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Purpose As the Soviet Union began to dissolve, the United States sought to assist 
Russia and the other newly independent states (NIS) in their transition to 
free market democracies. The transition taking place was unprecedented 
and touched all political, military, economic, and social institutions. 
Almost overnight, Russia and the other NIS were beginning the process of 
transforming from communist, state-controlled economic and political 
systems-systems that were for almost a half a century in competition 
with those espoused by the United States. However, the transformation 
was not without serious opposition, and different reformers pursued 
different approaches. The United States sought to consolidate the gains 
that could be made by assisting the NIS in their transformation and 
supporting the reformers that were thought to have the best chance to 
emerge as leaders in the new governments. 

The U.S. goal was to support reforms that were considered to be critical tc 
U.S. objectives: the development of democratic institutions, the 
privatization of state-owned property, the establishment of legal codes, 
and the creation of mechanisms to operate a private capital market. The 
success of the reforms in Russia potentially would have far-reaching 
military, economic, and geopolitical consequences for the United States. 

3 

The U.S. Agency for International Development (USAID) was the lead U.S. 
government agency to provide transition assistance. However, USAID did 
not have the established organization, contacts, and expertise to 
accomplish this unprecedented task. Therefore, it turned to U.S. private 
organizations, including the Harvard Institute for International 
Development (HIID), to provide direct technical assistance to Russian 
reformers. HIID was also expected to provide technical assistance and help 
oversee U.S. contractors in USAID’S Russian economic restructuring 
project. HIID had preexisting relation&ups with Russian officials and had 
already helped establish several Russian institutions to sustain reforms, 
including the Russian Privatization Center (RPC).l The RPC assisted with the 
restructuring of business enterprises and facilitated land reform. USAID’S 
privatization program in Russia amounted to about $325 million for fiscal 
years 1992-96, approximately $40.4 million of which went to nnn. 

Concerned about the noncompetitive nature of the awards to HIID and 
HID’S effectiveness, the Chairman of the Committee on International 
Relations, House of Representatrves, asked GAO to review HIID’S work. 

‘The RPC 1s a nonprofit orgamzation estabhshed by preadenhal decree m November 1992 to 
coordmate the mass pnvatuatlon voucher process, provide ongoing advlce to the Russian government 
m pnvatuation, and coordmate foreign donor assistance m pnvabzabon and post-pnvabzabon 
enterpnse restructurmg w-&h the assMance of eight local pnvabzation centers (LPC) 
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Specifically, GAO assessed (1) how USMD akarded Fassistance agreements‘& 
HIID to carry out work m Russia and Ukraine and (2) HIID’s role and 
accomplishments in implementing assistance agreements to (a) develop a 
Russian capital market2 and (b) devise a legal reform program. In 
connection with evaluating HIID’s role, GAO also assessed the effectiveness 
of the RPC in implementing USAID post-privatization and land reform 
projects. 

Background The U.S. government-supported activities covered in this report were 
conducted in a difficult and uncertain environment. F’irst, there was no 
validated model to follow in trying to assist Russia’s transition. Moreover, 
the view among the U.S. political leadership was that the provision of 
assistance to the reformers, particularly in Russia, was time critical. 

In addition, the United States had to obtain the input, cooperation, and 
support of the new leaders, particularly in Russia and Ukraine, regarding 
the timing and nature of specific projects. Moreover, the assistance had to 
be delivered in an environment where there was much distrust of U.S. 
objectives and where the United States could not be viewed as being the 
actual implementor of reforms. Nevertheless, USAID believed that the 
establishment of capital markets, the reform of the legal system, and the 
privatization of Russian enterprises within a relatively short period were 
critical to U.S. foreign policy objectives. 

Results in Brief Russia has made progress in many areas where it received US assistance; 
however, some expectations have not been met. A significant portion of 
U.S. assistance to Russia was provided through cooperatrve agreements3 
involving oversight and strategic guidance from HIID and task execution by 
several U.S. contractors. This approach resulted in HIID'S having 
substantial control over the U.S. assistance program. 

The U.S. assistance program was driven by the desire to support reformers 
whose agenda was consistent with U.S. objectives. Between December 
1992 and September 1995, USAID, through a noncompetitive cooperative 

2Capltal markets consist of pnvate mshtutions, technology, and regulatory structures needed to 
factiltate the orderly and cost-effective execution of transactions for corporate secunties such as 
stocks and bonds 

3A cooperative agreement is a fundmg mechamsm used by a federal agency to transfer funds to an 
orgamzation to support an agency program Apphcable laws and regulations u-npose only mimmal 
reqmrements that agencies must follow when selectmg reclplents and awarding cooperatwe 
agreements 

Page 3 GAO/NSIAD-97-27 Foreign Assistance 



Executive Summary 

agreement and amendments to the agreement, provided HIID with 
$40.4 million to undertake a number of activities in Russia. These activities 
included providing assistance in privatizing Russian companies, 
developing a capital market, instituting legal reform, and overseeing U.S. 
contractors’ delivery of over $285 million of technical assistance to 
Russian institutions and private companies. 

Prior to the 1992 award, HIID had worked extensively with certain Russian 
reformers and had developed a system of contacts within the Russian 
government. GAO found that the noncompetitive awards to HIID reflected its 
existing relationships with Russian reformers and that the awards were 
consistent with applicable laws and USAID guidelines. While USAID 
guidelines encourage competition in the award of cooperative agreements, 
they allow noncompetitive awards based on factors such as a recipient’s 
relationship with a foreign country and the promotion of U.S. foreign 
policy. 

In 1995, USAID held a competition for assistance in connection with four 
projects-two in Russia, one in Central Asia, and one in Ukraine. GAO 
found that, in conducting the 1995 competition, USAID used erroneous 
scores to select the winning proposal for one of the Russia projects. 
However, the winning proposal was later rejected by the Russians. 

