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MMORANDUM
 

FOR: 	 USAID/Peru Director, Donor Won
 . 
FROM: 	 RIG/A/T, Coinage N. Gothard
 

SUBJECT: 	 Audit Report No. 1-527-87-10, "Audit of Industrial Reactivation
 
Fund Operations under USAID/Peru Loan No. 527-F-093
 

This report presents the results of audit of 
Industrial Reactivation Fund
 
Operations. The objectives of 
this program results audit were to assess
 
progress toward achieving planned objectives, the adequacy of internal
 
controls, and compliance with AID requirements.
 

The program's effectiveness had been constrained by: (I) limited
participation of private intermediate credit institutions in the program;
(2) overly complex information required of loan applicants; (3) diversion 
of $5.1 million in project funds early in the project, and the time 
required to recover those funds; and (4) delays in icleasing the second 
tranche of local currency to the project, due to negotiations ovr-r the 
exchange rate to be used to generate the local currency. The system for 
monitoring compliance with loan special conditions needed improvemncnt.
The program was generally being implemented in compliance with All)
requirements, except that 
the Government of Peru had not made maintenance 
of value contributions to the Fund as required in the program agreement. 

The report findings describe the factors which had Iimited the 
participation of private sector lending institutions in the program,
overly complex information required for loan applicants, the need for 
closer monitoring of loan special conditions, and the need to enforce 
compliance with a covenant requiring the Government 
of Peru to make
 
annual maintenance of value contributions to the fund.
 

The recommendations are that USAID/Peru: (1) obtain a plan for 
increasing private interniediate-credit institutions' participation, and 
advise the fund trustee committee that loan selection criteria should be 
adhered to strictly; (2) obtain a simplified loan application; (3) see 
that procedures for monitoring compliance with loan special conditions 

http:32.00.14


and remedies for non-compl iance are es ablished; and (4) enforce the 
requirement for annual maintenance of value contributions. The second 
and third recommendations are closed upon issuance of this report. 

Please advise this office within thi rty days of act ions planned or taken 
to implement the remaining two report recomnendations. 



EXECIUTIVI SUMMARY
 

AIN Loan 527-F-093 provided $60 million to help Peru recover from 
econoiaic problems caused by a combination of natural disasters in 1983. 
The equivalent of $45 million of the local currency generated under the 
loan was to be used for an Industrial Reactivation Fund for loans to 
private husinesses. At the time of the audit, the equivalent of $15 
liill ion had lbeen re1 eased to the 7und. Including ref lows, 183 loans 
equivalent to $22.1 million had been made by June 30, 1986. The fund was 
managed by a quasi-in(ependent office within the Industrial Rank of Peru. 

Ile Office of the Regional Inspector General for Andit/Tegucigalpa 
conducted a program results audit of the fund's operations. The and it 
objectives were to assess progress toward meeting planned objectives, the 
adequacy of internal controls, and compliance with AID requirements. 

The pro ram's effectiveness had been constrained by: (1) limited 
participation of private intermediate credit institutions in the program;
(2) overly complex information required of loan applicants; (3) diversion 
of $5.1 million in project funds early in the project, and the time 
required to recover those funds; and (4) delays in releasing the second 
tranche of local currency to the project, due to negotiations over the 
exchange rate to be used to generate the local currency. The system for 
monitoring compliance with loan special conditions needed improvement. 
ITe program was generally being implemented in compliance with All)
requirements, except that the Government of Peru had not made maintenance 
of value contributions to the FRI as required in the program agreement. 

11SAI!/Peru had taken several positive steps to overcome problems 
experienced in implementing this program. After the Industrial Bank of 
Peru diverted the equivalent of $5.1 million from the funl to cover its 
own operating expenses, tNe Mission required the 1-ank to repay those 
funds at an exchange rate which maintained their value in dnllars. To 
cope withii the constant devaluation of local currency in the fu(]nd, the 
Mission had secured tax-exempt status for interest earning: (allowing a 
greater portion of loan repayments to be re-lent) and had required the 
program office to charge the highest interest rates allowed by the 
Central Bank of Peru. In general, the Mission had maintained close 
oversight over Lhis program and had taken aggressive action to solve 
problems as they arose. 

This report contains four findings. First, due to several factors, tle 
participation of private sector intermediate credit institutions in the 
program had been limited. Second, overly coplex informat ion was 
required from loan applicants. Third, an effective system for monitoring 
compliance with loan special conditions had not been established. 
Finally, the Government of Peru had not complied with a covenant 
requiring annual contributions to maintain the value of the fund in 
dollars. 
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The program paper and program agreement both stress the importance of the 
par ticipation of private intermediate credi t institutions in tihe 
Industrial Reactivation Program. However, as of JLune 30, 1986 only 36 
percent of the loan disbursements was channeled through private sector 
institutions, and a munber of factors suggested that priwate sector 
participation would not increase significantly dring the rest of the 
program. As a result, the Industrial Bank may benefit disproportionately 
from a prog ram wh ich was intended to emphas ize pr iva te sector 

par tic ipat ion. The report recommends thmat USA[l)/Peru obtain a plan for 
maximizing the participation of private financial institutions in tihe 
program, and advise the fund' s trus tee commit tee that loan approval 
criteria must he strictly adhered to. The Mission agreed with this 
finding and recommenda t ion. 

