDUM

TO : USAID/EL Salvador Missioq Directof) Henry Bassford
FROM : RIG/A/T, Toinage™N. Gothard, " Jr

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

The Office of the Regional Inspector General for Audit/Tegucigalpa has
completed its audit of the USAID/EI Salvador Small Producer Develoupment

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 1 recommendation which is
considered unresolved. Please advise me within 30 days of any additional
actions taken to implemen:. Recommendation No. 1.

I appreciate the cooperation and courtesy extended to my staff during the
audit.



EXECUTIVE SUMMARY

The Rural Community Development program was established under the Small
Producer Development Project and managed by the Federation of Credit
Institutions. The project sought to establish an efficient credit system
through which AID and Government of El Salvador counterpart {unds would
be made available to credit-needy rural and urban Salvadorans. AID funds
of $14.2% million were to provide training and technical assistance to
the Feueration, its 61 affiliated agencies and beneficiaries. 0 the
total obligated funds, $9.7 million were used to establish s Small
Producer Development Credit Fund.

At the reauest of USAIN/E] Salvador, the Office of the Regional Inspector
General for Audit/Tegucigalpa made a rrogram  resalts audit  of  the
Federation of Credit Institutions. The audit was performed  because
USAID/E) Salvador was considering channeling additional funds through the
Federation to support similar project activities. Specificallv, the
audit sought to determine if the Rural Comnunity Development Propram was
an efficient and effective credit systam and bad been administered in
accordance with AID regulations and project agreement provisions,

The andit found that the Small TProducer Development  Project  had  not
developed an efticient and effective credit approval and  management
system, and that certain aspects of the program were not 1n compliance
vith the project agreement provisions.

Although the project had not met its institution-building chjectives, it
had been successful in channeling needed credit to beneficiaries. The
number of credit agencies operating under Federation nanagenent. umbrella
increased from 42 to 61, and 22,699 loans valued at $36.1 million were
approved under the three  funds comprising the Federation's Rural
Community Development Program. The aandit found that these loans bad
produced  heartening results, Because  they  were  members  of  the
communitics served, local credit apency officials and employees had shown
a high deyree of dedicaticn to their work and real willingness to reach
out to the warginal urban and rural poor.

However, in order to he effective and efficient, the system needed a
certain amount of restructuring, redirection, and financial controls to
better serve the affiliated credit agencies as well as  deserving
Salvadorans, The audit found that: the Federation bad not (1)
identified and/or addressed systemic management weaknesses which could be
corrected with technical assistance, training and other appropriate
measures, (2) fully established an adeanate information system to provide
it and its member credit apencies with timely and accurate information to
effectively monitor and plan program operations, or (3) strcam!lined
operations by delegating more vesponsibility for credit operations rto
member ¢redit agencies.,

An important objective of the amended grant and loan aereement wias to
Improve the institutional capabilities of the Federation vo manage credit
programs efficiently through the rura) credit apencies.  Although a
pumber of evaluarions proposed training and technical assistance  to



strengthen the institutional capability of the system, the Missian had
been unable to persuace the Federation to implement all of the
recommendations. Without adequate technical assistance, the local credit
agencies could not always manage the credit program effectively,  Loan
proposals and beneficiaries were not adequately screened, benefliciaries
did not receive appropriate training and there was little follow-up on
loan use. Neither the Federation nor the agencies had adequate systems
to monitor cr manage loan recoveries. As a result, not only were the
local agencies not learning  sound credit practices, but loan
delingquencies were high. Since the project completion date was September
1985 and the Mission was unable to negotiate policy changes with the
Federation they considered essential for a follow-up project, we
recommended that the remaining $3.6 million in AID funds be deobiigated.

The grant and loan agrecments required the borrower, in this case the
Federation, to maintain adequate hooks and records, The Federation
received money for Joans from three separate  funds, hbut did not
sepalately account for the use of t(his noney., As a result, the
Federation lacked timely and reliable information for dectsion making and
for monitoring and reporting  on  AID-  and  Government of  El
Salvador-provided funds. The Mission had not Initially reauired separate
accounting because it felt the necessary information coumdd be derived
from the current  system. [t has since provided ecavipment  for o
computerized accounting system, which will be completely operational by
mid-1988.

