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September 27, 1999

MEMORANDUM
TO

FROM

SUBJECT  Audit of USAID/Philippiries’ Response to Customs Duties Levied on
Donated Contraceptives, Audit Report No 5-492-99-006-P

This 15 our report on the subject audit We reviewed your comments to the draft report
and included them 1n their entirety as Appendix I We have also included a copy of your
Management Representation Letter as Appendix Il The report contains one
recommendation (see page 2) Based on the Mission’s comments, a management decision
has been reached on that recommendation

I appreciate the cooperation and courtesies extended to my staff during the audit

Background

For many years, USAID has been donating contraceptives to the Government of the
Philippines’ (GOP) Department of Health (DOH) ' For most of those years, the custom
duties applicable to those contraceptives had essentially been handled as bookkeeping
entries, referred to as automatic/incremental budget allocations, between GOP agencies
However, in December 1997, the President of the Philippines 1ssued Administrative
Order No 372 (Order 372) which, as implemented by the Department of Budget and
Management 1n January 1998, required that customs duties and taxes on imported
items—including donated commodities—be financed by National Government Agencies
out of their existing budgets

Subsequently, 1n February 1998, the DOH, which was covered by Order 372, requested
that USAID suspend 1ts shipment of donated contraceptives because the DOH did not
have funds available to pay the required duties Three months later, in May 1998, the
DOH requested that, as a stopgap measure, USAID consign future contraceptive

! The subject of family planning and the use of contraceptives are controversial 1ssues 1n the Philippines
The Philippine government and religious leaders and their followers frequently disagree on using such
methods



shipments to the Umited Nations Population Fund (UNFPA) thereby taking advantage of
UNFPA'’s ability to import goods on a duty free basis USAID/Philippines agreed to this
arrangement—which worked from May 1998 until Apnl 1999 However, in Apnl 1999,
the Phihppines Bureau of Customs challenged this arrangement and held several
shipments of USAID-donated contraceptives The Philippine Government’s Department
of Finance and Department of Health worked out yet another stopgap measure that
achieved the release of the held, and reportedly future, contraceptive shipments

We began our audit in June 1999 and 1ssued a Report of Audit Finding (RAF) to the
Mission 1n July 1999 stating our concern over the resumption of contraceptive shipments
USAID/Philippines responded 1n July, stating that—in their opinion—this new
arrangement was permanent and that they were comfortable with resuming the shipment
of contraceptives

Audit Objective

The Office of the Regional Inspector General, Manila (RIG/Manila), audited
USAID/Philippines to answer the following audit objective

* How did USAID/Philippines address custom duties levied on USAID-donated
contraceptives?

Audit Finding

USAID/Philippines’ acquiescence and participation 1n the arrangement between the DOH
and the UNFPA permitted the DOH to use the UNFPA name as a consignee and avoid
paying customs duties on USAID-donated contraceptives The payment of such duties
from the DOH’s current budget was required under the GOP Department of Budget and
Management’s January 1998 memorandum to the Bureau of Customs This arrangement,
which, 1n our opinion, circumvented the intent of the Presidential Order, fell apart when
challenged by the Bureau of Customs We believe the overall 1ssue of levying duties on
USAID-donated commodities should have been, and still needs to be, addressed directly
with the Government of the Philippines

Recommendation No 1 We recommend that USAID/Philippines
develop, with the Phulippines’ Department of Foreign Affairs and/or
the National Economic Development Authority, an action plan—with
targets and milestones—to ehminate the requirement that customs
duties be paid on USAID-donated commodities

USAID pohcy2 notes that both USAID and 1ts predecessor agencies have long held that
the Umited States, as a donor of assistance, should not have to pay tax or duty on that

2 AID Policy on Local Taxation of Loan Funded Contractors, their Personnel and Equipment



assistance to the donee It further states that “[t]his principle 1s supported by the need to
conserve USAID approprations, and by the feeling expressed 1n the proverbial injunction
that you should not bite the hand that feeds you ” While this policy does not proscribe the
payment of duties by host country counterparts, we believe that payments made from the
current budgets of those counterparts to cover duties levied on USAID assistance would
divert funds that could otherwise be used to further USAID and host government
development objectives