:)nl y necessary i riforrua t ion should be reqU i red of loan appl icants. 
lowever, the program off ice required a great deal of information that was 

of no apparent use in evaluating loan applications. This information had 
been required from the beginig of the ptogram and the program off ice 
hid not since re-eval Ltedl its information needs. The volume and type of 
information requested had acted as a harrier to participation of 
medium-sizeI businesses i ltie prorgram. Thme report recommends t at 
HISAI[)/Peru obtain a sirplified loan application. The 'lission imipj)lemented 
the recommendation, whiclh is closed upon the issurance of Wis report. 

Sound management pract ice req i r-,' sirf ic ient mon i tor ing to ensure that 
programs are achieving their intended results. The program office, 

however, had no effective system for muir itoring comIianice with special 
conditions established to ensrrc tirat l oans woul be used for ag reed-to 
purposes. Program office and AIli>fficials believed that this monitoring 
function should he perlFormed by thre intermnediate credit institutions. As 
a resul t, in fotur out or six cases checked , loa recipients had not 
comnplied with ill of tihe spec i a I loar conditions. The report recommnds 
that l1SAI/Peru see tiat a efifective system for mroni toriig complianrce, 
and penal ties for nocn-compl iaince, are esta)l ished. IUSAll)/Peru 

implemen ted the recommendation, which is closed upon issiance of this 
report.
 

The ;agreeril t for thre I)isaster Balarnce of Pavments Sipport progi ar 
requires the (;overnmnent of lPerum to make annalhi contrilt ions to mrailltain 
tihe valte of the Indstrial Rea:tivation Lu'l in dollars. Becaut.
IUSAI1)/Peru had not enforced this requrr irement, the i;ov,.rrmerit rWI riot IMade 
any contributions for this plrpose, ;ini tihe fund was sirort between $2.7 
and $8 million (dleperdini on tire methd used to calculatca i s valie) is 

of June 30, 198o. As a result, the prerar (lid not have at its disposal 

all the resources it shorld hvove had, to elefit targ<eted idlushtries. 'V, 

report recommends that UISAI )/Perl enforce tire covenant. The >1 ission 
agreel that the covenant somulId be erlofocel, bIt. dli-sagret" witlh on;as (o
 

how the valime of the fumd shourldl be " culate(i. 
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AUDIT OF
 
JNI)JSTR IAI, REACTIVATION
 

FUND OPERATIONS UNDER
 
USAID/PERIJ LOAN NO. 527-7-.093
 

PART I - I'RODUCfTION 

A. Background 

Punrig 1982 and 1983, Peru suffered a coinbination of natural disasters 
including ex tensi ve f ool ing a II along the northern coast and severe 
drought in the southern highlands. A\dded to the persistent effects of 
the worldwide rece-,ssion which severely depressed the prices of Peru's 
ma or exports, this natural ,disaster had a heavy impact on its balance of 
payment s aid Fore gn exchange reserves. To assi st in t he country' s 
recovery from the economic problems rcsulting frum the natural disasters, 
AID Loan 527-1F-093 twas signed on May 11, 1984, providing $60 million at 
concessional teras. Tim dollar transfers were to assist the Covetliment 
of Per" to mee t its foveign exch1ange ob lig<ations while the local currenhcy 
genernted] was to: 

- provide liquid itv for private sector busines; lending, 

- make avai lable couirerpa rt funds to cover the Governien t ' s 
obligations t sipport All) and other donor projccts, amd 

- help defray the local operating costs of the lISAI) Mission. 

Mhe industrial Reactivation Fund (FRI) was vanaged by a separate office 
within the In(hustrial Bank of Peru. 

IW'hen we completed our1" Field work, the equlivalemit of $IS million had been 
releasel to the FRI. A second disbursement equivalent to $30 mil lion had 
been delayed by regot iat ions over the exchange rate to be used to 
generate the local currencv. Including rnflows, the FRI had made 183 
loans equi va lent to $;22.1 Iliil1 ion 1/ as of June 30, 1986. 

B. Audit Objectives and Scope 

The Office of the Reg iona l Inspector General for Audit/Tegucigallpa 
performed a programi result[s anlit of the Industrial Reactivation mu]d
from August 12 to October 9, 1986. The audit covered approximately $22.1 
million in Inca! curreiy dishursemoei-s made by the FRI Office fron 
August 1984 through ,June 1986. 

1/ 	 'tie exchange rate used tn calcumlate te dollar value of loans made 
from the FRI i s the highest. rate or exchange which was not unlawfnil 
at the time the loan was disbursed (i.e. the "financial rate").
Readers may refer to andit report No. 1-527-86-17 for additional 
information regard i ng exchange rates used to gene ra t,." local 
currency under this loan. 



The aud it objectives were to assess the program' s progress toward 
achieving planned results and compliance with All requirements. The 
audit work included reviewing project files, records, and other pertinent 
data; and intervi ewi ng USAI1D/Peru officers, FlI representatives, 
officials from the Industrial Bank of Peru and other inter:nediate credit 
instit utions, and silb-loan beneficiaries. 0111 evaluation of internal 
cont rols was limited to those affecting problem areas identified by the 
audi t. The atid it work was conduc ted in Lima, Arequipa, Truj iII o, and 
Chiclayo, Peru. The audit was made in accordance with generally accepted 
government auditing standards. 
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AUI) T OF
 
INIXJSTRIAL REACTIVATION
 

FUND OPERATIONS UNDER
 
UISAID/PERJ LOAN NO. 527-F-093
 

PART 1I - RESULTS OF AUDIT 

The program's effectiveness had been constrained by': (1) limited 
participation of private intermediate credit institutions in the program;
(2) overly coliehlx information re qi ir.d of loan applicants; (3) diversion 
of $5.1 milion in project. fi"ids early in the project, and the time 
requi red to recover those fumds; and (4) delays in releasing the second 
tranche of local currency to the project, due to negotiations over the 
exchange rate to be used to generate the local culir rency. The progran's
internal controls were general 1)' SOtlnd except that the system for 
ionit oring compli ance with loan speni'a! condit ions neded, I improveent.
The program was gen-ral ly being implemenLted in compI lance with All) 
req ir -emnt s, except that the ;overu:went of Peru Ilid not made ina i ntena lce 
of value contributions to the FRI as revqireil in the program agreement. 