The audit found that unnecessary duptication existed in the project's
credit operations because the Federation of Credit Institntions had not
delegated responsibility for credit approval to ats aflfiliated credit
agencies. The project agreements provided that the Federation of Credit
Insritutions, to the maximum extent feasible, would decentralize its
credit operations by assigning operational responsbility and management
authority to its affiliated credit agencles, so as to strengthen their
institutional capabilities and to improve the program's ctficiency,  The
Federation did not want to relinguish its control over the approval
process becanse of concerns that its affiliated agencies would not adhere
to the project's loan cligibility criteria. As a resule, efforrs were
duplicated, loans were delayed and the institution-building aspect of the
project was hampered.

The Mission gencrally agreed with the findings as presented at the exit
conference, however there is a difference of opinion on the possibilitv
of extending the project.
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AUDIT OF USAID/EL. SALVADOR
SMALL PRODUCER DEVELOPMENT
PROJECT NO. 519-0229 (B)

PART 1 - INTRODUCTION

A, Backgrqggg

The Rural Community Development Program was established under the Small
Producer Development Project, No. 519-0229(B), and managed by the
Federation of Credit Institutions (FEDECCREDITO). The project sought to
establish an efficient and effective credit system through which AID and
Government of E1 Salvador (GOES) counterpart funds would be made
available to credit-needy tural and urban Salvadorans. To help establish
such a system, AID {unds were made available to finance technical
assistance and training for FEDECCREDITO and its member credit agencies
for the purpose of strengthening their institutional and management
capabilities. In addition, AID training furds were also made available
to assist project loan recipients with mmproving their management skills
and capabiiities.

The Federation  of Credit Institutions (FEDECCREDITO) 1s  a
quasi-public-sector federation consisting of 61 affiliated credit
agencies operating throughout El1 Salvador. AID funds of $14.25 million
($9.25 million grant and $5 million loan) were obligated to provide
training and technical assistance to FEBECCREDITC, 1its affiliated credit
agencies and to selected recipients of loans from these credit agencies.,
Of the total obligated funds, $9.7 million were used to establish a Small
Producer Development Credit Fun (Spanish acronym-1PP) to provide credit
assistance to urban and rural poor,

Two additional credit funds were estahlished with GOES counterpart funds
to complement the objectives of the AID funded Small Producer Development
Credit Fund. The Special Fund for National Reconstruction (Spanish
acronym-vERN) was established to f{inance business activitices of  small
producers who were directly affected bv civil conflict. The Special
Program for Rural Micro-Enterprises  (Spanish acronym-PEMER)  was
established to finance business activities of small rural enterprises in
need of working capital and capital investment. As of December 31, 19086,
these two funds had disbursed t(he equivalent of $3.7 million and $9.5
million respectively in counterpart funds.

The three funds - DPP, FERN and PIMER - were administered by FEDECCREDITO
through its affiliated credit agencies and were collectively known as
FEDECCREDITO's Rural Community Development Program.

The project ended on September 30, 1986. Requests for disbursement were
to be received by A.T.D. not later than nine (9) months following the
project activity completion date, USAID/EY  Salvador's controller
records, as of March 31, 1987, showed that $10.65 million of the $14.25
million in AID funds had been disbursed by FEDECCREDITO.