With the assistance of HIID and U.S. contractors, Russia has made 
significant progress in developing a capital market. To date, Russia has 
established (1) a Securities and Exchange Commission (SEC), (2) a 
national company for registering trades, (3) a Russian stock trading 
system, and (4) a self-regulatory organization for market participants. 
However, the goal of setting up fully functioning national clearing and 
settlement organizations (cso) that handle stock trades had not been 
realized due to political resistance. Recent political maneuvering to 
downgrade the Russian SEC'S status from ministry to state committee have 
to date proved unsuccessful, nevertheless, the SEC'S status and autonomy 
may continue “to come under fire,” according to the Department of State. 

HIID'S work has supported reformers’ legislative agendas and contributed 
to the development of key commercial laws and the establishment of the 
Russian Institute for Law-Based Economy (ILBE) to carry out the legal 
reforms during and after USAID ends its assistance. HIID also assisted in the 
development of strategies that enabled Russia to obtain a loan from the 
World Bank to implement legal reform. However, due to the political 
situation that developed in Russia after the 1995 parliamentary elections, 
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most of the legal reforms that have taken place since then have been by 
executive decrees, rather than the passage of laws. Notwithstanding HIID’S 

accomplishments, GAO found that USAID exercised minimal oversight of 
HIID. 

With HIID support, the RPC has assisted with the privatization and 
restructuring of state-owned enterprises and promoting land reform. Since 
April 1993, HIID's responsibilities for the RPC and the LPC network have been 
focused mainly on providing macroeconomic policy advice and recruiting 
program and management specialists as needed. However, while efforts to 
provide policy advice and facilitate post-privatization were generally 
successful, USAID'S land reform projects were less successful, and the RPC 
may not be sustainable without further donor assistance. 

Principal Findings 

Cooperative 
Agreement Awards 
Consistent With 
Applicable 

In October 1992, HIID submitted a proposal to USAID seeking funding to 
provide technical assistance in support of Russia’s transition to a market 
economy. Because HIID had already gained experience working in Russia 
and USAID'S assistance program in that country was in its early stages, USAID 
decided to award HIID a cooperative agreement without competition. GAO 

Guidelines,but Errors 
found that the noncompetitive award of the agreement was consistent 
with USAID'S guidelines. These guidelines allow such awards when the 

Occurred recipient has exclusive or predominant capability based on an existing 
relationship with a cooperating country. 

UWD initially provided $2.1 million in funding for the agreement. USAID 
amended the agreement nine times by September 1995, five of which 
increased funding to a total of $40.4 million. The largest single increase 
was $20 million provided in 1994 for a legal reform project. USAID 
considered holding a competition for award of a separate agreement for 
the legal reform project because, by that time, at least one other U.S. 
organization was providing legal reform assistance in Russia. However, as 
allowed by its guidelines, UWD instead decided to amend WD'S 1992 
agreement and included this project based on HIID'S existing relationship 
with Russian reformers. 

In March 1995, USMD issued a request for applications to provide “Impartial 
Oversight and Strategic Guidance for Privatization and Market Reform 
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Programs” in Russia, Ukraine, and Central Asia USAID planned to award 
four separate agreements as a result of the competition-one for 
assistance to the RPC, one for assistance on capital markets to the Russian 
SEC, one for assistance in Central Asia, and one for assistance in Ukraine. 
USAID awarded only two agreements, one to WD for $17.4 million for work 
with the RPC and one to the University of Wisconsin for work in Central 
Asia. While proposals were received for the Russian SEC project and being 
prepared for the Ukraine project, USAID canceled the portions of the 
request pertaining to those projects. 

The portion of the request pertaining to the Russian SEC was canceled 
because the Director of that organization refused to accept the indicated 
winner of the competition. The Ukraine portion was canceled because 
funds were limited, and the Ukrainian government was not interested in 
receiving the technical assistance at that time. 

GAO found that USAID used erroneous scores to select the winning proposal 
for the Russian SEC project. Ultimately, the Russian SEC rejected the 
selected proposal, and USAID did not award a cooperative agreement for 
the project. In September 1995, USAID/MOSCOW amended the existing 
cooperative agreement to provide $1.7 million to HIID. The amendment 
allowed JIJID to pay the expenses of the Russian Resource Secretariat (the 
intellectual facility for the Russian SEC) that would have been covered in 
the rejected cooperative agreement. 

The Ukraine portion of the request was withdrawn in May 1995 before 
proposals were submitted. In July 1995, HIID submitted an unsolicited 
proposal to USAID to provide macroeconomic policy advice to the 
government of Ukraine. This proposal was modified in August and 
October 1995 and at that time had an estimated budget of $6 million. After 
questions were raised by the House Committee on International Relations 
in April 1996, the proposal was agarn modified, and in May 1996 USAID 
awarded a cooperative agreement for $1.5 million to HIID. The award was 
for a scaled-back version of the $6million October 1995 proposal. The 
noncompetitive award was made under the authority of USAID guidelines. 
These guidehnes provide that competition is not required for 
“crrcumstances determined to be critical to the objectives of the foreign 
assistance program.” Because high-level Ukrainian officials specifically 
requested HIID assistance, GAO has no legal basis to question USAID'S 
determination that foreign policy considerations justified awarding HIID a 
cooperative agreement without competition. However, GAO observed that 
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some proposed HIID activities may duplicate work being performed by 
others. 

M ixed Progress on 
Key Features of an 
Efficient Capital 
Market 

Russia, with support and assistance from HIJD and other U.S. entities, has 
made substantial progress in establishing some key features of a 
functioning, efficient capital market. These accomplishments include 
developing a Russian SEC and a Resource Secretariat for technical 
assistance, a stock trading system, and a self-regulating organization for 
market participants (dealers and brokers). However, implementation of 
some other aspects of the capital market infrastructure projects, such as 
csos, have met with considerable resistance. Most of USA&S infrastructure 
efforts will end in late 1996. USAID had hoped that by then the necessary 
laws and institutions would be substantially in place, but this now appears 
unlikely. 

HIID’s Role in Establishing The cooperative agreement between HIJII and USAID gave HIID responsibility 
a Capital Market for guiding the effort to develop a capital market. This included working 

with the newly created Russian SEC to establish its independence and to 
devise the necessary capital market infrastructure, including a 
self-regulatory organization, independent stock registers, and csos. 

