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MEMORANDUM

TO : D/USATD/ Tanduras, John Sanbrpni 1o

. WA Vs 1’/( | / ,
FROM  : RIGAAT, GG Yee e

Jb.

SURJECT:  Audit of  USAID onduras'  Small  Fammer Coffee Improvement

Project No, 522-0176

The Office of the Regional Inspector General for Audit Tegucigalpa
completed its audit of USAID/Honduras' Small Farmer Coffec Ly rovenent
Project No, 522-0176.  Five copies of the audit report are enclosed

your action,

The draft audit report wis submitted to vou for comment

and

comments, without relatine annexes, are attached (o the report .,

report contains  one tecomendation  with  two ports, Part

considered closed and requires ne further action,  Dart (a) is
and will be  closed upon ceceipt of appropriate document it ion.

advise me within 30 dave of anv additional actions taken to
part (a),

(h)

has

for

Vvour

The

1S

resolved
Please

implement

I apprecsiate the cooperation and courtesy extended to my staff during the

audir.

Bac }\v Tound

On - June 50 19810 USAID/Monduras sioned  the 37.% million Small

Coffer Tuprovement  Project aoreement with the Governosent  of

(GOH).  Subscauent v increased. AT D). Pardding totaled %2005 million

of MMarch 310 19¢s. The acdect anped oo Wit iuating  the

Honduras of  coffec sty a0 pale veliow fonpus which «anses.
defoliation, Tos, of vield, and cventual death of the coffee
Introducim coffee variet s and production technologices o an

Farmer

Honderas

binpact
premature

tice,
estimated

as
in

by

LOLA00 sl coffer famiers, These actions wepe expected to raise coffee
vietds and thereby the tevel of annual income of rural famm families,

l,/
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The  project's X103 willion grant and $16.0 willion loan funds were
primavilv used o finance the dmprovement and expansion of the londuran
Coffec Institate s (HICAEFE) Pield  extension  services  and the
establishment and operation of o special credit fund for small famers
participatine in its coffec renoviation procram, s of March 31, 988
$ro.2 million o A oD, funds had been drshursed. A of Becember f“,
POST . $10.7 wid bion of the $.29.0 million GOl counterpart contribution to
the Pl‘()it‘t! Dad o }‘\"'t‘]l v!l‘x’"ll!‘\mi.

Credit pfunds wers gued o0 the renovation of existing coffee farms,
inclndine the pinchasing  and clanting  of new coffee varicties,  Those
funds were dooaan from AL doan resources and GOl count erpart
contrilution~  ant wdeinistered throneh o Trpartite  Administration
Agrecment  between THEARL D the Honduran Ministry of  Finance  ond Pubtic
Credit, and the Contrdd b o Ponduras,  Toane wele e gvailable to
project benefycaries thron e feur intemediste credit o inst it ut ions tnder
tndivielu el aoreerent o Ciened Fotween cach inst it ion At THEARE and the
Centrel Zank. The crvvival nroject aasy st ance corpletion date of Mav 26,
PURO, was extended ro Mye o peog,

ALTHE YRiectives and e

4.

The Oftrce of  the Repiona! Inspector General  for Audit Tepuc ipatpa
pettormed o dimited-scope rrogram results andit of  the Swall Farwer
Cotfee Tmprovement project coserine the period from project inception to
March 310 oo Auhit ohicotives were to detemmine whothoer e Project
was Luluv\mmf expected ettty and of PTOJeCt  activitres  were B i g
tipletented o coppliance with applicable Taes, reoulations, apd pProject
AN TeCment roarement §,

o accomplish these objectiveg, of frcials a1 SATh Honduras, THOALRY D 6ol
and o other particapat e s ituiions were intervicewed ] Im’wr(lmr
Pinancial, ol other pertinent  inforat ton 1o Progect filey 'w.",‘v
revicweds Formal prodect cvaduat bons by HECAFL e hint e, el orhier
tndependent cornltant < wore also reviewd. Frooaddvrvon, fretd visgte
werte made o sty of the e peooraphrcal  pevions an Pondara havi o
of fices that  adwimsterad e project, ntervicws wore condi ted,

pertitent freld documentat ton ot At ive fpferind ot ] . e e
reviewed . and  project  cof Tee faioe were Paspec ted, The vt v
performed From March 7 to Julv K TURE, and o plece it bien i
accrued ATD L expendities and W11, v o counterpart contorbat pons,