IJSA I/Peru Iad taken se ver'al positive ste)s to ov\ercome problems 
experiencel in i aplemenL i up this p irogram. After the Indhistrial Bank of 
Peru( d iverted the equivalent of ;'. I mi I ion from the Indlstrial 
Reactivation Fund (FRI') to cover its own operating expenses, the Mission 
requi red the Bank to repay thos, funds it. an exchaange rate whtcich 
maintained their value in dollars. To copvi with the constant devaluation 
of local currency in teie fubi,, the ;Iissin had securud tax-exempt status 
for tie FRI Office (allowing :a , re al.r portion ot loan ropaymenlts to be 
r-lentl) and had rqtpi red the o'ffito to clarge the highest interest rat es 
allowed by the Central Bank o I'.:a. In general, the ,ission had 
mai ntained close ove rsigpht over tiqii prrugrren and had taken aggressive 
action to solve problos as they arosc. 

Th is rqport containsI-,)tOU finding.s ami rucommndat ions. First, Sev'e ral 
factors load 1lni te the par' ic ipat ion of pri vat'! i intnlo iiite cred it 
institutions in the program. The telpOrt recommends that I SA Il1)in
obtain a plan for increasing thir participation in the program, ant 

nform the trustee i:uimU;Pttee that loans may 6)0 rijct ed My" if lihey L 
not comply with the rurmal criteria fr appiroval. %-)tiOl, overl]y mil tpx 
informat ion was icqui red tfrom 1 un applicants. 'The report r.ecomien.s 
that the Mission help the FRI Office develop a simp lified app I icat ion 
fori. Thi rd, an efl-ecti ve system for moni tori ig compli ince with loan 
special conditions had not been implemlit erl. The report recomlmends that 
an effective syst.e ii bx. established. FinaIly, tie ;overninent of Penir had 
not compl ied with a special covenant reqi i ring annual mai nIterance of 
value cont ribtutions. The report reco mmend s that the covenian t hie enforc'ed. 
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A. Findiags and Recommendations 

1. Pri vate Interlmedi ate Cred it Institutions Should Be Used More 
Ex tensi ve ly 

The program paper and program agreement both stress the importance of thepart ic ipat ion of private intennediate cred it inst itutions in the FRIProg ram. Ilowever, as of .June 30, 1986 only 36 percent of the loandisbursements was chlanielel through private sector instit utions. Several
factors favoredI the use of p11) ic over pri valu sector institlt ions,includiqn! the l ack of formnal Mission control and links of Fin Is managerswith the Industri al Bank. These factors alsn suggested that privatesector participation would not increase significantly during tAn rest of
the 1nog raw. As ;I r'!S It, tie I nditst ri a I Hank ;my, benefi t 
disproportionatel y from a prog ra .,'ich was toh intended emphasize privatesector part icipat ion. 

Recommnendation No. I 

We recomme(nd that IlAI1)' Peru: 

a. 
obtain fro the Tnidtstr'i al Reactivation Fund Office an operationalplan to m,x imi ze the use of pri vate i ntermedli ate credit 
institutions; and 

b. formally- advise the wIiid 1strial Reactivation Fund tMtOW COmm01ittee 
tiat loan applicat ions may he eriected only for reasoils stated in the
program'S formal, wri t:ten critE lrio. 

Di scussion 

The projec-t paper aid loan tI-! reenrfI -)oth ratify AlLTis prference forworkiin through private sector instituitions. Lfoan recipients fiiturviewelalso e:xpressl a prefereice for wotk ij! with pri\'ant, sector intermediate, 
credit inst iit ions. 

I()Ioweve r, froml the prog ram' sI ncepi ion iri *\migusl 11)84l rl ih June :10,198h, oily 6 urceiit of loin ,isf)(irsemtns (13 percent of dhe loans) hadbeen channeled throtgh prisav,, f inai, ial insti tut ions. Several factorssuggested that private se-tor p.rti c ipat inn dhring liv rest of tAe 
progrcaimi would he similar: 

IJS-\ I )/Peru had no orainal Imeans of conirollingIpt amount : of resoulrc es 
channeled through privat.e verstl; iblic nst ititions (although it
could exert informllal pressure on tile FRI Office). 

FRI Office managers we t( Ca1if) Iove"s of Ihe Iuistrial iBank of Pet.
Tb i s, in oir opinion, madhe INem stibject to infornal ipressure to
channel ai larg e propori ion of the pcoglraml . Iresotu-ces t hlrolugh I he 
liist rial Hank. 

The FPI Office had n(ot provided eniOlugi infortlioatil to private eni(hinSti tutions. Several insti itpri vate ions we visited were notfamiliar with the prop rai's polici 's and proceduires. 

• -
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There were no private sector representatives on the FRI trustee
 
commi ttee, which some ti mes rejec ted loans for reasons not included in 
tie formal, written criteria for loan approval (e.g., because 
businesses applying for loans were foreigi-ownmed). This reportedly
hurt the program's credibility with private lending institutions. 