B. Audit Objectives and Scope

At the request of USAID/FIl Salvador, the Office of the Regional Inspector
General for Audit/Tegucigalpa made a program results andit of the
Federation of Credit Institutions, one of the two credit ynstitutions
funded under the Small Producer Development Project, No. 519-0229(B) 1/.
The audit was performed even though the project assistance completion
date had passed, because USAID/E1 Salvador was considering  channeling
additional funds through FEDFCCREDITO to support  similar  project
activities, Specifically, the audit sought  to  determine it the
FEDECCREDITO-managed Rura)l Community Deve lopment Program was an efficient
and effective credit system and had been administered in acoordance with
AID regulations and project agreement provisions,

To accomplish these objectives, program tiles,  records and  other
pertinent data were reviewed at USATD/ET  Salvador,  FELBECCRELITO  and
selected affiliated credit agencies.  Ofticials of USAIL/IN Salvador and
Government of E1 Salvador were interviewed and field visits were made (o
13 of 61 credit agencies currently operating under the FEDECCREDITO
system. At these locations, a random sample of 155 credit files were
reviewed and interviews with 115 of 10,499 program beneficiaries with
credit halances outstanding were conducted, Information on the <reg
visited and information reviewed is shown in Fxhibite 1.

The audit relied on o number of other reports and  evaluations o
supplment the audit work. These documents ave 1isted In Exhibit 2, In
addition, two private auditors from the company of Esquivel & Loquivel
were contracted to assist the audit team in conducting interviews with
the 115 program Joan recipients. The selection of the 13 credit agencies
and, to a limited extent, the selection of program bencficiaries was
affected by security conlitions in the country at the time of the audit,

The audit included activities {rom February 27, 1980 to March 31, 1087,
and covered $10.7 million in AID dishursements, of which $1.5 million 1n
program expenditures were reviewed,  Internal contiols werc cxamined  as
they related to selection of program beneficiaries, disbursements of
credit  proceeds, follow-up on credit utilization, and collection of
credit repayments.

The audit was conducted from March 18, 1987 to May 27, 1987 and was made
in accordance with generally accepted government auditing standards,

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

" Asociaciones Cooperativas de Alorro vy Credito, FEDECACES) was not
included in this audit because AID tunding for this entity under the
Small Producer Development Project was stopped on September 26, 1984
because FEDECACES was unable to utilize AID montes efticientiv.,



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

PART II - RESULTS OF AUDIT

The audit found that the <“mall Producer Development Project had not
developed an efficient and effective credit approval and management
system, and that certain aspects of the F 4ram were not in compliance
with the project agreement provisions.

Although the project had not me: the institution-building objectives of
strengthening its member institutions, it had been successfnl  in
channeling needed credit to beneficiaries. The number of credit agencics
operating under FEDECCREDITO's management umbrella increased {rom 42 to
61 and 22,099 loans valued at $36.1 million were approved under the three
funds comprising FEDECCREDITO's Rural Community Development Program.  The
audit found that these 1loans had produced heartening results.  For
example: a tailor was able to contract for the production of uniforms
for two institutions and added four employees; a  swall businessman
increased his production of tomato sauce and also added four employees:
and a small family-owned shoec shop and textile (sporting goods) factory
received a working capital loan and was able to increase production and
maintain a larger inventory to meet demand.

Because they were members of the communities served, local credit agency
officials and emploveecs had shown a high degree of dedication to therr
work and real willingness to reach out to the marginal urban and rural
poor whose credit needs were well known to them, and the beneficiaries
considered themselves well received  and served.  Thus these agencies
represented a potentially effective credit mechanism Lo channel AID and
GOES assistance to the credit-needy.

However, in order to be effective ol ctficrent, the system needed a
certain amount of restrucruring, redirection, and financial controls to
better serve the affiliated credit agencies as well as  deserving
Salvadorans. The audit found that: FEDECCREDITO had not (1) 1dentified
and/or addressed systemic management weaknesses which could be corrected
with technical assistance, training and other appropriate measures, (2)
Eully established an adequate information system to provide it and s
member credit  agencies  with timely and  accurate  information  to
effectively monitor and plan program operations, or (3) streamlined
operations by delegating more resporsibility for credit operations to
member credit agencies. Since the project is no longer active, this
report makes no formal recommendations to improve operations. It does
recommend deobligating the remaining AID [unds,