This belief was echoed 1n a March 1998 letter that the Secretary of Health sent to the
President of the Philippines, seeking relief from the payment of duties on donated
commodities The Secretary of Health noted that the imported commodities now subject
to duty payments were mainly subsidized by foreign donors and, for the most part,
benefited poor, marginalized and underserved Filipinos The Secretary also noted that the
DOH did not have the funds necessary to pay the required customs duties and, as a result
hard-earned gains made by the DOH could readily be reversed, if not worsened

Unfortunately, the President did not provide the requested relief from custom duties So
in March 1998, the DOH and USAID/Philippines started searching for ways to deal with
the situation Subsequently, 1n late May 1998, the DOH requested that, as a temporary
measure, USAID/Philippines consign future contraceptive shipments to the UNFPA,
thereby taking advantaﬁe of the UNFPA’s ability to receive and clear donated goods free
of customs and duties ° This consignment arrangement allowed USAID-donated
contraceptives to pass through Philippine customs without the payment of duties

However, at the end of April 1999, the UNFPA received a letter from the Bureau of
Customs stating that two containers of contraceptives were currently at the port in
Manila Ths letter also noted that the Customs Bureau had “been informed that some
unscrupulous elements have been using your firm [UNFPA] as conduit 1n their 1llegal
trade ” It further requested that the UNFPA confirm 1n writing whether 1t had imported
the contraceptives Shortly thereafter, the UNFPA County Representative sent
USAID/Philippines a letter (see Appendix IV) stating that 1t had “  been 1nstructed [by
UNFPA headquarters] to inform USAID to withdraw immediately from the practice of
allowulg the use of the UNFPA name to import contraceptives, thus avoirding payment of
taxes ”

In reaction to UNFPA’s withdrawal as consignee, USAID quickly halted further

? We were unable to determine the evolution of this arrangement because while USAID supplied us ample
documentation evidencing the events prior to March 28 and after May 26 1998 there were no documents
made available to explain what role USAID played 1n the destgn of this arrangement

% These nstructions and the Customs Bureau s reference to unscrupulous elements are particularly
ronic given the fact that earlier 1n August 1998 the UNFPA had refused to become the consignee for non-
USAID donated equipment and DOH-owned products stating that [w]e are particularly careful that the tax
exemption privileges of UNFPA are not perceived as an strument for circumventing government tax rules
and regulations



contraceptive shipments Unfortunately, by the time these shipments were halted three
shipments of contraceptives with a total value of almost $979,000 were already on the

high seas and, subsequently, were held at the Manila port where they were at substantial
risk of spoilage and/or diversion

To address this situation, the Secretary of Health sent the Secretary of Finance a June 12,
1999 letter requesting resolution of the problem and stating that

¢ The payment of duties from 1ts existing budget would consume meager
resources for hife-saving disease control programs such as tuberculosis,
dengue and malana, and

e The Bureau of Customs had the option of holding succeeding contraceptive
shipments 1f the DOH’s back accounts were not settled under a deferred
payment scheme

In turn, the Secretary of Finance sent a letter to the Commussioner of the Bureau of
Customs This letter noted that the DOH could take advantage of the above mentioned
deferred payment scheme and authorized the Bureau to release the contraceptive
shipments pending the 1ssuance of a joint order or circular In response, the
Commussioner agreed to release contraceptive shipments pending the 1ssuance of such an
order or circular So, the immediate problem has been resolved

Lessons Learned

We have the following concerns with how this situation unfolded, some of which may
have implications beyond the current situation and this particular host government

1 The silence of USAID’s bilateral agreement regarding custom duties —
Although USAID’s bilateral assistance agreement with the Government of the
Philippines, which was executed 1n 1951, does address many important
1ssues—such as the provision and use of trust funds—it does not explicitly
state that USAID-donated commodities will be free from taxes and duties
While the bilateral agreement with the Philippines 1s not unique 1n this regard,
other bilateral agreements of this era do contain such exemptions