Under the WD cooperative agreement, HIID worked with the Russian SEC on ’ 
its regulatory and infrastructure projects. In addition, HIID long-term 
advisors and short-term specialists assisted with monitoring the 
performance of U.S. contractors to identify and implement capital market 
activities. 

Development of the 
Russian Resource 
Secretariat 

During the summer of 1994, in anticipation of the creation of the Russian 
SEC, USAID began to fund a Resource Secretariat. The idea was to 
consolidate all technical assistance to the Russian capital market 
development effort under a single organization led by experienced 
professionals. The Resource Secretariat was created through the 
assistance of HIID and USAID contractors. Specifically, HIID provided 
executives, coordinated the work of U.S. contractors and their 
subcontractors-who created the administrative and organizational 
component of the Resource Secretariat-and implemented various 
infrastructure projects. USAID has provided about $15.6 million in support 
of the Resource Secretariat and the establishment of the Russian SEC, 
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including $13.9 m illion to U.S. contractors and $1.7 m illion to HIID, as of 
May 1996.4 

Progress in Organizing the U.S. consultants assisting in the development of a  Russian capital market 
Russian Trading System proposed to USAID in December 1993 that the market’s evolution m ight best 

be advanced by organizing dealers into self-regulatory organizations 
largely patterned on the U.S. market. The task orders issued by USAID for 
implementing this Russian trading system amounted to approximately 
$15 m illion. 

As of October 1996, there were 328 members of the broker self-regulating 
organization that owns the trading system, of which 215 have trading 
system terminals in their offices. The broker organization now has 
members in 39 cities, and in 24 of these cities, members have access to the 
trading system. According to HIID, most of the 15 cities where brokers do 
not have access will be connected by the end of the year by U.S. 
consult ing firm  Klynveld, Peat, Mar-wick, Goerdeler (wMo)/Barents under 
its task order. Over 100 company stock issues are listed on the system, and 
roughly 40 to 50 percent of the over-the-counter trading in Moscow flows 
through it. The Russian trading system no longer receives assistance and is 
operated by the market participants on a self-l!nancing basis. 

Efforts to Develop CSOs 
Were Disappointing 

Market participants generally bel ieved that a  national registry company 
and a cso were needed. The cso project was to be the centerpiece of HIID’S 

infrastructure effort, with a  potential impact on stock registrars, dealers 
and brokers, the Russian central bank, foreign and domestic banks, the tax 
inspectorate, and others. USMD’S cost for this effort was estimated at 
$14 m illion. In m id-1993, a  project under HIID’S direction got under way to 
create five csos. By late 1994, cso in Moscow, Ekaterinburg, Novorsibirsk, 
St. Petersburg, and Vladivostok had emerged. Each cso evolved from an 
existing stock exchange and was owned and controlled by the exchange 
and the market participant. As of m id-1996, only the Vladivostok stock 
exchange was active. However, trading was lim ited to 30 transactrons a 
day, and the cso for Moscow was disintegrating. USATD, WD, U.S. 
contractors, and market participants cited unfavorable market conditions, 
discouraging tax laws, and political power struggles as reasons for the 
disappointing outcome. 

“The $17  nulhon was approved m September 1995  to pay the cost of Russians workmg for the 
Resource Secretanat The amount  does not include the cost of the executive management  posIt ions 
pad  through HIID’s cooperat ive agreement  that were categorized as “pohcy advice ’ 
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Status of the Russian SEC The following events highlight the ongoing nature of the struggle for 
lasting reform. On April 22,1996, Russian President Boris Yeltsin signed a 
comprehensive law “On the Securities Market” that established a structure 
for market regulation by the Russian SEC. The underlying concepts and the 
vision for the regulated capital market contained in the law are a direct 
result of HIID’S support of the Resource Secretariat and the Russian SEC.~ 
Although the Russian SEC seemed to be progressing as planned, in 
August 1996, President Yeltsin signed a decree that downgraded the status 
of the Russian SEC from a ministry to a state committee with an unclear 
mandate and no appointed Chairman. Reports from Moscow indicated that 
Russian stock market participants were surprised and dismayed by this 
move. Less than 1 month later, the action taken in the August 14 decree 
was at least partially reversed in a decree of the President “On the System 
of Federal Executive Agencies,” dated September 6,1996. The Russian SEC 
was upgraded but moved from subordination to the Ministry of Finance to 
the presidential structure. 

It is unclear whether the Russian SEC has the resources to fulfii its * 
responsibilities. Market participants told us that fulfilling the Russian SEC’S ’ 
considerable responsibilities will require a significant enlargement of its 
staff and budget. 

HIID’s Role in Legal 
Reform 

Since 1992, Russia has privatized 15,000 medium and large-scale 
state-owned enterprises and allowed private ventures but has lacked 
economic and commercial laws to underpin these developments. Under a 
cooperative agreement, HIND provided expert advice and drafting assistance 
on legislation; established a core group of long- and short-term resident 
legal advisors; helped create ILBE to carry out a legal reform project after 
USAID ends its assistance; and helped Russia obtain funding from the World 
Bank for continued legal reform, among other accomplishments. 

IBID’S work plan for the legal reform effort states that, among other things, 
it was to provide commentary, expert advice, and drafting assistance on 
19 pieces of legislation. Of the nine laws that were passed, em) was the 
principal drafter of three; for three others, it served either as co-drafter or 
provided comments.6 These laws are significant accomplishments and 
include rules on securities, joint stock companies, and advertising. 

6The reform of the capital markets has mvoIved not only HIID, but also substantial input by the New 
York Stock Exchange, the U.S SEC, and the Federal Reserve. 

GHIID parhclpated m work on seven adtiixonal laws that were passed but were not part of HIID’s 
ongmal work plan 
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The majority of laws USAID hoped that the parliament would have passed 
by the end of 1996 have not been enacted. Confronted with the possibility 
that none of the remaining legislation would come to frmtion because of 
politicti opposition to reform legislation, HIID began to place more 
emphasis on working with the executive branch to have decrees 
promulgated rather than on the enactment of legislation. 