A. Findings and Recommerdation

1. Credit Agencies Needed to Improve Credit Practices

An important objective of the amended grant and loan agreements was to
mmprove the institutional capabilities of FEDECCREDITO to manage credit
programs efficiently through the rural credit agencies. Although a
number of evaluations proposed training and technical assistance to
strengthen the institutional capability of the system, the Mission had
been unable to persuade FEDECCREDITO  to implement 411 of  the
recommendations. Without adequate technical assistance, the local credit
agencies could not always manage the credit program effectively. lLoan
proposals and bencficiaries were not adequately screened, beneficiaries
did not receive appropriate training and there was little follow-up on
loan use. Neither FEDECCREDITO nor the sgencies had adequate systems to
monitor or manage loan recoveries., As a result, nor only were the local
agencies not learning sound credit practices, but Joan delinquencies were
high. The project completion date was September 19R60 and the Mission was
unable to negotiate policy changes with FEDECCREDITO they considered
essential  for a follow-up project. The rewaining AID funds should
therefore be deobligated.

Recommendation No, |

We recommend that USAID/E! Salvador deobligate the $3.6 million in AID
funds remaining from the Small Producer Development Project.

Discussion

The purposes of the amended grant and loan agreements were to improve the
institutional capabilities of FEDFCCREDITO ro manage credit  programs
efficiently through its rural credic agencies.  To accomplish this,
technical assistance and training were to he provided to FEDECCREDITO and
member agencies, with major emphasis on the credir avency level to aid
decentralization, Four model agencies were to  demonstrate  desired
procedures.

Amendatory Agrcement No. 1 to the Grant Agreement, Section I B of Annex
I, states that:

The Amendment will support improving institutiona)
capabilities to manage credit programs efticiently
through the rural credit agencies. In  order to
achieve this, training of agency and Federation
officials will be continued and expanded 1o cover
credit apalysis and supervision, portfolio management,
and information management  svstems,  Major emphasis
will be placed on the credit agency (Cajas) level.
This core training will serve as a basis {or initial
steps in decentralizing the decision-making process
within the system,



Various studies had been conducted under the project in anticipation of
the provision of technical assistance and training (Exhibit 2). These
documents included many important recommendations desigred to impirove the
institutional capability of the sy sten. One of  the improvements,
computerized information and management system was  slowiy lecomipg a
reality, however, implementation of many other recommendations had not
been fully achieved. Among unresolved matters were cradit policy tssues,
delinquent accounts analysis, eperating expense ratio, interest spread,
savings mobilization and internal capitalization, decentratization and
accounting procedures,

Although some technical training had been provided under the program, the
necd [or complementary technical assistance was evident during the audit
field work.

Screening  Procedures  -- FEDECCREDITO's internal procedures  required a
profile or feasibility study for each small producer loan of $1,000 and
over. These studies were needed to establish the financial viability of
the small producer project. The auditors reviewed 155 beneficisry credit
files. Of the 100 loans for $1,000 or more, 83 percent did not include a
profile or feasibility study. The main reasons for this situation were i
combination of scarce human resources and lax1ty on the paitc of  the
ggencics.  This factor could be contributing te the delinanency siination
of the program, as 34 of the 83 benctficiaiics Facking studies were founa
to be in arrears.

In addition, inasdequate screening of benetficiaries allowed fund= to be
loaned to people who did not weet program requirements,  The credat
manual for the Small Producer Development  Project provided that loan
applicants could not exceed an asset limitation of $20,000 and that therr
principal activity and the wain source of 1ncome were to be {rom small
producer activities.  The audit found that 14 percent  of  the 115
beneficiaries interviewed exceeded the asset limitation of $20,000, and
that 19 percent were not dedicated mainly to small producer activities,
This situation existed because the agencies had failed to verify the
information on the lean applications and had been lax in enforcing
compliance with program requirements.

