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This report presents the results of an audit of the Price Checking Unit
 
within the Central Bank of Costa Rica (Central Bank).
 

Background
 
AID Loan 515-K-043, dated May 7, 1984 provided $35 million of Economic
 
Support Funds to Costa Rica under USAID/Costa Rica's Economic
 
Stabilization and Recovery III Program. Article VI Section 6.1D of the
 
Loan Agreement required the Central Bank to prepare by June 30, 1984 a
 
plan of action that would include, inter alia, steps to develop and
 
progressively strengthen a Price Checking-Unit todter potential capital
 
flight.
 

The Central Bank established such a unit to deter capital flight through
 
price verifications. A staff of 12 employees was required to fill the
 
positions needed, of which the Central Bank provided six from its
 
International Transactions Section, leaving six positions to be filled.
 
Because austerity measures imposed by the host government under a March
 
1984 law to balance the public sector budget prohibited the creation of
 
new job positions, the Central Bank requested the collaboration of the
 
Association of Costa Rican Banks (Association) and AID to support its
 
Price Checking Unit. Since the Association was a private sector group of
 
Costa Rican banks, it could supply personnel to fill the six positions
 
needed for the Price Checking Unit.
 

On March 18, 1985 a tripartite agreement in the form of a Memorandum of
 
Understanding was signed by USAID/Costa Rica, the Association and the
 
Central Bank of Costa Rica. The Memorandum of Vqderstanding provided the
 
local currency equivalent of about $544,000 !/ (at the May 1985 exchange
 
rate) from the Central Bank Economic Support Fund Special Account to
 
establish and operate the Price Checking Unit for two years. The money
 
was provided under the Economic Support Fund local currency program. The
 
Central Bank was also to provide the equivalent of $71,400 for the
 
salaries of its six employees transferred to the Price Checking unit.
 

1/ 	Funds in this report are stated in the U.S. Dollar equivalent
 
(rounded to the nearest 100 Dollars) of the Costa Rican Colones
 
provided to the Association of Costa Rican Banks. Because of Costa
 
Rica's constantly changing exchange rate, we have used the rate of
 
49.00 colones to one Dollar, tne rate in effect on May 3, 1985 when
 
the colones were transferred by the Central Bank to the Association.
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Under the terms of the March 18, 1985 Memorandum of Understanding the
 
Association was to administer the funds and coordinate "...an effort that
 
would allow the Central Bank to meet its objectives in the establishment
 
and administration of an efficient and effective Office for the Analysis

and Control of International Prices...". On May 3, 1985 the Association
 
presented USAID/Costa Rica with a six-month funds requirement statement
 
pursuant to the terms of the March 18 Memorandum of Understanding.
 
USAID/Costa Rica instructed the Central Bank to release the equivalent of
 
about $300,000 to the Association inMay 1985.
 

Audit Objectives and Scope
 

The Office of the Regional Inspector General for Audit/Tegucigalpa
 
performed selected aspects of a financial and compliance audit of the
 
Price Checking Unit within the Central *Bank of Costa Rica. The audit
 
covered the local currency equivalent of about $300,000 transferred from
 
the Central Bank's Special Account for funds generated by the ESF
 
Program. Our principal objective was to determine whether the Price
 
Checking Unit had been established and was performing the main function
 
for which itwas created, i.e., identifying and deterring the flight of
 
capital out of Costa Rica. This objective was accomplished by
 
interviewing responsible officials at USAID/Costa Rica and the Central
 
Bank's Price Checking Unit, as well as by reviewing pertinent records at
 
these two locations. A secondary objective, not originally included in
 
the audit scope, was to substantiate certain allegations concerning
 
whether or not the Association was properly administering and adequately
 
accounting for the $300,000 worth of local currency funds assigned to it
 
under the tripartite agreement of March 18, 198S.
 

Accordingly, responsible officials at the Association were interviewed
 
and its financial records reviewed. This audit was made in accordance
 
with generally accepted government auditing standards during March 1986
 
and covered the period from May 1984 through March 1986.
 

Results of Audit
 

The Central Bank's Price Checking Unit was not performing its function of
 
identifying and deterring capital flight; and the Association was not
 
properly administering nor adequately accounting for the funds assigned
 
to itfor funding the Price Checking Unit.
 

The Price Checking Unit had not selected any transactions for price
 
verification, effectively analyzed declared prices of imports and
 
exports, investigated discrepancies, nor inspected imported commodities.
 
