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SUBJECT: Memorandum Audit Report No. 2-492-87-02, of Interest
 
Accumulation And Utilization Under Economic Support
 
Fund Projects in the Philippines
 

This report presents the results of audit of interest accumula
tion and utilization under Philippine Economic Support Fund
 
(ESF) projects. Please advise RIG/A/Manila within 30 days of
 
the action taken or planned to clear the report recommenda
tion. Thank you for the courtesies extendf.d to the audit staff 
on this assignment.
 

Background
 

The Philippine ESF Secretariat was responsible for administra
tion of the ESF program. Since its inception in 1980, the ESF
 
program has provided $426.6 million of American aid to the
 
Republic of the Philippines. ESF grants have been used to
 

ensure that local funds ($167 million in equivalent pesos
 
appropriated by the Government of the Philippines) were avail
able for sever, major economic development projects. The pesos
 
were placcd in ESF Special Accounts at the Philippine National
 
Bank. The ESF Special Accounts generated interest at commer
cial bank rates. The projects were primarily concerned with
 
developing and implementing niumerous subprojects designed to
 
improve the Philippine infrastructure. Projects included
 
construction or renovation of roads, schools, markets, slaugh
terhouses, etc. The program also provided grants totaling
 
$292.5 milli.on making local currency available for non-project
 

assistance and budget support. The cash transfers of United
 
States dollars were ivailable for payment of Philippine foreign
 
deuts. Thse non-)roj-.,cL assistance funds were not placed in 
interest bearing accounts. 

Audit Objectives and Scnpe 

This was primarily a financial and compliance audit to deter
mine the disposition of accumulated interest income totaling 
$14.4 million in equivalent pesos generated in the ESF Special 
Accounts. We reviewed Philippine agency and USAID/Philippines 
financial document-,! and other documents relating to the 
interest income and utilization. We also intervieed Philip
pine government and USAID/Philippines personnel regarding the 
utilization of the interest. Audit work included review of 
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interest deposits in the ESF Special. Accounts and a recomputa
tion of interest for a sample time period. The audit was per
formed during the period March through August 1986 in accord
ance with generally accepted government auditing standards.
 

The issue of interest generated from ESF funds first arose
 
during' an audit of the Elementary School Construction Project 1
 
performed by the Regional Inspector General's office in Manila
 
in early 1982. However, the audit report made no specific
 
recommendations about the interest issue.
 

Results of Audit
 

Interest Credited to Economic Support Fund Special Accounts Is 
Adequately Controlled But Unutilized - In April 1982 AID 
General Counsel said that it is AID/Washington policy that 
interest generated in the Economic Support Fund (ESF) Special 
Accounts should be used to assist in financing AID-supported 
projects or such other activities as may be mutually agreed 
upon by AID and the Philippine Government. As of August 1986, 
interest totaling $14.4 million in equivalent pesos has accu
mulated in the ESF Special Accounts but had not been utilized 
for development or any other purpose. This occurred primarily 
because there was no agreement between AID and the Philippine 
Government which specifically delineated the utilization of the 
interest. As a result, the interest Income was not utilized 
efficiently. 

Discussion
 

The principal in the ESF Special Accounts is jointly controlled
 
by the Philippine Government and USAID/Philippines. A "Joint
 
Project Implementation Letter" specifies that the Mission shall
 
approve releases from the ESF Special Accounts after reviewing
 
appropriate documentation. The agreement does not distinguish
 
between principal and interest. The Philippine Government has
 
not, in the past, considered itself legally bound to apply the
 
agreement's terms to interest. For instance, the Philippine
 
Government withdrew $1.38 million in interest from the Special
 
Accounts in 1983-4 without prior approval from AID. However,
 
according to USAID/Philippines officials, the Philippine Gov
ernment had, since that withdrawalp tacitly agreed that inter
est irn the Special accounts would be subject to the Joint Proj
ect Implementation Letter, even though the specific uses of the
 
interest were not covered by that letter.
 

In April 1982 the Office of the AID General Counsel issued an
 
opinion regarding the utilization of interest generated from
 
the ESF Special Accounts. This opinion noted that the Project
 

USAID Irpector General Audit Report No. 2-492-82-12, dated
 
July 14, 1982,
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Agreements specified that earnings on project funds "...dis
bursed by A.I.D. to the Grantee (the Philippine GovernmentT.7.
 
prior to the authorized use of such funds..." had to be "re
turned" to A.I.D. However, the General Counsel also determined
 
that thp pesos, having been provided by the Philippine Govern
ment and having been deposited in an account owned by that
 
Government, could not be considered to be funds "disbursed by
 
A.I.D." The opinion stated that
 

"The interest at issue was earned on pesos owned by
 
the "Government of the Philippines" prior to transfer
 
of the dollars by the United States, and the pesos
 
continued to be owned by the (Government of. the Phil
ippines) after the pesos were transferred into the
 
special account... (T)he United Stabis did not buy or
 
otherwise own the pesos prior to deposit in the spe
cial account and the pesos continued to be owned by
 
the (Government of the Philippines) while in that
 
account."
 