Beneficiary Training -- Program bencficisries were to be provided with
the besic technical and  administrative skills needed to make their
enterprise financially viable, The audit found that little technical and
administrative  training  assistance  had  been provided  to  those
participating in the progran. In fact, personal interviews with 115
program beneliciarvies selected at random showed that only 2 beneficiares
had  recceived  some  sort  of traiming  and 9 had  recerved  technical

assistance  f{rom FIMECCREDITO. One  beneliciary  complained  that  the
business adiministiation course he had recerved was foo sophisticaied for
his educational  background. Freld visits to program bencliciaries

confirmed the need for technical and administrative trarni Ny assistance,
especially for non-agricultural smail businesses, which had not receved
any assistance at all.  Swall fammers were  receivi ng  some  Jepree of
technical assistance  [rom FEBFCCREDITO  agronomists assigned 1o the
agencies, but these ef forts needed further improvenent.



This situation existed becanse FEDECCREDITO 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  bad  conducted 3,765 training courses,  seminars  and
conferences for 115,515 community members.  These participants were (o
transfer their knowledge to 025,423 prospective program beneficiaries, A
FEDECCREDITO official admitted that training efforts were directed to
comiunity members wanting to receive training  for the purpose of
attracting them to the program. The official went on to say that this
training approach was never questioned by USAID/L1 Salvador and there had
been virtually no feedback on training reports submitted to USAID/E]
Salvador.

FEDECCREDITO's approach, while possibly beneficial to the community as a
whole, did not meet the major program objective of training credit
beneficiaries to develop and upgrade therr business operations,

Follow-up --  Neither  FEDECCREDITO nor  the  credit agencies  had  an
etfective credit follow-up mechanism to ensure that loans were used for
the purposes intended.  For example, the audit found that 14 of the 115
loan bepeficiaries interviewed had used the loan funds {o- other than
agreed purposes.  The responsible credit apencies were unasate ol this
situation. FEDECCREDITO blamed limited staff. ¥hen loans were not used
for approved purposes, program sbjectives were not heing achieved,

Loan Recovery -~ FERFCCREPITO did not have an appropriate  svstem  to
manage  loan recoveries, despite rtecommendations detailed by consnltants
in 1983 and 1980, The latter vreport proposed  solutions to  the

delinquency situation of the entire FEDECCREDITO system portiolio,  The
Monthly Loan Administration Report nrepared by the gpencies and delivered
to FERECCREDITO showed recoveries and delinguency rates coltectively for
the three funds under the Rural Community Developuent Program.  However,
the report did not provide this information separately for each fund nor
an aging of delinquent accounts.  Thercfore, this rveport wis of  Limited
value for managing and monitoring the AlD-supported small producer credit
progran,

Further, collection efforts by the agencies were 1nadequate to ensure an
acceptable level of loan recoveries and delhnquencies.  The ahsence of
adequate collection efforts can be measuted by the fact that beneficiary
credit files had not been updated to show current addresses, and progran
beneficiaries had  seldom  been visited by agency  collectors, Other
factors adversely affecting loan recoveries  and delinguencies  were
inadequate verification  of credit applications, adverse  weather
conditions, inadequate technical assistance  and training, 1nadequate
credit terms, and the civil conflict.



Consequently, the auvdit found that the pumber of small producer loan
delinquencies was high.  Although some questions existed about the
specific rate of delinaquency, the audit showed that between $1.2 million
and $2.3 million, or between 16 and 25 percent of loans under the Rural
Development Community Program were in arrcars as of December 31, 1086. 1/

FEDECCREDITO  had been reluctant to implement  proffered  technical
assistance because of its desire to maintain tight control over the
credit agencies. For instance, in September 1686 USATI/E] Salvador
discussed the need to initiaste actions on the provision of technical
assistance, but FEDECCREDITO put of { implementation to a later time,

As a result, a proposed system of four model credit agencies had not beep
developed, improvements had not bheen disseminated to the oiher agencies

and the institution building objective of the project had not been fully
achieved,

The amended PACD to this proiect expired on September 30, 1986, The
Mission and FEDECCREDITO had  beep attempting for over one year to
negotiate an additional extention to the PACDH but as of December 3, 1087
they bhave been uvnsuccessful in reaching an agreement, Furtherore,
subsequent to the completion of the audit field work but prior to receipt
of the Mission's comments on the draft report the terminal disbursement
date (maximum obligation authorvity) expired. Consequently, the project
funds are no longer available for use in this project.