For example, USAID’s bilateral agreement with Jordan, which was executed
n 1957, states that commodities imported 1n connection with a USAID
program or project will be exempt from any customs duties, import and export
taxes, and other taxes While such language does not guarantee that the host
country will not attempt to levy customs duties on USAID-donated
commodities, 1t does provide an authortative basis for contesting such duties

2 The acceptance of short term solutions for long term problems - In May
1998, the Mission’s 1dentification of the UNFPA as its consignee for

contracepttve shipments was viewed as a stopgap measure pending a

4



permanent solution to the problem This permanent solution was the supposed
granting of a waiver by either the President and/or the Department of
Finance—neither of which were forthcoming

Now, 1n July 1999, the Mission has once again fastened on a stopgap measure
pending a permanent solution—the 1ssuance of a GOP joint order or
circular—which, like the waiver mentioned above, might never be 1ssued

i

3 The focus on donated contraceptives rather on donated commodities —
While the current case does involve shipments of contraceptives, the 1ssue of
applying customs duties to donated commodities has the potential to impact
any current or future USAID activity/program that involves such commodities
While we appreciate that the Mission’s and the DOH’s primary concern was
to resume the flow of donated contraceptives, we think the Mission must deal
with the larger 1ssue of USAID-donated commodities

4 Sigmficant pohtical risks were associated with using the UNFPA as a
consignee - The acquiescence of USAID 1n the use of the UNFPA had the
potential for negatively affecting the program While we do not question the
sincerity of the parties involved in bringing about the arrangement by which
the UNFPA agreed to act as a “paper” conmgnee5 for the commodities,
without additional USAID documentation discussing this arrangement, it is
not clear what elements of the situation were considered

For example, substantial sectors of Philippine society and government do not
approve of the use, to say nothing of the importation, of contraceptives
Consequently, even though the UNFPA—by virtue of its status as part of an
international orgamzation—is not required to pay custom's duties, 1t assisted a
member state (the United States) to import commodities 1n apparent violation
of a Philippine Presidential Directive We believe that such a maneuver could
have caused a public backlash endangering what legitimacy and limited
governmental support the program does enjoy

5 Other sigmficant risks were associated with using the UNFPA as a
consignee - One possible consequence of making the UNFPA the consignee
of record, when 1n fact 1t was not actually ever in possession of the
commodities, 1s that—in the event some shipments were diverted—such a
consignment could blur the question of who was responsible for the
commodities We believe that the nisk of commodity diversion from the Port
area of Manila 1s quite high, as evidenced by the considerable traffic in

> We call UNFPA a paper consignee because while the UNFPA signed all of the customs forms
certifying as to the conditions of importing the contraceptives 1nto the country the commodities were never
delivered to or at any time in the possession of the UNFPA Once the U N representative signed the
customs declarations those declarations were used to release the commodities directly to a USAID clearing
agent The agent reportedly took the goods to a warehouse from where they were delivered to the
Department of Health facihties At no time did the UNFPA receive or monitor delivery of the commodities

5



imported commodities which takes place 1n stores adjacent to the port area

In fact, the objections of the Bureau of Customs to the UNFPA role came
about as the result of an allegation that commodities were being diverted
While that allegation 1s now under investigation by the Customs Bureau, a
potential for diversion exists It 1s possible that 1n a situation where goods are
consigned to one party and delivered to another, a subsequent claim for
restitution of missing commodsties would automatically present a chain-of-
custody problem While the Department of Health did stipulate 1n 1ts letter to
the USAID/Philippines that 1t would be responsible for any losses 1t must be
remembered that this 1s a Department which did not have funds for payment of
duties, and that any recovery for stolen commodities would be problematic In
the absence of any prior written documentation regarding thts arrangement
from the donor of the commodities, USAID, 1t 1s unlikely that a claim could
be successfully carried out in the legal system According to
USAID/Philippines’ officials, 15 shipments consigned to the UNFPA passed
through the port without any undue diversion