A Inspector Goreral non-Federal Cinane i 1] and compi e e and e of T ARE
and the project wias concursent Jv porformed by g Tocal abfiliate of Price
Waterhouse,  Their Dinancial findings will  be separate v peported, At
our reauest,  Price Waterhonse guditors examined o seleciton ol Nroject
toan Tiles for the parpose of goaeaaing compiiance with proiect  loan
elisibility criteroa,

The review of  compliance anl internal  controls  wis Hmited  to the
Findinps dn this report. The audit was conduetod in accordance with
generably accepted povernment wnditing standards,

| )



Restlts of Aadit

The audit reveated that progress had been made townrds achieving most
Project objectives  and that related activities  were generally
mmplemented in o compliance  with  applicable Tavs,  repulations,  and
PO et

The prodect dishursed $160 million in ALLJL fonds that created  an
investment  credit resonree which assisted  over 8,200 famers  in
mitieating the wpact of coffee st thus tproving their coffee vields
and standard of Tiving.

Nevertieless o the awhit showed  that one of the o particinating banks
tollowed auesticnable  lending  practices.  The report  recommends  that
USAT Honduras review  and detensine  the appropriatencess  of o thesc
practices.  the report ales contains o nuaber of other pertinent matiers
that the Missien ueeds to conader,

One of  the Four Banks Manaoine Pregect Credit o Funds Heed Lending
Practices which Added thnedecaary (Gore 1) Project Beneficiaies - The

credit-regulating aorcoment reantoed G Taibe 1n T aeoi charong
UNNECOSSATY costs Lo project beneticygryes Thee watuation

. W‘i\"f‘il
hecanse petther the Hordiman Coffee Tnarieg. Dot tne Tential bank of

}

Hondurs  adeauate v monitored  the bapk o Pendioe practoes under the

projects  AS ot bty soe taryet beged tciarios bt 1o e bote fol
similac credit than other BeneUrciaries o than 1 Drodeobointended,

Discussion - Papco de Ocobdente, one of  the o Prodect-palticinat ing
hanks, emploved Tending practices which wdded mnnecessary redit coots o
project beneficiarios,  Ouestiona™ s banik otactices e T ded -

== dn cooperation with o local insirance company tSepuros Continental),
the bank charged beneficiarios for Life insurinee policies covering
the value of cach Toan approved, and

sooas recentlvoas late 1087 ahe pank also charged bepef i tarices, white
using its ovn funds, 18 pereer. interest on loans () percent over the
authorized certing) until the Centra) Dank rediseoounted those Toane,

In addition, w detter dared Spril T8 1988, From 4 Hooduran Coffee

Instituce CTHCAFT) project official to o Coviral Bank of f1cial indicated
that:

once Banco de Dccidente Comally approved a loan application; a seven
percent anterest-besring savings account was opened in the borrower's
nawe and credited with toe full aomount of  the boan, AL the  same
time, the bhank bepan to charge the 17 percent Nrotect loan interest
rate regardless of whether or not aw fonds bl been withd ravn £ rom
the acconnt, and

== the bank capitalized interest on loans in arcrears.



These  practices  were  not expressly prohibited by the project's
credit-regualat iy Tripartite  Administration Agreement  or by the
individual  apreements  with  the participating  hanks, However,  the
Tripartite agrecment  stipnlated  ghat participating banks would, to the
extent possible avold unnecessary costs (o project beneficiaries and
onlvcharae the delvnaent-Toan interes authorized by the Central Pank
when wirrante!,

Thiv Sttt ron v peid e atlse - netther THCAFL nor (he Central Bank
ademite v monitored proieot credit o aetivitios, In Ociober of 1986
THEAPE Pomad v veanestod the Contral  Rand 1o mdie all participating
bank ' ey aperations e e pProfect. The Central Papk did pot
ACU snahie reaquest st THCARE O d not purste  the 1ssue, Central hank
offic i tndicated thiv b not cted on HHOAFT S reguest be dse thev
had assioned Wil e T R N S AL