Management Comments

The Mission has decided to continue with the project and
consequently  cannot  agree  to  the recommendation that the
remaining funds be deoblipgated. The prolonged negotiation with
PEDECCREDITO on  the temms of the PILL was a legitimate and
necessary — step in a process  whose  f{inal result  was
FEDECCREDITO's concurrence with the conditions lard out in the
PIL.  The suspension of disbursements has been used as leveragpe
to bring about desired changes at FEDECCREDITO,

Current  redelegation of  authority (o the  tield No. 133
authorizes the Mission Director to extend the PACD for a period
of two years beyond the Jast ATI/KW authorized PACD, which for
this project was September 30, 1986, In addition, the Kegional
Legal Advisc~, Gail Leece, has informed the Mission that the
PACD may be extended at this time, even though more than o yvear
has elapsed since September 30, 1986, As the project will

1/ The audit was unable to confirm an exact delinquency rate because of

" questionable data provided by TFEDECCREDITO on the loan funds. The
range was bhased on a reasonable Interpretation of the supporting data
and on rates reported in two recent  external evaluations of
FEDECCREDITO's operat :ons.



continue, Mission requests that RIG issues a revised draft
report citing those recommendations it feels are stil)
pertinent. Original RAFs cited seven recommendations. Mission
wonld appreciate the opportunity to work with RIG in developing
the most effective wording of recommendations included in final
audit report,

Office of Inspector General Comments

Notwithstanding the aqu:stion whether or not the Project Activi.y
Completion Date (PACD) can be extended atter the PACD had been expired,
the fact remains that the maximum obligation authority can not be ignored.

AID Handbook 3, Chapter 14, Sections 14D. 1.d. and 14D, 2.f. provides
that the maximum obligation authority following the expiration of the
PACD is nine (9) months for the project grant and loan agreements,

Since the grant and loan agreements established the maximum obligation
authority to be no later than nine (9) months following the PACD,
(section 3.3. (¢) of the agreements) and the current PACD of those
agreements is September 30, 1986, the authority to disburse funds expired
on June 30, 1987 on hoth agreements.  Consequently, Recommendation No, |
remains as presented in the draft report and the project specific
recommendations included in the original RAFs are no longer required.



2. The Lack of a Separate Accounting System Denied FEDECCREDITO
Necessary Infonmation

The grant and loan agrecments required the borrower, in this case
FEDECCREDITO, to maintain adequate  hooks and records., FEDECCREDITO
received money for loans from three separate  funds, but did not
separately account {or the use of this money.  As a result, FEDBECCREDITO
lacked timely and reliable information for decision making and for
monitoring and reporting on AID- and GOE-provided funds. The HMission had
not initially required separate accounting because it felt rhe NeCessary
information could be derived f{rom the current  svstem, [t has since
provided equipment for a computerized accounting system, which will bhe
completely operational by mid-1988.

Discussicn

The Grant and Loan Agreements stated that the borrower was to "maintain
or cause to be maintained, in accordance with generally accepted
accounting principles and practices consistently applied, books and
records relating to the Project and to this Agreement, adequate to show,
without limitation, the receipt and  use  of goods and  services
acquired..." under the Program.