HIID conducted this project with minimal oversight from UWD. GAO found 
that USMD did not always enforce the reporting requirements contained in 
the cooperative agreement, did not set measurable goals, and was not 
aware of decisions HIID was making that could have resulted in added cost 
to the government or significantly affected U.S. strategy. HIID at first 
submitted quarterly reports rather than the monthly reviews that were 
specified. USAID officials in Washington, D.C., questioned the completeness 
of the data in the reports that were submitted. For example, no 
information was provided on how specific HIID projects were related to the 
overall goals of the legal reform program. KIID started work on part of the 
legal reform effort before it received USATD approval, and in so doing 
became involved in work being performed by another usAnH?unded 
organization. This may have resulted in some unnecessary costs being 
incurred. 

Sustainability of HIID helped establish the RPC and oversaw the work of the contractors who 

Privatization Centers 
developed the RPC accounting system, located its office space, and 
recruited its personnel. After September 1994, the responsibility for RPC 

Questionable financial oversight shifted from HIID to the USAID mission in Moscow. 
Although USAID then gave a direct grant to the RPC to cover its operating 
expenses, HIID remained engaged by recruiting and paying the salaries of 
expatriates who held important positions such as the Chief Financial 
Officer, the Chief Procurement Officer, the Press Secretary, and a number 
of project associates. 

Following the completion of Russia’s privatization of most state-owned 
enterprises in June 1994, USAID focused on using the RPC and LPCS to help 
(1) USAID work with newly privatized firms on the difficult process of 
restructuring and (2) devise procedures for land reform. U.S. contractors 
working with the RPC helped some Russian firms successfully complete 
enterprise restructuring. For example, some of the enterprises reduced 
labor costs by streamlining operations and lowered other expenditures by 
revising procurement procedures. 
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The largest usm-sponsored land reform project was to create a real estate 
information system in selected municipalities. Five of the nine cities in ’ 
which the project was implemented rejected the system offered by the 
contractors and worked on developing another version. The RPC was 
responsible for facilitating negotiations among local agencies to unify into 
a single database the information each was maintaining, such as data on 
land, structures on the land, and housing. However, in a number of cases, r 
because the negotiations became protracted, this project did not meet its 
objectives. 

USAID informed GAO in November 1996 that the RPC had successfully j 
implemented on a fee basis a series of consulting seminars using materials 
developed by the F’mancial Management Assistance program and Program 
for Intensive Enterprise Support contractors. However, according to USAID, 
the development of LPC staff skills has been uneven, and it is not clear 
whether all IXS could successfully offer the existing consulting materials. 
Moreover, U.S. contractors also were unsure to what extent the RPC could 
provide consulting services without support from private expatriates and 
independent contractors. While financial support from the World Bank 
will be provided, Bank funds are not expected to fully meet the RFC 
network’s operating costs. 

HIID and Agency 
Comments 

USAID and HIID generally agreed with GAO'S Endings related to the award of 
the cooperative agreement to HIID and GAO'S assessment of HUD’S role and 
accomplishments. USAID noted that although GAO had no recommendations 
in this report, it planned to review existing policy regarding amendments 
to noncompetitrve agreements and improve the management and oversight 
of the grantee with respect to reporting requirements, establishment of 
measurable goals, performance monitoring, and results evaluation. 
Officials from the Department of the Treasury said that they had no 
comments on the report. The Department of State commented that HIID’S 

preexisting relationship with Russian reformers may have been adequate 
reason for the selection of HIID in the past, but given the large number of 
specialists with substantial experience in the Russian market who are 
currently available, this will be a less likely rationale for sole-source 
selection in the future. State also commented that GAO'S report generally 
appears to give a good deal of credit to HIID for endeavors that had a 
number of contributors. 
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Chapter 1  

Introduction 

The changes that swept the Soviet Union starting m  1989 were enormous, 
unprecedented, and unexpected. Almost overnight, Russia and the other 
newly independent states (NE) began the process of transforming from 
communist,  state-controlled economic and political systems-systems that 
were for almost a  century in competit ion wrth those espoused by the 
United States-into market systems. 

In December 1990, the United States began providing lim ited assistance to 
the Soviet Union to support its reform effort; after the Soviet Union 
dissolved in December 1991, the United States increased this aid. In 
October 1992, Congress enacted the Freedom for Russia and the Emerging 
Eurasian Democracies and Open Market Support Act of 1992, commonly 
known as the “Freedom Support Act.” This act set forth the broad policy 
outline for helping the MS that were part of the former Soviet Union (FSU) 
carry out both political and economic reforms. It authorized a bilateral 
assistance program that is being implemented primarily by the U.S. Agency 
for International Development (USAID). As of September 1996, USAID 
reported obligations of $1.6 billion and expenditures of $1.2 billion for 
programs and projects in Russia. 

The act also establ ished a coordinator within the State Department who, 
among other things, was responsible for developing a strategic plan for 
providing such assistance. The core objectives of the approved strategy for 
Russia were to (1) help Russia make the transition to a  market economy, 
(2) support the conversion to a  democratic political system, and (3) ease 
the human cost associated with the transition. The strategy document 
recognized that only Russian reformers could make Russia’s transition a  
success but that the United States could support the effort. It also 
recognized that the success of the reforms within Russia would have 
far-reaching consequences for the United States. A democratic, 
market-oriented, stable Russia could be a constructive partner on a wide 
range of global issues. The benefits to the United States could include 
reduced defense requirements as well as expanded opportunities to 
market U.S. goods and services to a  country of 150 m illion people. 
Conversely, a  Russia in political and economic turmoil would have the 
potential to destabil ize the region and adversely affect a  variety of U.S. 
interests. 