A s, s project beneficraries  mav have  incurred nore
credit-relered ooty than orher beneficiaries  or  than  the project

intended,

One  of  the project's participating  hanks  urilized  credit lending

practices that  added unneces<sary costs 1o Project benetrciaries,  The
project interded  to benefit o small Farmers  and net the finane i)
institations, oreover, thee credit-resntatine Sreenent  reonired he
banks 1o avoid Charuing  umnecessary Coery proyect  benelpciaries,

THCAFY b plamned (00 review the bapl < credri eperations through g
Conteal Pank orlit. However, thys aulis Wasonever perfomed leaving in
deubtthe appropriatencas of Pane. L Aeendentets  pragect Lending
practices. This issue needs to be (Jeared A5 sone benef iotaries incurred
more credit-related costs than other beaetictaries or than the project
intended,

Recoumendat ton No, )

'

We recommend that HSATH Tondar as e

. review, in consultation with the Honduran Coffee Institute and the
Central  Bank of  Vondiuras,  the appropriateness  of  the Banco  de
jcerdente’ o pragecy tending  practices  and,  if warranted,  take
apphicable aotions to (0 ensure that Bamo de Oceident ety lending
practices conform with the Project s intent and (i) have af fect ol
project benct vy vdem Hied and compensated aceordine v,

boooMain evidenoe bt (e Horduran Coftec Tnotioare tediested the
Central b o Hondaras 1o poertoreamaeal andits of  the
PArticipat i Lanb st Tendimg activit e, Hder the project and report
related  resulte 1o he Misoion  arnd the other parties  of  the
Tropartite Adwing <t on APTecment £or appropriate action,

Hission of ficiale o ageq that Hanco de Occident el withdrawn from the
project, basedondiscnssions with the Cergral Pank and  THCAFE, the
Mission was  adviced  that Panco de Occidenter Teruding practices, as
Miestioned an this report, were tepal and consistent with the project



agreement.  The Misston also provided evidence that on Oceober 24, 1088,
THCAFY had - reanested  the Central Bank to perform annual audits  of
project-participating banks,

Based on actions taben by BSATD Honduras, part (a) of recommendation No.
Lois constdered pesotved bt cannot be closed antil the Mission submits
written evidence s to how Banco de Cecidente's Tending practices were
revicved and o determined to be appropriate within the context of  the
project. Part fEYoof  recemmendation Noo 1 is considered  closed upon
Esstuance of this penort,

The andic disclosed the tolloving other catters,  First, it appeared  that
participating banks may have not alwavs appropriately aualified eliarhle
borrowers. Price Waterhonse selected and reviewsd 170 Loams aml Found
that, under elivibilioey criteria in effecr at the time of 1o approval,
Lo percent of  the barrewers were oot dedicated, or conld not e proved
thirough Toan Tile document ation o boe edaonted . tn o e predact fon,
and that o percent of  the borroeer v ecded e oot borent of lag |
planted in coffee. These Toans wonld neas be odyc it be gy procesced under

existing revised criterio, Prrce Waterhouse carhiters b nercd that
many Toan files Tacked pefommat ton on ste b fostes s the condition of the
property where  related procecds were o Be gse ) and 1 applioant 'y

credit historv, These Crndimre indicare Uit Particapat i banks ron not
Dave adequate Toan procossing internal contiols, USATE Ponduras teemds to
review this possitilice and tabe aprrontbate gt o,

second.  the propram conld experience hieh debinarenoy rates, Based  on
Honduron Coffee Institunte CTHOARR ) data ae of Moy 1y, PORS . participating
hanks an the Sic repiens visited reported that from 24 to 45 percent of
their project Toans were belinnd S pavivents ac follows

Reeron Delingquency Rate

o — (percent)
Santia Barbary 33
Copan e
Comavaua 38
Olancho ‘ 45
Cortes 32
Central 24