The audit found that FEDECCRERITO had not maintained sevarate accounting
records to segregate program f[inancial resources. Separate accoenting
was needed to maintain an accounting control of the three revolving {unds
operating under the program. The Grant and Loan Agreements required that
adequate books and records be maintained to show without Yimitation, the
receipt and use of goods and services acquired with AID fund<.  However,
USAID/El  Salvador failed to motivate FEDECCREDITG L0 meet  this
requirement hecavse they felt the current ACCOUNLINg systemn was adeguate,

The absence of detailed accoumting records on the three funds hindered
management's ability to adequately monitor and report on AlD-provided
resources.  Information on the funds' capitalization and ref lows was not
readily available. An aging of program delinguent account s could not be
produced, Had  FEDECCREDTTO had  this information, it conld bave betges
assisted  the credit agencies  in monlttoring  and  wmanaging o seqlous
delinguency  problen. Reinvestment  of  program  reflows  could  not  be
accurately established; thus, the andit could not determine i rel tow
benefits were extended to additvioval urban and rural POOT s envisioned
by program designers.  FEDECCREDITO 1ndicated that reflous of $510,000
had been received during the first two months of 1987, of which $311. 000
had been reinvested in the program as of March 31, 19K7, However,
separate accounts had not been established to show the capltalization and
status of these funds. Tinally, fund utilization could not be seporately
managed and monitored by FEDECCREDITO and USAID/E] Salvador.


http:Infor.at

A new automated accounting system was designed by FEDECCKEDITO (AID
provided the computer equipment) and was being implemented 1ncorporating
12 credit agencies, but will not be fully operational until 1988.
According to FEDECCREBRITO' s Data Processing Jepat tinent Chief,
implementation of this new system began late in 1985 at four agencies and
expanded with eight more in early 1687. “The computerized accounting
system will be fully operational in 12 agencies by August 1987 and 1n the
whole credit system (FEDECCREDITC and its 61 agencies) by June 1988,

-10 -



3. Decentralization of Credit Operations Would Speed the Delivery of
Project Benefits

The &audit founa that unnecessary duplication existed 1in the project's
credit operations because the Federation of Credit Institutions had net
delegared responsibility for credit approval  to its affiliated credit
agencies. The project agreements provided that the Federation of Credit
Institutions, to the maximum extent feasible, would decentralize its
credit operations by assigning operational responsibility and management
authority to its affiliated credit agencies so as to strengthen their
institutional capabilities and to improve the propram's efficiency. The
Federation did not want to relinquish its control over the approval
process because of concerns that its affiliated agencies would not adhere
to the project's loan eligibility criteria. As a result, efforts were
duplicated, loans were delayed and the mstitation-building aspect of the
project was hampered.

Discussion

The audit found that FEDECCREDITO had not delegated responsibility to its
member credit agencies for final loan approval under the Rural Community
Development Program's three funds. In fact, the audit found that
FEDECCREDITO wes duplicating the efforts of its member credit agencies by
reviewing, analyzing and granting final approval for credit applications
regardless of the amcunt of credit involved and by establishing and
maintaining duplicate credit files. The audit showed that FEPECCREDITO's
review time consuomed about 67 percent of the total time to process and
approve a loan,

For the 155 loan applications reviewcd, it took an average of 70 days
from the date the application was received at the credit agency to the
date it was approved, of which, 47 days were attributed to FIDECCREDLITO's
review process,  The 13 credit agencies visited indicated that, with few
exceptions, FEDECCREDITO approved all the credit applications that they
had submitted.

On this basis, it appears that FEDECCREDITO's review pProcess  was
excessive and that a more f{lexible policy including greater delegation of
authority over credit operations to its member agencies was warranted,

The subject of delegating more responsibility to aftiliated apencies has
been discussed in other evaluations of the project.  The most recent
evaluation report by M.V. Consuitores S.A. de C.V., dated March 1087,
concluded that there existed a high degree of centralization of the
financial and administrative operations of the system which was  not
allowing the credit agencies to grow, develop and expand cheir financial
operations and productivity. The  report  went  on  te  say  that,
notwithstanding this tight control, some credit apencices had demonstrated
their technical capacity to manage cfliciently the credit operations
under their jurisdiction, and deserved 1o function with fewer operating
restrictions. The report concluded that strengthening  the credit
agencies through more autonomy would also result in the strengthening of
FEDECCREDITO, as the latter would be able to disperse or share the risk
of the portfolio investment ond commercial  transactions, Similar
conclusions were reached in 1983 and 1986 evaluations.
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The audit found that these conclusions were shared hy 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 structure of the
system. They also thought that greater autonomy would enhance the morale
and credibility of lecal credit agencies.