In April 1984, the AID General Counsel cabled further clarifi
cation of the interest issue. The AID General Counsel reaf
firmed that the interest generated in the ESF Special Accounts
 
was accrued by the Philippine Government. The cable continued,
 
stating
 

"(AID/Washington) believes it appropriate as a matter,
 
of policy to obtain (Philippine Government) Agreement
 
to use the interest earned on the Special Account to
 
assist in financing A.I.D. supported (Development
 
Assistance) or ESF projects or such other activities
 
as may be mutually agreed upon in writing by the (Phil
ippine Government) and A.I.D."
 

As of August 1986, interest totaling $14.4 million 1 in equiva
lent pesos had accumulated in the ESF Special Accounts but has
 
not been utilized for development or any other purpose. The
 
interest is growing at about $3.3 million ani.Jally.
 

In November 1984, USAID/Philippines began monitoring the inter
est activity in the ESF Special Accounts through monthly re
views of postings to the Special Accounts bankbooks. These
 
internal controls were set out in a formal agreement with the
 
ESF Secretariat. As a result, USAID/Philippines reviewed all
 
activity in the ESF Special Accounts, including the crediting
 
and debiting of interest.
 

1 Dollars computed at $P20 = $1.00. 



In November 1985, the Philippine Government attempted to dis
pose of the interest issue unilaterally. According to an 
official government order, 60 percent of the interest generated 
in the ESF Special Accounts would be used to fund ESF projects 
"incltding newly identified projects, variation orders and 
price escalation". The remaining 40 ,percent would support the 
operations of the ESF Secretariat. USAID/Philippines objected 
to this plan as it enabled the Philippine Government to approve. 
and fund projects which had not received prior AID approval. 
The plan was not implemented. 

In January 1986, USAID/Philippines intensified its monitoring
 
of the ESF Special Accounts in anticipation of the upcoming
 
Philippine presidential elections. At that'time, the Mission
 
began reviewing bankbooks on a weekly basis.
 

In March 1986, the Philippine Commission on Audit (COA), an 
independent Philippine Governmental audit agency, issued a 
statement in the news media that ESF interest monies amounting 
to the peso equivalent of $1.1 m.illion were "missing" from the 
ESF Special Accounts and had been transferred to a "Confiden
tial Fund" under the control of the former President Ferdinand 
Marcos. The "Confidential Fund" was presumably to be used for 
election purposes. 

Upon review of documents provided by COA to USAID/Philippines, 
it became apparent that the "Confidential Fund", was in fact 
established by the ESF Secretariat. The Philippine Government 
provided initial funding from the Philippine Treasury's General 
Fund Account (a non-ESF account) with the proviso that total 
withdrawals from the "Confidential Fund" could not exceed the 
amount of interest on deposit in the ESF Special Accounts. 

USAID officials concluded that it was the intention of the
 
Philippine Government to use the ESF interest to reimburse the
 
Philippine Treasury for its initial allotments to the "Confi
dential Fund". USAID strongly objected to the apparent inten
tion of the Philippine Government to use the interest for this
 
purpose and reminded the Government in writing that the inter
est continued to be subject to the provisions of the Joint
 
Project Implementation Letter No. 1. As a result, the transfer
 
of ESF Special Accounts interest to the "Confidential Fund"
 
never took place. Although the peso equivalent of $1.1 million
 
had been disbursed from the "Confidential Fund" immediately
 
prior to the election, those pesos did not originate in the ESF
 
Special Accounts, nor were they reimbursed from those accounts.
 

In April 1986, the Chief of Operations, ESF Secretariat, re
quested that USAID/Philippines draft an option paper regarding
 
acceptable arrangements for handling the ESF interest earnings.
 
USAID officials told us that the matter was discussed with ESF
 
Secretariat and it was mutually agreed that the ESF Secretariat
 
would draft the option paper, since the purpose of that paper
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was to present the recommendation of an executive agency of the
 
Philippine Government to the President of the Philippines.
 

On August 12, 1986, the ESF Secretariat advised USAID officials
 
that the Secretariat was preparing an action memorandum for the
 
Philippine President that would propose how the interest earn
ings cuuld be utilized. USAID/Philippines has zdvocated retain
ing the interest in the ESF Special Accounts to be used for ESF
 
project purposes.
 