To address these concerns, we have recommended that USAID/Philippines develop, with
the Philippines’ Department of Foreign Affairs and/or the National Economic
Development Authorty, an action plan—with targets and milestones—to eliminate the
requirement that customs duties be paid on USAID-donated commodities

Management Comments and Our Evaluation

In response to the draft audit report, USAID/Philippines’ management stated that 1t was
in general agreement with the content of the report and agreed to take the recommended
action Regarding Recommendation No 1, the Mission agreed to develop an action
plan—with targets and milestones—to eliminate the requirement that customs duties be
paid on USAID-donated commodities The Mission intends to involve the Department of

Foreign Affairs and/or the National Economic and Development Authority in this action
plan

Based on the above, USAID/Philippines has made a management decision on the one
audit recommendation 1n this report  We appreciate the Mission’s offer to submit the
final action plan to us before requesting closure of the recommendation from the Bureau
for Management’s Office of Management Planning and Innovation



APPENDIX I

SCOPE AND
METHODOLOGY

We performed an audit of how USAID/Philippines addressed custom duties levied on
USAID-donated contraceptives The audit was performed 1n accordance with generally
accepted government auditing standards and was conducted from June 28 through
September 2, 1999 at USAID/Philippines This audit was hmited to examining

» The circumstances that led to the Government of the Phulippines’ requirement that
custom duties be paid on USAID-donated commodities,

» The reaction of USAID, 1ts host country counterparts and 1ts development partners to
this requirement,

» The status of commodity shipments affected by this arrangement, and

» The current situation vis-a-vis custom duties on USAID-donated contraceptives and
other commodities

This audit was designed to look at the particular 1ssue of custom duties on USAID-
donated contraceptives and, therefore, did not include a review of the overall
contraceptive distnbution system

Our audit work included analyzing USAID, United Nations Population Fund (UNFPA),
and host government documents to determine how the requirement for paying custom
duties oniginated and how USAID and 1ts partners responded We also interviewed
USAID, UNFPA, and host government officials to learn more about how the situation
evolved Finally, we made a field visit to the Manila port to examine the contraceptives
being held by the Bureau of Customs and the conditions under which those commodities
were being held
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US AGENCY FOR INTERNATIONAL DEVELOPMENT
Ramon Magsaysay Fax N 632 521 5244
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Manlia Philippines W Tel No 632 5224411
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MEMORANDUM RECE!V i~
To Mr Paul E Armstrong 23 SEP 1993
RIG/A/Manila
:4,3 2 q,éé_:) r-
From Patraicia K Bﬁgiﬁgs /€<%§

Mission Director

Subject Quick Response Audit of USAID/Philippinesy
Response to Customs Duties Levied on Donated
Contraceptives Audit Report No 5-492-99-006-P

The Mission agrees with your recommendation to develop with
the Philippines Department of Foreign Affairs and/or the
National Economic and Development Authority an action plan
with targets and milestones to eliminate the requirement
that customs duties be paid on USAID donated commodities

At the same time we believe the following comments are

pertinent to fully understanding this complex situation and
present these below

For more than 25 years USAID donated contraceptives and
other commodities entered the Philippines without paying
custom duties However as you poilnt out this arrangement
was 1n jeopardy when the GOP issued a Presidential Order in
December 1997 requiring duties to be callected by the Bureau
of Customs (BOC) on all items entering the country
including donated materials as a part of the GOP s overall
tax reform effort As a result of this Presidential Order
s1x shipments of USAID funded contraceptives totaling $1 74
million were held by the BOC until the payment of duties by
GOP s Department of Health (DOH) By holding these
cammodities at the port the available supply of essential
contraceptives 1n the Philippines was jeopardized This
would have had an adverse impact on our program objectives -
a reduction in fertility and an improvement 1in the health
status of mothers and children Additional delay would have
also exposed these commodities to loss due to heat and
humadaity