On the other hand, I1I l)/Peru had invested a great deal of energy ini 
establishing a rediscounit mecianism in the Central Bank 2/, which was 
necessary before any loans couldI he made tlhroughi private institutions. 

IlI'AI)/P'erz needed to take action to en1sure that the Industrial Bank of 
Peru did not benefit di sproportionately from a program intended to 
emphasize private sector participation. It should obtain a plan from the 
FIRI Off ice detailin, how the use of private lending instituLtions will be 
maxi izeut, and ensure that the trustee cormiiittee does not reject loan 
applications arbitrarily. Also, while we are not making a formal
 
recommendation on this matter, it may be useful to include a private 
sector representative on the trustee committee. This would likely make 
the trustee committee more sensitive to private intermediate credit
 
insti tutions' concerns. 

Managemr n t Comment s 

ISAII)/Perj pointed out that while it was riot required to do so, it had 
been simcessf ii iin developing a rediscount mechanism which was needed 
before vnyprivate int'rmediate credit institutions could participate in 
the program. It recognized that continued vigilance was needed to ensure 
that iaximum participation of private financial ins titutions in the 
program. The Mission had implemented part "b" of the recommendatLion, and 
was in the process of implementing part "a" of the recommendation. 

Off ice of Inspector General Comienits 

As discrssed in the finding, we recognize that the %lission has worked 
hard to maximize the participation of private intermediate credit 
instittzions. Part b' of recommendation No. I is closed upon issuance 
of this report. 

2/ The rediscount mechanism allows the FRI Office to automatic~illy
Transfer loan disbursements to private lenders, and automatically collect 
payments when they become due. 
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2. Overly Complex Informrtion Was Required from loan AppLicants 

Only necessary information should be required of loan applicants. 
Hlowever, the FRI Office required a great deal of information that was of 
no apparent use in evalu ating loan applicaLions. 'lhis informa t ion had 
been reqired From tie beginning of the prog ram and the FRI Office had 
not since re-evna1ated its information needs. The volume and type of 
information requested had acted as .a barrier to participat ion of 
medium-sized businesses in the FRi program.
 

Recommendation No. 2
 

Ile recommend that HSAI)/Peru obtain from the Industrial Reactivation Fund 
Office a simplified loan application form that requests only essential 
info rma t i on from potent i a l borrowe rs.
 

Discussion 

Only necess:' ry information should be solicited from loan applicants in 
order to minimize the transaction costs to both the borrower and lender. 

The FRI M)t-tice required applicants to provide a great deal of information 
which was of no apparent use in evaluating loan applications. According 
to credit institution officials and loan recipients interviewed, this was 
an obs tac Ie to the participation of medium-sized business in the 
progIr;am. Informatino; rrquirements were first dvveloped when the l-. 
Office wns less experienced in review ing loan applications, Imt had not 
been refine, I in light of later experience.
 

By the end of the audit, the FRI )ffice had drafted a new loan 
application form which eliminated certain information requ iremen ts. 
USAI Di'i 'rr r slhould work with the FRI Office to eliminate further 
informatinn requirements from the loan application.
 

Manag emen t Comments 

The Mission had implemented this recommendation. It made a case for
 
continmuing to require an economic analysis of loan applications whose
 
utility we had originally questioned.
 

Office of Inspector General Comments 

Recommendation No. 2 is closed upon issuance of this report.
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3. Closer %ionitorin, of Compliance with Special Conditions Was Needed 

Sound management practice requires su ffici ent monitoring to ensure that 
programns are achieving their intended results. The FRI Off ice, however,
had no effective system for monitoring compliance with special conditions 
established to ensure that FRI Loans be used for
would agreed-to 
purposes. FRI and All) officials believed that this monitoring function 
should he performed by the intermediate credit institutions. As a 
result, in four out of six cases checked, loan recipients had not 
complied with all of the special loan conditions. 

Recommenda-tion No. 3 

We recommend that IISAI )/Peru 01) tain evidence that the Industrial 
Reactiva tion Fund Office has established:
 

a. a system for monitoring compliance with loan special conditions; and
 

b. remedies for non-compliance with the special conditions.
 

Discussion
 

FRI loan agreements included a number of special conditions which were 
intended to ensure that the loans v:outd be used for agreed-to purposes,
and to ensure that the loans would be repaid. The most common conditions 
were that: (1) no loans be made or repaid to stockholders, (2)
stockholder's equitv be inIcireased, loans beand (3) delinqutnt refinanceI. 

lound mniagemilen t pract i C e requi res mon iforing to ensure that prog rams are 
achieving their intended resul ts. In the case of the FRI program, this 
would include moni toring compi lance with special loan conditions. 

The FRI Office did not routin ely mn1itor compliance with Ne special. 
conditions, and no penalties or remedies for non-compliance had been 
established. FRI had begun to implement an evaluation system, but it did 
not include verification of compl lance with special loan conditions. 

-1I Office and All) officials believed that monitoriing compliance wiLh 
special coiditoios was primarily the res[onsiblilit y oF the i termediate 
credit institutions. We agree, but we also be lieve the tend ing
institutions should communicate the results of their supervisory visits 
to the [FRI Office. The -special conditions were included in tile loan 
ag reement at the FR.I Office's insistence, aid that c'fice was responsible 
for seeing that the tp[rograml achieved its intetnded resuilts. 