The Mission stared that the onlv meaningful weasure of delinauency is an
aging of delinment  loans. Lt stated that this infamation has been
requested  from  the  participating  bhanks, Upon receipt  of  this
informat ton, HEATD Honduras necds to take appropriate aciions to ensire
the long-term avanlabi bty of Credit fonde,

Thivd, THEAFE progect Cimmetal infomat ion was oot readily avaltable or
else wae based on estimato o Project accounting records were inadequiate
which hindered vear-end closing audr 5. This isene will he dirscnseed in
detail in the non-rederal andit report on HCAFE and the project,



Fourth, the prorect placned o replace defective cof Cee plants purehased
with project tunds to beneficiaries  experiencing  related production
Posses, Project oftaicial« rndicated that sinee project anception 1HCAFE
had  replaced abont 720,060 cof fee plants, vilued ac about $90,000, o
over X000 protecd sib b Paders. Daring the audit,  the  Honduran
Assoctation ot Cef e Producera s to whioh oy proect bened b barten g
affilvared, provided o Tiar o8 1009 Tenet fciatico- in Hondur e north
Certrel revion ot evreriencoad s severe plant i Lot prodoction Tosses,
Subseqguentiv e e v derermined that o HHICARD orovided o plant
replaconents o G of these bhepel e iarie, Bowved, the Pebic by U8
clatmed  that thoy Lad not received  anw Cofpensatton, The lrsr o was
provided to AV progest obfictals to tesolve the ok of Compensat ton
to abll abtected andivedoads s e Missron indicar e that it fond atarted
this resolution process,

Froch, accordine o project personnel the Hontotan Coffee Tastitute
project network of extension agents was understaffod,  Ax envisioned by
project plunners o HCAFE was to hire encugh qualin 1od oxtenson agents Lo
etfectively aesist bl prodect benefior iries natonei e Unders<stat o
resulted an bess than optimal  rechnreal covistae e beinge Provi fed,
lestdes this oralder s there were indicattons 1 hat Proect=participat e
banks had ot times pmproperly cncotred THOARD oxtened arent st
perfone therr banbing aetivities, Banke mav have been e o 1k
advant e of cvrepayan apents becanse oF g possthlemranndey o ind o e
to the role of the extension avent.  As o reoglt, sUpport ta banks gy
have ot time s becn e at the expense of Project benef o bare,

SINUhL certarn access roads an the six regtons visited vere ansdeadrate ]y
madntarned art had dereriorited 5o baolv that scme ot fee e ol e
be easilvopoached The project agreement ornonad v stapnlated  that
chigible horrovers were to be Tocated on those  areas whiepe AP TOnOr
conditions and accese o coftee WArketing  and prooess e ey ey e
developed  enonsh o keep them out of the catveonry of  matoinal of fe
producers, HSATD Hondaras of Ticials indycated bt 1l M den wonhd
constder this probben an fainadizing Plane dor the upcaming fural Koods
PEL progects T as the third Inspector Gener ) Feport osynce 1akh which
has tdentfred sorions road montenance prohlons,

Finallv, contrel over the use of  some vehie Lo procured with project
fund-  was nademate becinse dai v trap logs contaned  nsuf ficient
information,  dnfomation pertaining to parposce and Jdestination of trips
was rissigL Sinee trip boos were either not reauired or not adeauat el
matntnned, there was potential For abuce i velicle e Moreover, o
of the regiondl project  offices visited did o not ceven loove velic e
maintenance schedules or plans, This conld Tead 1o carlier than expected
Major tepait andcor  replacement  costs  and could  hinder project
tnplementat ton, The  Mission  indicated  that  this problem  had  been
corrected,
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APPENDIX 2

Report Distribution

No. of Copies

Mrector, USAID/Honduras 5
ANTAC 2
LLAC DR l
LACDP 1
FAC CAP H 1
PAC TONT ]
LAC. GO 1
REA ]
ANXA 2
XA PR 1
(AN ]
o 1
AN 1
SET/ZAGR 1
MIFMZAS)H 2
PPCACDOIE 3
5 l
ALGA 1
1G/Pro 2
15,16 1
1G-ADM/CAR ‘ 12
161

KIGTL/T 1

Other RIG/As 1