Given the lack of GOP resources and the need to release all
contraceptive shipments immediately to avoid spollage the
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DOH decided that all futureé shipments should be consigned to
the United Nations Population Fund (UNFPA) The attached
letter by the DOH (Attachment I) requested that USAID have
“contraceptive shipments intended for the Department of
Health be consigned to the UNFPA” Even with the UNFPA as
the consignee the Bureau of Customs also received a written
exemption from taxes and duties for these commodities from
both the Department of Foreigm Affairs and the Department of
Finance Because USAID 1s the only donor for public-sector
contraceptives in the Philippines large numbers of women
and particularly poor women could have had unwanted
children 1f the Department of Health had not come sup with a
quick solution, 1 e changed consignees

The Mission was aware of the potential risks identified in
the audit report of using UNFPA as the consignee However
we believe our only feasible option was to implement the
GOP s official request to consign the contraceptives to the
UNFPA 1n order to sustain our program and avoid the loss of
commodities due to spoilage It should be noted that

- fortunately none of these risks came to pass in using this
arrangement

In order to reduce the risk of loss and diversion
USAID/W/Global Bureau shipped the commodities ‘door to

door " making the U S shipping agent PANALPINA
responsible for all losses until the shipments arrive at the
Department of Health warehouse The results were

successful All 15 shipments of contraceptives for the DOH
consigned to the UNFPA passed through the port with no
reported diversion

The letter from the Bureau of Customs menticned 1n the audit
report states “that they (BOC) have been informed that
unscrupulous elements have been using your (UNFPA) firm *
In this letter (Attachment II} the Bureau of Customs dad
not i1ndicate USAID commodities were involved but referred
to those contraceptives consigned to UNFPA that arrived on
board the vessel Eagle Excellence” Registry No APL-074 on
4/29/99 The shipping records for all USAID commodities
during this period show that we did not use this vessel to
transport our contraceptives

The current arrangement with the GOP requires USAID
commodities to be funded through the automatic appropriation
mechanism as done prior to the 1ssuance of the Presidential
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Notice This mechanism has worked effectively in clearing 6
shipments without USAID and the GOP paying duties from their
budgeted resources for development activities and any losses
due to diversion However we do agree with the RIG in
implementing the following recommendation to develop an
action plan for all USAID~donated commodities

Recommendation No 1 We recommend that
USAID/Philippines develop with the Philippines
Department of Foreign Affairs and/or the National
Economic and Development Authority an action plan -
with targets and milestones - to eliminate the

requirement that customs duties be paid on USAID-
donated commodities

The Mission agrees to develop an action plan - with targets
and milestones - to eliminate the requirement that customs
duties be paid on USAID-donated commodities This plan will
include the i1nvolvement and participation of GOP Department
of Foreign Affairs and/or the National Economic and
Development Authority to address this situation Based on
the above the Mission requests that a management decision
be 1ssued 1n the final report and that this recommendation
be closed upon i1ssuance of an action plan to address this
1ssue The Mission will submit the final action plan to RIG
before requesting closure of this recommendation

Thank you for your coordination with the Mission on this
effort

Attachments Attachment I & II

BEST AVAILABLE COPY
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ard g = a fai~ represertartior as to tre statas of the
activ_ocies aud.ted

4 To tre be,t of my kaow.ewyge anc pelief USAID/Fr.i.poires _s
~OT a Ar2 or any mater_al .nstances wrere _inanc.al or
narcge~ent .~format_or #1_I" se CYo.der odbsca Lose or
ma “e s directlyv relat.~c to t-.s a.a.t ras ot keer prore+!
a~d ac~ur=tely recorced anc reporrad otner taar the f.awiTo-
.momae dalaft report

5 To tne cest or my Xrov.ecge ana fe_.eIl  uSAID/PT___LL 1les ras
Glsclused any <nown 1rregu.ar.t.es v« cr Je cors.der

s bstortive 1nvo.v.ng M SsS_on erp.oseas 1t inter-a. ¢ »Tre
r=sS00 s1d...tles oy ot-er organ.zatiors that cou.d atre - - e
cu~toms clearance of unAlD-conarea cortracept.ses =e-
commun._.Tat.ons Irom any ot le. crgav.zar on conces~.—g
~orcomol.ance .tm or der.c.enc.es .n the custors c.eara~ce ,*
LSe10 Qonatea contracept_tes ©nal Jje ~ajse 0oL d.zel3Cys ~>C ¢~
TO g2 For purmoses 2I L _s revresercation 1vregu_ar.-.es
~mears Tol Lterna.n ropcompo.ance w.oth applicable tave oz
regulations ard or irtept_ora. m.sstacerents or.s-» ors (-
ta.l.res to aisclose .rregu_ar.c.es