As a result of monitoring weaknesse, [N! cotilld 1)0 making resources 
availahl, for other those sta ,0d in the loanpurposes than Agreement. In 
fou~r of ;ix cases checkedl, lorni recipients had not complied with all of 
the loan condit ions and the FRI Off ice ha not taken action to remely 
non-compliance. We did [lot review a larger sampl I)e icasedocumentation 
such as o:[n agreements and audited financial statements not on filewere 
in the FRI Office. 
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.a na~,gemen t Comments 

ISAI1)/Peru stated that during tie early years of the program, tihe 
priority was on reviewing subloan applications and improving the programti
oFfice's internil controls. It stated that the monitoring and foilow-Iu 
process, which was initiated before the audit, would receive equal
priority 
internial 

o0 titAt 
,controls 

the.Q office 
have been 

has a substantial 
establ ished. The 

portfolio a 
Mission had 

t adequalte 
taken ti 

specific act.ions called for by the recommendation. 

O0fice of Inspector eneral omytenot; 

Recommendaltion No. 3 is closed upon issuance of this report. 
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4. Maintenance of Value Requireinent Should Be En forced 

The ag reement for the Disaster Balance of Payments Support program 
requlires the Government of Peru to make anniual contributions to mnainta in 
the value of the l'1l in dollars. Because IJSAID/Peru had not enforced 
this requireienl, the (;overninen t had not made any contril)utions for this 
purpose, and the fund was short between $2.7 and $8 million (depending on 
the method used to calculate its value) as of June 30, 1986. As a 
result, FRI did not have at its disposal all tihe resocrces it should have 
had to benefit targetedl industries. 

Recomnmendi-i. ion No. .4 

We recommend that !lSAID)/Peru enforce the requirement that the Government 
of Peru make annual contributions to maintain the original dollar value 
of the Ihndstrial Reactivation Fund. 

Discuss ion 

The program agreement requires that the Government of Peru make annual 
contributions to maintain the value of the FRI in dollars. This
 
requireiment could he interpreted in two ways. The first interpretation, 
which we prefer, would be that the Government of Peru should maintain the 
value of the fLId's corpus ( i.e., the original $IS mill ion), and that any 
interest payments into the fund siould go to increase the value of the 
fund beyond the original $1S million. liSAlI)/Peru's interpretation, oil 
the other hand, was that the Government of Peru should make ilaintenance 
of valtie contrihtions only if tieu valule of the fund incl(d]ing interest 
incomue fell below $15 million.
 

IUsing either interpretation, the maintelnance of value requirement had noot 
been enforced, because 11JSAI D/Peru was preoccil ied with recoveriing $5.1 
million diverted Froii the fumndI by the Industrial Bank of Pceni i n 1981. 
Therefore, the Government of Peri had not made maintenance of va lue 
contributions, and 1he fund was worti onlly $7 millioii excludinrg interest 
earnings, or $12.3 million inc linl interest earn ings, as of June 30, 
1986. rherefore, the FRI office did not have all the resources it shoud 
have had to benefit targeted companies. 

Whi e we con t inuje to prefer our interpretation of tlie Ia iiiLenaice of 
val te repqi i remient , which wol]( prov ide more resoirces for 1loans to 
private I u.iesses, IJNAII/Peruls positOion is not witiiout iier .it.We have 
worded our recommenda tion in sich a way that tieii interpre tAlion of the 
covenant is Iet to the M1i ssion's discret ion. 

Managmentli (Comients 

lJSA.-Dl)/Periu' s commesiL- on (he lr,ift audi t report present irgtllllellts for 
inc linIing interest ilnror h IN of fuid's andii Ilie , c icull ion the value, 
l ist actions already taken to lielp mraiita in the va i u of tlie fuid. The 
Mission expvcted tlhu (the value of lhe finid (incli, i terst earniigs) 
would he very close to $11 miII1ion by Dcember 3 1, INiOh , andI staited that, 
it would require the (;overiirmetnt of l'er" to make good any shor tfa I, 

- 9 



Off ice of Inspector General Comments 

This recommendation can be closed when rSAIl/Pero has determined the 
fund's VaIue as of I)eceirber 31, 1986, and the Government of Peru has wade 
the requi red contr ibut ion. 

- 10 



I. Copip liance and Internal Con.t; 

I. Compl iance 

The Core rmnen t of Peru had no I made annua 1 maintenance of va lie 
contrib tions required by the program agreement (Finding 4). Except for 
this ondit ion, tested items were in compliance, and we found nothing
that wold indicato that intested itens were not in compliance with 
applicable l:ws and regulations. 

2. Int terna I Controls 

The program's internial controls were generally adequate, except that 
FRi's sy'stt!m for monitoring compliance with sMibloan special conditions 
needed to he improved (Fmding 3). 
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Memorandum 
TO Mr. Coinage N. Gothard, RIG/A/T DATE: December 3, 1986 

FRO • Mr.eo-eorge A./1 i, Deputy Director, USAID/PERU
 

SUBJ CT: Mission comments on Draft Audit 
currency lending program under 

Report on USAID/PERU local 
the Disaster Assistance Program

Loan, No. 527-F-O93. 

Introduction:
 

The Mission has implemented corrective 
actions to
recommendations, carry out audit
No. 2, 3 and 4. The 
comments detailing these
are outlined below. actions
Corrective action 
to carry out 
audit recommendation
No. 1 is being implemented and should be completed shortly.
 