Although USAID is the lead U.S. agency for providing transition assistance 
to Russia, its approach to providing aid is to seek out U.S. private firms  or 
organizations to provide most of the economic, business, and financial 
advice. The United States had to reach agreement with Russian and 
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Ukrainian officials on the timing and nature of the assistance. Given their 
assessment of the situation, U.S. executive branch officials believed that 
they had a narrow window of opportunity to provide assistance to Russia. 
This was reiterated in the U.S. strategy for assistance to Russia, which set 
a goal of accomplishing several major reforms by the end of 1996. These 
mcluded establishing capital markets, developing a free market legal 
system, and privatizing Russian enterprises. 

USAID’s Use of the 
Harvard Institute for 
International 
Development 

The aforementioned conditions presented the United States with a major 
set of challenges. USAID admittedly did not have the in-house capacity to 
accomplish the task at hand owing to the political-strategic confrontation 
of the past decades and the uniqueness of the transitioning command 
economies to market basis. Before USAID’S program began, the Harvard 
Institute for International Development (HIID) had been working with the 
top echelon of Russian President Boris Yeltsin’s key economic reformers. 
HIID’S ongoing work in Russia offered USAID a opportunity to support the 
economic reform work already under way and to have access to reformers 
within the Yeltsin government. 

USAID decided to fund HIID through a cooperative agreement’ for support of 
reformers’ efforts in privatization, legal reform, and capital markets. This 
led to an oversight and management structure that did not follow the 
traditional pattern. The approach that was settled on resulted in IBID’S 
having substantial control over the U.S. assistance program. In particular, 
the traditional project management approach that USA~D normally employs 
was not in place for Russia’s economic restructuring activities. Instead, 
HIID served in an oversight role for a substantial portion of the Russian 
assistance program. Appendix I graphically depicts this structure. 

Since 1992, USA~D has amended its initial cooperative agreement with HIID 
nine times, the completion date has been extended to August 1997, and the 
value of the agreement has grown from $2.1 million to $40.4 million. These 
amendments have expanded HIID’s role from providing strategic policy 
oversight, primarily to the State Committee of the Russian Federation for 
the Management of the State Property (GI(I), to establishing the Russian 
Privatization Center (RPC), assisting in drafting commercial laws channeled 
through the State Legal Administration of the Office of the President of the 
Russian Federation (the Russian President’s Legal Advisor [GPU]), and 

‘A cooperative agreement IS a fundmg mechamsm used by a federal agency to transfer funds to an 
orgamzation to support an agency program Apphcable laws and regulations impose only mnurnal 
requxements that agencies must follow when selectmg reuplenta and awardmg cooperative 
agreements 
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providing support to the Russian Securities and Exchange Commission 
(SEC). In each of these areas, HIID helped establish Russian institutions to 
participate in the reform process and managed enterprise restructuring 
and land reform projects implemented by other U.S. contractors. The 
reformers associated with HIID have had a leadership role in these new 
institutes. In addition to the cooperative agreement with HIID, USAID made a 
direct grant of $16.5 million to RPC to support its work. 

To foster competition for work in the FSU, on March 17,1995, USAID 
requested proposals from applicants to provide impartial oversight and 
strategic guidance for privatization and market reform programs. USAID 
intended to award four cooperative agreements under the proposals: one 
for western NIS countries, including Ukraine, one for the Central Asian 
republics, and two for work in Russia--one to assist the RPC and another 
to assist the Russian SEC. The University of Wisconsin was awarded the 
cooperative agreement for Central Asia, and HIID was awarded a 
cooperative agreement for work to assist the RPC and to assist USAID with 
the overall coordination, management, and monitoring of different 
contractors and initiatives. Awards were not made for assistance to the 
Russian SEC or to Ukraine. HIID subsequently submitted an unsolicited 
proposal to provide assistance to Ukraine and was awarded a $1.5~million 
noncompetitive cooperative agreement for this purpose. 

USAID Used HIID to 
Help Manage Other 
Contractors 

In addition to assistance provided to Russia directly by HIID, HIID also 
helped USAID to manage and oversee contractors such as Arthur Andersen; 
Deloitte & Touche; Price Waterhouse; Klynveld, Peat, Marwick, Goerdeler 
(xrMo)/Peat Mar-wick; and several other consulting firms. The U.S. 
contractors were paid by USAID, not HIID. This arrangement required strong 
managerial skill and a high level of coordination. As shown in table 1.1, the 
total value of USAID'S obligations for 1992-96 for the Russian privatization 
program as of May 10,1996, amounted to about $325 million, including 
approximately $40 million for Hrm. 
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Table 1 .l : Summary of USAID’s 
Russian Privatization Program 
Funding Obligations, Fiscal Years 
1992-96 (as of May IO, 1996) 

Program 
Mass pnvatlzatlon 

Land and real estate reform 

USAID obligations 
$58,324,607 

62.626.116 
Capital market development 77,189,912 
Post-prwatlzatlon activities 71,559,346 
Policy, legal, and regulatory reform9 39,103,676 
Otherb 16.436.643 
Total 

“HIID received $36 I million of Its funding through this line item 

b”Other” cons& of miscellaneous prwatlzatlon prolects 

Source USAID 

Objectives, Scope, 
and Methodology 

Concerned about the noncompetitive nature of the awards made to HCID 
and WD’S effectiveness, the Chairman of the House Committee on 
International Relations asked us to review IBID’S work. Specifically, we 
assessed (1) how USAID awarded assistance agreements to HIID to carry out 
work in Russia and Ukraine and (2) mD’S role and accomplishments in 
implementing assistance agreements to (a) develop a Russian capital 
market2 and (b) devise a legal reform program. We also assessed the 
effectiveness of the RPC in implementing USATD post-privatization and land 
reform projects. F’inally, in response to the specific questions by the 
Committee, we provide a chronology of events regarding the 
noncompetitive award to HIID for work in Ukraine and a summary of what 
knowledge Ukrainian officials had about the project. This information is 
provided in appendix II of this report. 