BEST AVAILABLE COPY
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Appendix I11
Page 3 of 3

¥ Pau. E armstrorg “age 3

8 ro the best ot my <nowledge ard pe..ef LSAID/P~ L po ~e a
reocorz~d to the adwl ors all knowar i1istances (o.ner e Jrav
has peen 1mc.aaed 1 tre draft aua.t r2odr. or renportac o tre
V_ss1o1 Jur g rhe course oI the aui.” L1 wricn .n the
M_ss101 s Judgment cthere haes been A4 rateria. noncomp _a-ce
j.tm LoalD pol.iclres ara procedures v.ocla® ons 7 Do~ R
/oo.at.0o"e 0f U 5 Laws or regu.ar.on .e.at.lg to Zre
act.v.t.es euqa.ted

/ To t~e best of my <nowledge ard pe.ief JSaID/Pr_..pp ~es ~as
reportad to tne augirtors a.l krown .astarces (other tha» 7 ar
has veer i1ncluced in the dravt auc.t report or rerorted D/ L-e
M.ssio~ during the course or tne aia.t; .n wrich .n the
L 88101 5 Judgement there nas been a mater.al -—orcovo__ance
vy t~ all tne aspects of contractua. agreements relat.r¢ .o T @
dAct.ov «les iua.red

8 after rev.ewing your dratt audi. report and furcher
corsultat.on with my staff I know or no otter Zacts + o-
the date or tris letter (ot-er than {-0se expres ed .~ (4
varagement Commerts to <ne craf: reporf) wr.cn te the nest
of my Xnowleace ana belief wou d raterial.ys a_te. -re
corc.us.ors reached 1n “1e dra:t report

. reguect trat tlh.s Rerresertat.or Letter be _nc.aced as —~ar- »>E
che off.c.a. maragenert ornents on -1e draft veport A =mg- -

be bl hed e =w P oas ar Ar e4£ “0 ~ne romort

S.reereLy

. LA e

Patr.c.a ¥ 3uck.es
Mizsior D.orector
JorID Phi_ipn1lnes

BEST AVAILABLE COPY
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Appendix IV
23 08 98 MON 15 56 Fal 00832 8173818 _ TNEPA @001
NEDA sa Mukat Bv Ming 106 Amossolo Suee
- Legaspr Village 1229 viakat City

- Tet No. 8920601 TO S Talex Phukom 72222250

Emdl  unfpe @ pwodd neph
unfpph @ skymetnet
Untited Nations \ undp fo ph @ gneLcom (micmen)
P an
Popu]ah on Fuond . . 23 3 Fax No (612817 3418
PHI GEN 6% .

28 Junc 1399

Dea Balt

OPHN

[ am wntng to you n response to Mr Charles Lerman s letter dated 3 June 1999
concerning the shipment of contraceptives and wish to reiterate that as per mstruction from
UNFPA Ileadquarters and following discussions wath the legal office, [ have been instructed to
mform USAID to withdiaw immediately trom the practics ol allowing Lhe use of UN! PA namy
t0 umport contraceptives thus avording payment of taxes

Please note that i hight ofthe above dizectives and as stated in owr letter dated 17 May 1999
which supersedes all pievious correspondence on the same subject UNFPA now orin the
futbre 1 not in a posttion to be of anv assistance mn releasing any goods consigned to us

We hope you understand our makiny to extend support on th s matter and wish USAID all
the best o explore other options to resolve the problem

Best regards

Ssncercly vours

tan e
Satish Mehra

TRepresentative

D¢ PE Balakmyhnan
(Mfice of Population Health and Nuteition
LSAID Mamia
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