The Association transferred Price Checking Unit funds to other accounts,
 
left funds idle that should have been earning interest, could not account
 
for some of its funds, and misstated expenditures.
 

We recommended that the Mission take steps to bring the Price Checking

Unit into full operation within a reasonable time and we propose to
 
address the Association's administrative and accounting deficiencies by
 
reviewing the results of a planned audit of the Association and judging 
its acceptability. 
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The Price Checking Unit Was Not Operational - Although the Price Checking 
niiit within the Central Bank was established as of March 18, 1985, at the 

time of this review itwas not yet performing the main function for which 
itwas established -- identifying and deterring the flight of capital out 
of Costa Rica. The primary cause of this condition was that management 
at the Price Checking Unit was being overly cautious about proceeding 
with the information already contained in its data base of prices. The 
Chief of the Price Checking Unit told us that he wanted to establish a 
firm base of price data before actually starting to verify prices. As a 
result, USAID/Costa Rica could not be sure that imports under its ESF 
loans as well as exports were not involved incapital flight. 

As of March 6, 1986, almost a year after the signing of the agreement
 
establishing the Price Checking Unit, itwas still updating and expanding
 
it's computerized data base. The Price Checking Unit had not:
 

- selected any transactions for price verification;
 

- effectively analyzed declared prices of imports and exports; 

- investigated discrepancies (variances) inprices declared; 

- inspected imported commodities.
 

As required by the Central Bank, some of the Price Checking Unit's
 
functions were to study import and export prices declared, investigate
 
discrepancies in prices declared, and make inspection visits to customs
 
houses. The Price Checking Unit was also to take action, or cause action
 
to be taken by the Central Bank against violators of foreign exchange
 
laws. However, according to the Chief of the Price Checking Unit, the
 
Central Bank did not have adequate laws or regulations to sanction 
importers or exporters who sent capital out of Costa Rica through 
commodity price manipulations. Consequently: 

- As of March 6, 1986, no import or export transactions for 
calendar year 1985 had been verified by the Price Checking Unit.
 
(Costa Rica's imports and exports for the same year totaled
 
approximately $1.1 billion and $994.0 million, respectively.)
 

- The lack of appropriate sanctions relating to the practices of 
underbilling exports and overvaluing imports makes (a)the flight 
of capital, (b) tax evasion, and (c) negative impact on the 
international iolietary reserves of the country quite feasible.
 

Recommendation No. 1
 

We recommend that USAID/Costa Rica:
 

a) establish a reasonable date, in conjuction with the Central Bank of
 
Costa Rica, by which time the Price Checking Unit isto be performing
 
its intended duties effectively, and require periodic status reports
 
from the Price Checking Unit to ensure that it is complying with its
 
mandate.
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b) negotiate with the government to ensure that adequate and effective
 
means exist under Costa Rican legislation and regulations to
 
effectively sanction parties found guilty of misstating prices of
 
imports and exports for the purpose of illegally transferring capital
 
out of the country.
 

USAID/Costa Rica, in its written response to a draft of this report,
 
stated that it was taking the action recommended. When the Mission
 
advises RIG that those actions have been reduced to written agreements
 
and determinations, Recommendation No. 1 can be closed.
 

The Association Management of Funds to Establish and Operate the Price
 
Checking Unit Needed Improvement - The Association had not adhered to
 
requirements of the March 18, 1985 Memorandum of Understanding by
 
properly administering and accounting for the funds assigned to it for
 
the Price Checking Unit. We believe the cause was a lack of professional
 
management on the part of the Association. As a result some $300,000 in
 
local currency was not used effectively.
 

Pursuant to written agreements (March 18, 1985 Memorandum of
 
Understanding No. 17 and Project Implementation Letter No. 38) the
 
equivalent of $300,000 was transferred from the Central Bank of Costa
 
Rica to the Association. The transfer was made from a Special Account
 
for Economic-Support-Fund-generated local currency at the Central Bank so
 
that the Association could carry out its function of: "...administering
 
the funds and coordinating an effort that will allow the Central Bank to
 
meet its objectives in the establishment and administration of an
 
efficient and effective Office for the Analysis and Control of
 
International Prices".
 

The Association did not properly administer the funds nor did it
 
adequately account for the funds assigned to it. The Association:
 

- transferred over $146,700 to accounts of other projects not 
related to the Price Checking Unit. 

- left funds idle and not earning interest (nearly $249,800 as of 

March 7, 1986). 

- had not accounted for over $11,100 as of March 7, 1986.
 