The draft audit 
report states 
that the Industrial 
Reactivation
Fund 
(FRI) local currency lending program was
in compliance generally being implemented
with AID requirements 

were 

and the program's internal controls
generally sound. 
 The traft audit report, nonetheless, 
states that
the 
FRI program's effectiveness 
 had been partly
limited participation 
 of private Intermediate 

(ICIs). 
 The Program Assistance Approval 
Document

Agreement Indicated 
 that the major part of
corresponding 
to the first 
$15 million dedicated 
to
would likely be disbursed through 
the Industrial 

Both documents indicated that only 
prior to the
second tranche 
of $30 million, USAID 


constrained 
by the
 
credit Institutions
 
ind the Program Loan
 
the local currency
 
the lending program
 

Bank of Peru (HIP).
 
disbursement 
of the
 

and the Government
evaluate ways of Peru would
to maximize 
the use of private sector ICIs. 
 While
not expected it was
to do so, the Hission 
was successful in 
assisting FRI to
up the rediscount mechanism early 
set
 

on 
during the disbursement of
currency corresponding the local
to the first tranche. 
 As a result, private ICIs
signed up intermediation 
agreements 
in late 1984 
and eleven percent
the value of of
the first tranche 

private ICIs. 

($1.65 Million) was disbursed through
Pending availability 
of the local currency corresponding
to the second tranche of $30 
million, FRI 
has continued lending
repayments, expanding the 
from loan


participation 
of ICIs to 36 
percent
total lent. of the
The Mission recognizes 

ensure 

the need for continued vigilance to
the maximum participation of 
private ICIs 
in channelling the
currency corresponding local
to the second tranche 
of $30 million and is
implementing draft audit recommendation No. 
1 which addresses this 
issue.
 

Buy U.S. Savings Bondr Regularl on the ParollSavinr Plan 
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the previous RIG/A/T 
this draft audit report andaudit of this 
Program confirm 
the important effect
of the FRI lending program 
in assisting private firms 
to recover from the
consequences of 
the 1983 natural disasters.
 

USAID disagrees with 
 RIG/A/T's position
interest earnings shoula 
to the effect that
not count towards 
thi calculation
of the lending of the value
fund even though those earn)rgs 


has 
are part of the lending
fund. USAID 
 prevented significant loss 
of value of 
the lending fund
by instituting 
a revolvring trust 
fund mechanism whereby 
FRI charges the
maximum Interest 
rate allowed and 
all loan repayments 
are tax
recapitalize exempt and
the lending fund. As 
a result, and despite high 
rates
devaluation and of
inflation which 
at times exceeded 250% 
p.a., the value of
the lending fund 
has been essentially maintained 
over the past
with years,
some 
sudden increases 
or losses of value via 
a vis the Dollar as the
rate of devaluation 
of the Peruvian currency 
slows 
 or increases
relation in
to FRI's interest 
rate. Nevertheless, 
the GOP 
has recognized
its obligation 
to provide maintenance 
of value contributions,
will require them, and USAID
if the value of the lending fund 
has been reduced by


year's end.
 

Audit Recommndatjon No.1
 

That USAID: a) obtain from FRI 
an operational plan 
to maximize the
use of private ICIs, 
and b) formally advise the 
FRI trustee committee
that loan applications 
may be rejected only for 
reasons stated in the FRI
program's formal, written criteria (Annex 1).
 

USAID Action
 

USAID has requested 
from FRI an operational plan
participation to maximize the
of private ICIs. 
 An important feature 
 includes
presence the
of two representatives 
of the private sector ICIs
meetings of the FRI in the
trustee committee. 
 USAID has 
also met
appropriate officials with the
of the Government 
of Peru to reaffirm 
the need
make maximum use to
of private ICIs 
 to channel

corresponding the local currency
to the second $30 
million disbursement.

advised the USAID has formally
FRI 
trustee committee 
that loan applications may 
be rejected
only for reasons stated 
in the program's formal critoria.
 

USAID will actively continue 
to monitor and promote the maximum
participation of private iCnI.
 

USAID believes 
 the recommendation can
shortly. fully be implemented
We will report separately to 
RIG/A/T upon receipt of needed
 
documentation.
 

Audit Recommendation No.2
 

That USAID obtain from FRI 
a simplified 
loan application form that
requests only essential information from potential borrowers.
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USAID assisted 
FRI to prepare a simplified
form and' to 	 subloan application
reinstate procedures which greatly limit
information required 	
and simplify the
from potential borrowers (Annex 2).
 

The FRI Program Office 
 requires
markets, suppliers) 	 basic background (products,
and financial 
(cash 	flow projections,
reports) information which, by law, 
audited annual
 

ICIs. The emphasis of 
is already requested by participating


the lending program
increasing 	 is on maintaining
productive employment and
 
providing working capital 

and promoting industrial exports by
loans to private sector
eronomically 	 firms which are viable,
and efficiently, 
in the long 
run. 	 The scarcity of
credit 	 domestic
in an 	environ, .nt 
 of economic distortions,
economiz uncertainty, necessitates 	
with political and
 

a review of
by the rediscount 	 each subloan application
facility, screening out 
capital flight
speculation, 	 and financial
to 
channel FRI Program liquidity 
to effecient
not depend on subsidies 	 firms which do
but rather contribute
economic growth. 	 to private sector led
The typical case 
is a $260,000 loan
industry, affected 	 to a medium sized
by the 1983 disasters, 
which 	needs
purchase 	 financing to
raw materials to meet 
recovering sales demand.
 

As a result of 
the FRI financial 
and ecoaomic
for loan requests, 	 review procedures
the audit did 
not find any improper
loans. The 	 uses of FRI
economic 
analysis procedure (domestic resource
financial statements 	 cost) adjusts
for economic 
distortions 
(tariffs,
etc.) to 	 price controls,
finance only enterprises which make 
a net 
positive contribution
 
to the 	economy.
 