On August 18, 1986, the Director, USAID/Philippines, informed
 
the Acting Executive Director, ESF Secretariat, that USAID
 
wanted to meet with the Secretariat as soon as possible so that
 
mutually acceptable alternative methods for the disposition of
 
the interest earnings could be agreed upon before the President
 
was asked to make a final decision. The Director noted that
 
the USAID could quickly develop with the Secretariat a Joint
 
Project Implementation Letter on interest utilization. The
 
Director explained that the agreement on the interest matter
 
must be properly documented through Joint Project
 
Implementation Letter.
 

A draft option paper was prepared in August 1986 by the ESF
 
Secretariat and was reviewed by USAID. ihe draft noted that
 
the USAID had consistently pressed for the joint determination
 
by the United States and Philippine Governments of the utiliza
tion of the ESF Special Accounts interest accruals. in a cable
 
dated Sept9mber 23, 1986, the Mission advised AID/W of the
 
ootions and requested AID/W views of the acceptability of cer
tain approaches for using the ESF Special Accounts interest.
 

In summary, interest generated but riot utilized in the ESF 
Special Accounts totaled the peso equivalent of $11.4 million 
through May 1986. In our view, the specific uses of the ESF 
Special Account interest should be delineated at the earliest 
possible time. USAID/Philippines was adequately monitoring 
accumulated interest through its periodic review of bank state
ments of the ESF Special Accounts to ensire funds were not used 
for questionable purposes. However, the Philippine and United 
States Governments have not reached any formal agreement delin
eating future use of' LF Spec ial Accounts interest. lhus, the 
interest amount is growin at about $3. million annually and 
is not serving any development or other usftul purpose. 

Recommenda tion 

We recommend that L'SAID/Piili.ppines 

a. 	hold negotiations ,as --oon a,; posg ih]e wit h concerned Phil
ippine Governm! n t ofr i,i I !, d i rc-,c-led toward reaching a 
f i na 1 a gr rueen L witI ite Phi i1 p ne Go v ,rn men t on the use 
of the i ite rins t genera ted in Lhu 1-eonomic Support Fund 
Special Accounts, and 



b. 	monitor the use of the interest earned in the Economic
 
Support Fund Special Accounts in accordance with appropri
ate procedures.
 

Management Comments
 

USAID has stated agreement with the resolution of the interest
 
issue along the lines indicated in the draft report. USAID
 
said it will continue to intensify its already substantial ef
forts tu bring the issue to closure..
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UNITED STATES GOVERNMENT
 

APPENDIX 1Memorandum 
T 0 Mr. Leo L. LaMotte, RIG/A/M 	 DATE: October 17, 1986
 

.FROM John S. Blackton, Acting Mission Director
 

SUBJECT : 	 Mission Response on Draft Audit Report on the 
Interest Accumulation & Utilization Under 
Economic Support Fund Projects in the Philippines 

The Mission fully agrees with the draft audit report view th-t there is a need 

for the specific uses of interest in the ESF Special Accounts to be delineated 

in an agreement with the Government of the Philippines. Sound management and 
the financial interests of the United States Government are best served by a 

clear resolution of the issue along the lines indicated in the draft report. 
The Mission will continue its efforts to achieve that goal. In this regard,
 

Mission officials attended a negotiating meeting with Government of the
 

Philippines (GOP) officials on the interest issues on October 15, 1986. At
 

that meeting the GOP officials agreed to submit a pioposal for use of the
 

interest funds to USAID. We will continue to intensify our already 
substantial 	efforts to bring this issue to closure.
 

Thank you for the opportunity to comment upon this report. We share with 
RIG/A/Manila an appreciation of the importance of this issue both for our 

program and in the context of a worldwide Agency concern regarding the control 

of interest earned on funds provided to carry out AID programs. 



APPENDIX 2
 

Report Distribution
 

No. of Copies
 

Mission Director, USAID/Philippines 
 5
 

Assistant Administrator, Bureau for Asia and the
 
Near East (AA/ANE) 
 1
 

1 

Audit Liaison Ofrice (ANE/DP) 1 

Bureau for External Affairs (AA/XA) 2 

Office of Press Relations (XA/PR) 1 

Office of Legislative Affairs (LEG) I 

Office of the General Counsel (GC) 1 

Assistant to the Administrator for Management (AA/M) 2 

Office of Financial Management (M/FM/ASD) 2 

PPC/CDIE 3 

Office of the Inspector General 

IG 1 
D/IG 1 
IG/PPO 2 
IG/LC 1 
IG/EMS/C&R 12 
IG/PSA 1 
AIG/Il 1 

Regional Inspectors General 

RIG/A/Cairo 1 
RIG/A/Dakar 1 
RIG /I1/Manila I 

Philippines Desk (ANE/EA) 


RIG/A/Nairobi 1 
RIG/A/Singapore 1 
RIG/A/Teguci.galpa 1 
RIG//A/Was hinj Lor 1 