To review the basis for noncompetitively awarding HUD’S first cooperative 
agreement in Russia, a subsequent $2Omillion legal reform amendment, 
and the noncompetitive award for work in Ukraine to HIID, we analyzed 
USAID guidelines, relevant files, and documents; interviewed USAID, 
Department of State, Department of the Treasury, and National Security 
Council officials; and officials representing the University of Maryland, the 
Russian Research Center for Private Law, HIID, and the government of 
Russia. 

“Capital markets consist of pnvate msntutions, technology, and regulatory structures needed to 
facilitate the orderly and cost-effectwe execution of transacbons for corporate secunties such as 
stocks and bonds 
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To evaluate whether the HIID proposal for work in Ukraine duplicated the 
work of other assistance providers, we reviewed files of the USAID mission 
in Ukraine; analyzed the HIID proposals; and interviewed officials from 
Ukrainian ministries, U.S. contractors, the International Monetary F’und, 
the U.S. Department of the Treasury, and other international assistance 
providers. 

In reviewing USAID'S management of the 1995 competition, we analyzed the 
competition files and other relevant documents; and intervrewed members 
of the evaluation panel, the USAUI Procurement Officer, other USAID 
officials, and government of Russia officials responsible for the rejection 
of the winning proposal for the Russian SEC portion of the request for 
proposals. 

To assess HIID'S role and accomplishments in the development of the 
capital market, we focused on the effort to establish an independent 
Russian SEC and the necessary capital market infrastructure. We 
interviewed officials from WD, USAID, the Institute for Law-Based Economy 
@BE), USA&S implementing contractors, capital market participants, US. 
embassy economic section staff in Moscow, the New York Stock 
Exchange, the U.S. SEC, and international financial institutions, including 
the World Bank. We reviewed USAID, HIID, and contractor files, including 
task orders and work plans. 

To assess HIID'S role and accomphshments in the legal reform program, we 
reviewed LJSAID and Department of State justification documents to 
establish the goals of the program discussed the program with the U.S. 
Ambassador to Russia, the USAID/~MOSCOW Director, and nun/Russia’s 
General Manager, the HDD/MOSCOW General Manager, law firms 
specializing in commercial reform in Moscow, World Bank 
representatives, other contractors working m the legal reform area, the 
Director of the Russian Research Center for Private Law, officials from the 
University of Maryland who had worked on the Russian Civil Code, 
members of the Russian parliament, and other relevant officials; and 
reviewed work plans, HIID progress reports, HIID reports prepared 
specifically for our review, and other USAID documents. 

To determine the results of HIID's and USA&S assistance to the RPC, we 
interviewed representatives from the RPC'S Moscow office, including the 
ChiefExecutive Officer,theHnD-supportedChiefFinancialOfficer,the 
Chief Legal Advisor, the Press Secretary, and project associates. We also 
interviewed USAID contractors responsible for implementing usiun-funded 
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technical assistance projects in enterprise restructuring and land reform 
and the USAUI representatives responsible for overseeing these projects. 
We also reviewed project status and completion reports prepared by USAID 
contractors and USAID. 

In addition to our work in Moscow, we performed site visits to St. 
Petersburg, Tver, and Vladimir. At each location, we interviewed 
representatives of the local privatization centers (LPC), local government 
administrations, and recipients of usAm-funded technical assistance. Also, 
we interviewed representatives from HIID'S headquarters in Cambridge, 
Massachusetts. 

The Rural Development Institute (RDI), a mm contractor working in the 
area of land reform, did not allow us to interview its Russian contacts; 
consequently, we were limited in our evaluation of RDI'S contribution to 
the process of developing land reform legislation in Russia in that we 
could not obtain a Russian perspective on RDI’S activities. HIID stated that 
RDI'S contacts were sensitive, because they had been developed with a 
commitment to confidentiality. 

The information on foreign laws in this report does not reflect our 
independent legal analysis but is based on interviews and secondary 
sources. 

We conducted our work from March 1996 to October 1996 in accordance 
with generally accepted government auditing standards. 

The Departments of State and the Treasury, USAID, and HIID were provided 
an opportunity to comment on this report. Treasury officials told us that 
they had no comments on the report. USAID, HIID, and the Department of 
State provided detailed comments that are discussed in the appropriate 
chapters of this report. Their comments are reprinted in appendixes IV, V, 
and VI, respectively. 
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Chapter 2 

1 USAID’s Award of Cooperative Agreements 

USAID used noncompetitively as well as competitively awarded cooperative 
agreements to fund HIID activities in Russia and Ukraine. We looked at a 
December 1992 noncompetitive award for work in Russia, a competition 
held under a request for applications issued in March 1995, and a May 1996 
noncompetitive award for work in Ukraine. 

By virtue of its early and extensive work in advising the Russian 
reformers, HIID had developed experience, expertrse, and a system of 
contacts within the Russian government. We found that USAID'S awards to 
HIID reflected the relationship it had established with Russian officials and 
that the awards were consistent with applicable laws and USAID guidelines. 
While USAID guidelines encourage competition, they recognize several 
broad exceptions to the competition requirement, allowing 
noncompetitive awards based on factors such as a recipient’s relationship 
with a foreign country and the promotion of foreign policy objectives. 

We found that, in conducting the 1995 competition, USAID used erroneous 
scores to select one of the winning proposals. W ith respect to the 1996 
award for work in Ukraine, we found no legal basis to question USAID'S 
decision to award nrrn a cooperative agreement without competition for 
foreign policy reasons. However, we observed that some of HIID'S activities 
may duplicate work being performed by other assistance providers. 

M inimal Requirements A cooperative agreement is a funding mechanism that a federal agency 

for Award of 
Cooperative 
Agreements 

uses to transfer funds to a public or private organization to support an 
agency program . Agencies often use cooperative agreements when they 
plan on being substantially involved in the management of the project 
being funded. The agreement defines the agency’s relationship with the 
recipient. Unlike acquisition of goods or services by contract, cooperative 
agreements are often used to define project goals and determ ine the best 
approach for achieving them . Because of the need for flexibility, 
applicable laws and regulations impose only m inimal requirements with 
respect to the procedures agencies must follow when selecting recipients 
and awarding cooperative agreements. 