The original project agreements provided that FEDECCREDITO was  to
decentralize its credit operations by delegating operational
responsibility and management authority to its affiliated credit
agencies. Specifically, Section 5 under Annex [ to the lLoan and Grant
Agreements provided that FEDECCRIDRITO, to the maximum cxtent feasible,
was to delegate responsibility and authority to the Board of Directors of
the member agencies operating in the program,

The Federation had not delegated responsibility to its member agencies
for tinal loan approval regardless of the loan amount or its experience
with the member agency. According t.. the Federation's president, greater
responsibility for credit operations had not been delegated to member
agencies becausc the Federation would have less control over the funds
and because of concerns that member agencies might not adhere to project
eligibility criteria.  However, as noted above, the Federation had also
been reluctant 1o provide technical assistance and training to improve
agency credit practices.

As a result, loan approvels were routincly delayed an average of one and
a balf months, which adversely affected the plans of some prosnective
borrowers. In some instances, loans were rejected by the borrowers as
their original plans for the funds were no longer viable. In these
cases, the time and 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 Apreements 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 hsd not moved to decentralize
operations. Training was not confined to program peneficiaries. The
member agencies violated the agreement in several credit practices, Theyv
did not always verify or take into consideration qualifications of
beneficiaries or ensure that loans were used for project purposes. 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
applicafle laws and regulations.

2. Internal Controls

Internal controls were lacking in three arcas. Separate accounting
systems were needed to control the three revolving funds. The project
needed to institute a system to monitor and manage loan recoverics and to
verify end-use of loans. Proposals for loans over $1,000 needed to be
evaluated before loans were granted.
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SMALL PRODUCER DEVELOPMENT

EVALUATIONS, STUDIES AND AUDITS

CONDUCTED ON THIS PROGRAM

EVALUATOR'S NAME

DESCRIPTION OF STULY

March, 1987

April, 1987

February, 1986

March, 1986

April, 1986

May, 1986

July, 1986

August, 1986

September, 1986

September, 1986

September, 1986

October, 1986

M.V. Consultores, S.A. de C.V.

Alfredo Chedraui

Triton Corporation

Robert R. Nathan § Associates

Alfredo Chedraui

Management Development §&
Consultancy

Robert R. Nathan § Associates

Robert R. Nathan § Associates

Robert R. Nathan § Associates

Robert R. Nathan § Associates

Robert R. Nathan § Associates

Rene 0. Figueroa

Financial-Fconomic Study of
the Ru. a4l Credit System

Audit of FEDECCREDIIU 1986
Financial Statements

Evaluation of FEDECCREDITO
New Computer System

Technical Assistance Plan to
Strengthen the Agency System

Audit of FEDECCREDITO 1985
Financial Statements

Review of

Technical Assistance
Activities of the Rural
Credit System

FEDECCREDITO Credit
Policies

Short-Term Plan for Institu-
tional Strengthening and
Technical Assistance

Short-Term Plan for Institu-
tional Strengthening and
Technical Assistance

Computer System Update

Summary of the Rural Credic
System's Financial Situation

Administrative Review of PP
Operations



EXHIBIT 2
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DATE OF
REPORT EVALUATOR'S NAME DESCRIPTION OF STUDY

December, 1986  Oficina Agraria de Investigacion FEvaluation of the Small
y Consultoria (AINCO) ' Producer Development
Program and Its Socio-
Economic Impact

August, 1985 Esquivel & Esquivel Asociados Audits of FEDECCREDITO
Requests to AID for Reim-
bursement for Small Producer
Credits Made

September, 1985 Esquivel § Esquivel Asociados Audits of FEDRECCREDITO
, Requests to AID for Reim-
bursement for Small Producer
Credits Made

August, 1983 Carlos Dextre Management Assessment

September, 1983 Castellanos, Cea, Campos y Cia. Internal Control Review
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