Given the severity of 
the distortions

lack of an economic analysis might 

in the Peruvian economy, the

lead to allocation
resources 	 of scarce
to finance 	 FRI
an inefficent 
industry, which would make the country
poorer. 
 USAID 	contrncted 
a consultant 
in
abreviated 	 mid 1984 to preptre a simple,
yet accurate, methodology 
for the economic
conducted 	 analysis
by FRI. The FRI 	 to be
Program Office, 
however,
uniform, wished to 	 to make procedures
incorporate 
a more 
complex methodology required by
Interamerican 	 the
Development 
Bank. 	 FRI


agreed, 	 has been instructed by USAID,
to return 	 and
to the simple methodology prepared by 
USAID 	which
significantly reduces 
the need for information.
 

USAID believes 
that 
the recommended 
action 	has
requests been completed and
that RIG/AlT report this recommendation closed.
 

Audit Recommendation No.3
 

That 
USAID 	obtain evidence 
 FRI has established:
for monitoring compliance 
that 	

a) a system
with subloan conditions; 
and
non-compliance with the special conditions.	 
b) remedies for
 

USAID Action
 

USAID assisted FRI 
to implement

with 	 a sistem for monitoring compliance
subloan conditions 
which 	also specifies penalties for 
subborrower
non-compliance with the special conditions (Annex 3).
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FRI was created, on an emergency basis, to provide quick
disbursing liquidity 
to viable private firms which 
had been affected by
the natural. disasters of 1983. 
 USAID provided technical assistance to
the BIP which enabled FR1 to start 
operations within 
three months after
the Loan Agreement was signed in May, 1984. 
 Since its inception, FRI has
had a monitoring and control unit and 
a supervision system which
part of the FRI operating procedures. Some 

is a
 
special conditions were
imposed on occassion to insure 
that the loans would result in actual
production and would not 
be used for refinancing other previous debts, 
or
for speculation or capital flight. 
 FRI concentrated its 
initial staff
efforts 
 and the efforts 
 of USAID technical assistance on subloan
applications, 
on improving its internal controls 
and on procedures to
process loans. 
 This was done 
in order to disburse funds quickly, yet
after a rigorous screening. As a result of 
this effort the audit review
did not find any improper 
use of loan funds. The monitoring and follow
up process, which 
was initiated before 
the audit review, will receive
equal priority now that 
FRI has built a substancial portfolio and its
staff has terminated the setting up of 
 adequate internal 
 control
 

procedures.
 

USAID assisted 
FRI to revise its procedures so 
that the ongoing
evaluation 
system will include a complete verification of compliance with
special loan conditions. 
 FRI will also specify penalties for violation
of special loan conditions. 
 These penalties include cancelling the loan
by debiting the ICI 
account with the Central Bank.
 

USAID believes 
this action has been completed and requests that

RIG/A/T report this 
recommendation closed.
 

Audit Recommendation No.4
 

That USAID enforce the requirement that the 
Government of Peru
(GOP) make annual contributions 
to maintain the original dollar value of

the Industrial Reactivation Fund.
 

USAID Action
 

USAID has obtained the recognition by the Government of Peru of
its obligation to make 
annual maintenance 
of value contributions.
will determine 
by the end of the calendar year 1986 
FRI
 

the amount of any
maintenance 
of value contribution 
which may be needed. USAID will
require that 
the Government of Peru make any needed contributions.
 

USAID strongly disagrees with bIG/A/T's statement 
to the effect
that interest earnings should 
not count towards the value 
of the lending
fund. 
 USAID believes that particularly 
in a high inflation economy,
interest 
rates reflect savers' 
wishes to maintain the value of their
capital 
by demanding a correspondingly 
high return which just about
restores the 
real value of their 
initial capital. Savers cannot 
count
the high nominal yield 
on their deposits 
as a high real profit since it
only represents, at 
 best, a recapitalization 
 of their original
investment. Similarly, FRI 
must use ,ll interest reflows 
to recapitalize
its lending fund given the 
high inflation environment. In 1984 and 1985
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iitflation fluctuated between 115% 
and 250% on an annualized basis. 
 Since
all loan repayments, whether original capital or 
interest, 
are avallabl.e
for new 'lending, the 
value of the lending 
fund must include all the
actual resources available 
to it, not 
a nominal, historical amount which
has minimal significance the
to 
 amount of resources available for lending
and to 
its value in terms of US dollars.
 

Futhermore, USAID has 
a policy objective with regard to maximizing
interest rates 
and earnings of 
the FRI lending fund. 
 To exclude interest
earnings from 
fund value calculation, 
as RIG/A/T suggests, undermines
key objective of this a
Program namely, the concept of providing loans
the private sector to
at market rates 
of interest. Also,
interest earnings three quarters of
would be lost 
as taxes and 
FRI, USAID and 
GOP staff
would devote considerable time 
and energy to recover those amounts
maintenance of as
value contributions 
from the GOP treasury, as part of the
GOP annual budget. This would 
require a protracted, cumbersome
which takes over process
nine months to implement. During this period the
resources 
would not be available 
for FRI lending. Additionally, by
time the maintenance the
of value contribution 
became available both the
lending fund and the 
 scheduled contribution 
would have lost
resulting in a vicious circle as new 
value
 

contributions 
would need to be
 
budgeted.
 