- reported expenditures of over $50,600 for Price Checking Unit 
operations that were questionable because ithad recorded cash 
advances as expenditures. 

Pursuant to Article I (b) and (c) of March 18, 1985 Memoraidum of
 
Understanding No. 17 the Association agreed to:
 

(b)provide evidence to AID in form and substance satisfactory to
 
AID, prior to the transfer to the Association of the funds
 
obligated under this Agreement, that the Association had
 
established a separate bank account 
disbursement of all funds, inclu
described in the Agreement. 

to 
ding 

control 
interest 

the 
and 

receipt 
princi

and 
pal, 
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(c)place any unused portion of the funds into interest bearing
 
instruments of the Government of Costa Rica. Any and all
 
interest earned from these funds must be transferred to the
 
separate account mentioned in Article I, (b) above and used in
 
accordance with the specific purpose of this Agreement.
 

According to documentation presented to us on March 7, 1986 by the
 
Association's accountant, about $146,700 had been transferred by the
 
Association to accounts 214-04-003 ($146,700) and 214-04-011 ($4.00).
 
Neither of these accounts relate to the activities of the Central Bank's
 
Price Checking Unit.
 

As of March, 7, 1986, there were about $249,800, including the $146,700
 
noted above, on deposit in a non-interest bearing account at the Central
 
Bank, rather than invested in interest bearing instruments of the
 
Government of Costa Rica. According to the Association's accounting

staff, at least some of these funds had been inthe non-interest bearing
 
account since November 1985. Thus, potential interest earnings of some
 
$9,100 had been foregone.
 

Our reconciliation showed that the Association had not accounted for over
 
$11,100 as of March 7, 1986.
 

Inselectively reviewing reported disbursements by the Association for
 
the Price Checking Unit's operations, we noted that approximately
 
$50,600 had reportedly been spent as of February 28, 1986. However, the
 
Association had also reported disbursements covering cash advances as
 
expenditures. We did not determine how much incash advances had been
 
reported as expenditures. The Association's accountant stated that the
 
individuals who received the advances were not required to, and in fact
 
did not, submit expense reports. As a result, reported expenditures by
 
the Association were overstated.
 

Article I, section (d)of the March 18, 1985 Memorandum of Understanding
 
states the Association was:
 

(d)To maintain or cause to be maintained, in accordance with
 
generally accepted accounting principles and practices,
 
consistently applied, books and records relating to this
 
Agreement, adequate to show, without limitation, the receipt and
 
use of all goods and services acquired under this activity.
 
Such books and records will 
years after the date of 
under this Agreement. 

be maintained 
last disburseme

for 
nt by 

at 
the Association 

least three 

In addition to the shortcomings noted above in the Association's 
management of the $300,000, the only "books and records" available at the
 
Association consisted of a listing of checks written. Even though the
 
Association employed an accounting firm to maintain its financial records
 
there was no set of accounts corresponding to the budget line items
 
presented by the Association in May 1945 when the $300,000 was
 
requested. Hence, one could not determine, except by analyzing the
 
checks written, how much the Association had spent for any given budget
 
item such as salaries.
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In view of the questionable accountability over the $300,000 by the
 
Association, we had offered to address this matter via the IG's
 
non-federal audit function through an audit of the Association's
 
management of funds provided to it under the AID
 
Economic-Support-Fund-generated local currency program. However, the
 
USAID in response to a draft of this report stated that the Association,
 
on May 22, 1986, had selected the firm of Cooper and Lybrand to perform
 
an audit. Before accepting the results of this audit, RIG/A/T will
 
perform a quality review and make a determination as to whether the
 
Cooper & Lybrand audit addresses the concerns in this report. Based on
 
the results of that audit, and RIG's review thereof, a determination
 
should be made as to whether or not the Association of Costa Rican Banks
 
should continue administering Economic-Support-Fund generated local
 
currency, and what improvements are needed if it is.
 

Please provide us with comments on the final report within the next
 
thirty days.
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APPENDIX I 

REPORT DISTRIBUTION 

No. of Copies
 

Director, USAID/Costa Rica s
 

/IAC 2 

LAC/CAP/R 1 

IAC/DR 1 

LAC/DP 1 

LAC/CoNT 1 

LAC/GC 1 

RlAs 1 

AAM 2 

GC 1 

LEG 2 

M/FM/ASD 3 

PPC/CDIE 1 

XA 1 

XA/PR 2 

GAO (Panama) 1 