The Federal Grant and Cooperative Agreement Act of 1977 (31 U.S.C. 
6301) establishes criteria for selecting the appropriate funding 
instrument-procurement contract, grant, or cooperative agreement-for 
a particular activity. The act requires agencies, in awarding cooperative 
agreements, to “encourage competition, where deemed appropriate.“l 

'31US C 6301(3) 
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Likewise, USAID’S guidelines “encourage” competition in the selection 
process. However, the guidelines describe a number of circumstances 
where competition is not required.2 For example, competrtion is not 
required for (1) unsolicited proposals, (2) awards where one recipient has 
exclusive or predominant capability based on an existing relationship with 
the cooperating country, (3) follow-on awards that continue an existing 
assistance relationship, or (4) such other circumstances determined to be 
critical to the objectives of the foreign assistance program (the “foreign 
policy” exception).3 

1992 Noncompetitive In October 1992, HIJD submitted a proposal to USAILI seeking funding to 

Award of First HIID 
provide technical assistance to Russia. The proposal focused primarily on 
support for Russia’s privatization efforts. At the time, USAID’S assistance 

Cooperative program in Russia was in its early stages. HIID officials already had 

Agreement experience working with Russian reformers and had provided substantial 
technical assistance in establishing Russian institutions designed to 
sustain economic reforms. 

Since USAID believed there was an urgent need to begin U.S. support for 
Russia’s privatization efforts and to coordinate western donors and 
contractors, it decided to award mm a cooperative agreement without 
competition based on the expertise and relationships HIID had developed in 
Russia. Under USAU) guidelines, competition is not required when the 
recipient is considered to have exclusive or predominant capability based 
on an existing relationship with the cooperating c~untry.~ Therefore, in 
our view, the award was consistent with USAID guidelines. 

USAID initially provided $2.1 million in funding for the agreement. The 
agreement was amended nine times; five of the amendments increased 
funding for the agreement with HIID. By September 1995, funding for the 
agreement totaled $40.4 million. The largest single increase in funding was 
a noncompetitive amendment executed in July 1994 that provided 
$20 million for a legal reform project. The purpose of the project was to 
support a newly formed coordinating committee on law drafting, chaired 
by the head of GPU and composed of representatives from GPU, the Duma 
(the lower house of the Russian parliament), and the Federation Council 
(the upper house of parliament). The amendment increased funding for 

“USAID Handbook 13, chapter 2, “Selecixon of Reclplents n 

WSAID Handbook 13, chapter 2B(3). 

4USAID Handbook 13, chapter 2B(3)(b) 
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HIID’S agreement from $15.6 m illion to $35.6 m illion and extended the 
completion date from August 1995 to August 1997.5 

By the time  of the amendment,  USAID’S legal reform efforts in Russia were 
expanding and other USAID recipients were providing technical assistance 
to Russian institutions. For example, the University of Maryland’s Center 
for Institutional Reform and the Informal Sector (IRIS), another 
organization that had received USAID funding, was also doing legal reform 
work in Russia. 

In view of the fact that another organization was by now providing this 
type of assistance to Russia, USAID considered conduct ing a  competit ion. 
Nevertheless, USAID decided to amend HIID’S existing agreement, justifying 
the amendment  based on HIID’S having an exclusive or predominant 
capability due to its existing relationship with Russian officials. The 
USAID/MOSCOW Director also noted that the decision to continue HIID’S work 
was supported by foreign policy considerations and endorsed by the State 
Department’s NIS Coordinator’s Office, the National Security Council, the 
Department of the Treasury, the Office of Management  and Budget, and 
the USAID Assistant Administrator for Management.  

In support of its determination to award the amendment,  USAID explained 
that HIID had a unique advantage to carry out the legal reform program 
because HIID’S assistance had been requested by GPU as a direct outgrowth 
of its ongoing program. Specifically, USAID found that W D  had developed a 
“deep relationship of trust” with the Russian reformers involved in the 
project and that it had a unique track record in providing policy advice in 
Russian reform efforts. USAID characterized GPU as the primary legal 
counsel  to the Russian President. 

According to IRIS documentation, IRIS chal lenged USAID’S characterization of 
GPU as the Russian President’s chief legal advisor. According to IRIS, 
President Yeltsin also sought legal advice from a broad group of 
individuals and entities, including other members of the Presidential 
Council, the M inistry of Justice, and the Chairman of the Research Center 
for Private Law. In fact, according to IRIS, the Research Center was 
primarily responsible for developing an important portion of Russia’s new 
Civil Code, with assistance from representatives of the Office of the 
President and Prime M m ister, the M inistry of Justice, the judiciary, the 

SThe other amendments  that USAID made to the cooperat ive agreement  were smaller. Under  USAID 
Handbook 13, chapter 2B(3)(c), competit ion IS not reqmred for amendments  to exlstmg assistance 
agreements 

Page 24  GAO/NSIAD-97-27 Foreign Assistance 



Chapter 2 
USAID’s Award of Cooperative Agreements 

parliament, and the academic community. According to IRIS, this work w& 
accomplished despite initial opposition from GPU. 

Whether or not GPU was the President’s primary legal advisor, it is clear 
that GPU was an important force in Russia’s legal reform efforts and that it 
was to play a significant role in the project that formed the basis for the 
amendment to HJID'S agreement. Therefore, we beheve that USAID'S decision 
to amend HIID'S agreement was reasonably based on HIID'S existing 
relationship with Russian reformers. 

1995 Competition 
Under Request for 
Applications 

On March 17’1995, USAID issued a request for applications for “Impartial 
Oversight and Strategic Guidance for Privatization and Market Reform 
Programs in Russia, West NIS [Ukraine, Moldova, and Belarus], and Central 
Asia of the Former Soviet Union.” USAID planned to award two agreements 
for assistance to Russia--one for work related to the RPC and one for 
assistance to the Russian SEC-and one agreement each for work in 
Ukraine and Central Asia. HIID submitted two proposals-one for 
assistance related to the RPC and one for assistance related to the Russian 
SEC. 