USAID has been vigilant 
of the need to protect the value of the
lending fund 
 as the best way 
to promote efficiency in FRI
operations and discount
 proper GOP economic policies (market
rather rates of interest)
than relying 
 on a protrcted effort 
 to obtain sizable
contributions 
 from the overburdeneu 
 national treasury. USAID has
insisted that 
 FRI charge the 
maximum effective interest
allowed and rates legally
that all repayments of principal 
and interest recapitalize
the credit 
fund on a revolving 
basis. As a result, FRI's lending rates
have been 
the most expensive in the 
market. For instance, since FRI's
inception, its lending 
rates have 
greatly exceeded the lending rates of
the World Bank's lending fund to small 
industry, PROPEM (Annex 4, Exhibit
1).
 

USAID, early 
on, addressed the 
need to maintain the value of FRI
and requested the GOP 
 to make needed 
MOV contributions. 
 The GOP
recognized its 
obligation but 
requested that FRI first 
try to maintain by
itself the value of 
the lending fund. 
 USAID thus negotiated with
Peruvian government the
to exempt FRI 
 from all taxation, making
revolving trust fund it a
of the BIP 
(Annex 4, Exhibit 2). Under the
Agreement with AID
the GOP, FRI charges to subborrowers 
an administrative fee
to cover 
the cost of operating the discount mechanism.
 

Thi revolving 
trust futad mechanism, designed for
to FRI, enables it
maintain the 
value of the 'tending fund largely
and interest reflows, 
from its own capital
occasionally necessitating 
GOP contributions 
to
complete the full value of the fund.
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Since, as 
 stated above, the 
 revolving trust
recapitalizes FRI from repayments of 
fund mechanism
 

interest and principal, FRI gains
loses real or
value, vis 
a vis the U.S. dollar, 
when its lending
above rate is
or below the devaluation 
rate of 
the Peruvian currency. Despite a
high rate of devaluation (June 1984

250% - June 1985: from 100% p.a. top.a.), FRI was over
able to 
largely maintain its
Peruvian value. However, the
Government 
over devalued 
tha Peruvian Sol 
 by 40% - by July1985 which seriously decapitalized the 
lending fund.
the However, since
fund has rapidly regained value. then


As of October 30,
the 1986 the value of
?RI lending fund 
is about $13 million or
Projections indicate 
87% of its original value.
 

worth very close to 

that on December 31, 1986 the lending :und will be
 
$15 million.
 

The BIP in late 1984 diverted 

million. from FRI the equivalent of $5.1
The Mission entered into 

to 

protracted negotiations with the
recover GOP
the U.S. dollar value of 
the funds diverted.
that. the The BIP claimed
shortage was 
due to a regular loss of value which the GOP should
cover. 
 USAID's position was that FRI had 
to
GOP source. The 
be made whole from whatever
GOP instructed 
the BIP. to complete
$5,1 million which the return of the
the BIP completed 
in mid 1986.
recognizing the obligation 

The GOP wrote to USAID

of the GOP to 
effect maintenance
contributions of value
(Annex 4, Exhibit 3). 
 Once FRI closes its annual books
1986, USAID will determine the for
 

amount 
of the contribution needed 
from the

GOP, if any.
 

USAID believes the recommendation has 
been fully implemented given
that the value of 
 Lhe FRI lending 
 fund is being maintained
reasonable in a
manner in 
a difficult environment, 
and that
maintaining the mechanism for
the value of 
the FRI meets 
all generally accepted accounting
principles for 
achieving the 
program objectives.

undertaking, USAID requests RIG/A/T to 

On the basis of this
 
report this recommendation closed.
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List of Report Recommendations
 

Page 

4Recommendation No. I 

We recommend that USAID/Peru:
 

a. 	 obtain from the Industrial Reactivation Fund Office an 
opera tional plan to maximiize the use of private 
intermediate credit institiltios; and 

b. 	Formally advise the Inustrial Reactivation Fund trustee 
committee that loan applications may be rejected only for 
reasons stated in the program's formal, written criteria. 

Recommendation No. 2 	 6 

IIA Il)/Petu 0 I f roi I ndus t r ia I 
Reactivation ud nffice a simpliFied loan application form 
that requests only essential inf orma tion from potential 
borrowers. 

We rec ommend that 	 oh ta f the 

7Recommenda tion No. 3 


We recommend that UiSAID/Peru obtain evidence that the 
Industrial Reactivation Fund OfFice has established: 

a. 	 a system for monitoring compliance with loan special
 
condi tions; and
 

h. 	 remedies for ion-comtpliance with the special conditions. 

9Recommenla t ion No. 1 

We recomnemd that IlPAl1)/Peru enforce the requirement that the 
Government of 'eru make annual contributions to maintain the 
original dollar value of the Industrial Reactivation Fund.
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REPORT DISTRImBION 

No. of Copies 

Di rector, !SAID/Peru 5 

AA/IAC 2 

AA/I 1 2 

IAC/SA/BP 1 
IAC/CONT 1 

LAC/DP 1 

LAC/DR 1 

IAC/DR,/PS 1 

LAC/GC 1 
PREIPIPR I. 

PRI!PP 1 

PRF/I 1 

(IC I 

AA/XA 2 

XA/PR 1 

LEG 1 

M/FI/ASD 3 

LAC RLAs l 

PPC/CDI E 3 

D1 G 1
 

1(7iPPO 2 

IG'/lC 1 

IG/PSA 1 

f G/I)S/CFR 12 
I C/IlII 

RI C/I I/T I 

Other RIG/As I 