USAID awarded only two agreements, one to HIID, valued at $17.4 million, 
for work with the RPC and one to the University of Wisconsin for work in 
Central Asia While proposals were received for the Russian SEC project 
and were being prepared for the Ukraine project, USAID canceled the 
portions of the request pertaining to those projects. 

We found that USMD used erroneous scores to select the winning proposal 
for the Russian SEC project. Ultimately, the Russian SEC refused to accept 
the projected winner, and USAID did not award a cooperative agreement for 
the project. In the meantrme, USAID amended HIID's original cooperative 
agreement and added $1.7 million to cover certain Russian SEC costs 
through September 1996. 

The Ukraine portion of the request was withdrawn before proposals were 
submitted, based on USAID'S determination that funds were limited and that 
Ukrainian officials were not interested in oversight assistance. In 
May 1996, USAID awarded HIID a cooperative agreement for work in 
Ukraine. Because tigh-level Ukraiman officials specrficahy requested HIID 
assistance, we had no basis to question USAID'S decision to award HIID a 
cooperative agreement without competition for foreign policy reasons. 
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Selection Process for 
Russian SEC Work 

USAID established a committee and developed criteria for evaluating 
proposals for the RPC, the Russian SEC, and the Central Asia projects. USND 
instructed panel members to use the following criteria and weights to 
evaluate proposals (see table 2.1). 

Table 2.1: Criteria and Weights for 
Proposal Evaluation Criteria 

Quallflcatlons and experience of personnel 
Weights (percent) 

50 
Prior case study 
lnstltutlonal quallflcatlons and experience 
Total 

30 
20 

100 

USAID also specified that it would “look favorably on applications that 
minimize the number of expatriate person months, maximize the 
participation of local indigenous staff and provide the best overall value to 
the Government, cost and other factors considered.” 

The evaluation committee was composed of five individuals, including 
three USAID officials, an RPC representative, and a Russian SEC 
representative. The committee Chairman was from the USAID project office. 
Both the RPC and the SEC had been given an invitation to nominate 
representatives to the selection panel. In late June 1995, the Assistant 
Administrator for European and NIS Affairs communicated a second 
invitation to the Russian SEC director. According to USAID and State 
Department officials involved in this decision, the Russian instrtutions 
were allowed to place representatives on the committee because they 
would be working closely with the winners of the competition. The 
officials wanted to ensure that the Russian institutrons would have a say in 
and ultimately accept the selection of the organization with which they 
would be working. 

The Director of the RPC nominated a high-level RPC employee. The 
employee was approved by USAID and named to the committee. The 
Russian SEC initially nominated an individual employed by Price 
Waterhouse, but USAID rejected this individual because Pnce Waterhouse 
was subject to HIID oversight. The Russian SEC then nominated an 
individual from the World Bank’s International F’mance Corporation who 
had extensive experience working in the Russian capital markets. The 
Executive Director of the Russian SEC stated that the nominee was very 
familiar with the content and organization of his programs and plans for 
the future. USAID approved the nominee. However, because the Russmn 
SEC'S second nomination of a representative did not occur until after the 
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other committee members had completed their evaluations, USAID had to 
formally reopen the process to allow the Russmn SEC representative to 
conduct her evahration.6 

According to the USAID Procurement Officer responsible for conducting the 
competition, the Russian SEC representative did not follow the instructions 
for evaluating proposals based on the usAm-developed criteria. Instead, 
she ranked the eight applicants in descending order, wrth eight bemg the 
highest rating and one the lowest. UWD’S Procurement Officer reconciled 
the Russian SEC representative’s ranking with the other committee 
members’ numerical ratings by multiplying each proposal’s ranking by the 
weighted value of the category. For example, he gave the top-ranked 
proposal an 80 (0.8 x 100 percent). Because most of the panel members 
had departed Washington, D.C., where the scoring had taken place, the 
USAID Procurement Officer said he made no effort to reconvene the panel 
for group analysis or to have the Russian SEC representative correct her 
scores. 

Mathematical Errors in We found that the USAID Procurement Officer made several mathematical 
Calculation of Final Scores errors when calculatmg the final panel’s scores for the Russian SEC 

proposals. According to the official, he made the errors when he 
transferred comnuttee members’ individual scores to his Enal worksheet. 
Based on his tally of individual scores, the Procurement Officer calculated 
that the panel had rated a proposal submitted by the Stanford Research 
Institute (SRI) the highest. He calculated an average score of 76.7 percent 
for SRI and 76.4 percent for HIID. Our discussions with the panelists and our 
review of their individual evaluations disclosed several discrepancies 
between the panel members’ ratings and the ratings recorded by the 
Procurement Officer. Based on our calculations, the panel members 
actually gave HIID an average rating of 77.1 and SRI an average rating of 
76.08. 

The Procurement Officer said that he recommended SRI for award of the 
Russian SEC cooperative agreement based on the committee ratings, which 
he acknowledges were incorrect. According to USAID ofEcraJs, when USAID 
informed the Director of the Russian SEC that SRI had been selected for the 
cooperatrve agreement to work with his organization, he refused to accept 

Because of HIID’s close mvolvement m estabbshmg and operatmg the RPC and the Russran SEC, 
questrons have been rarsed concemmg the abrhty of the mdrvrduals representmg these orgamzauons to 
farrly and mdependently evaluate the proposals For both of these orgamzatrons, HIID had provrded 
personnel for key manage& posrhons, and each orgamzatron strongly supported HIID’s work 
However, each representatrve cerhfied m wntmg that he or she had no confhcts of interest 
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SRI. Consequently, USAID chose not to award a cooperative agreement for 
the Russian SEC work. 

In September 1995, before SRI was notified that the Russian SEC portion of 
the competition had been canceled, USAID/MOSCOW amended HIID’S existing 
cooperative agreement to provide $1.7 million to HIID to finance 20 Russian 
professionals for the Russian Resource Secretariat (the Resource 
Secretariat provided professional advice to the new SEC). The amendment 
allowed HIID to fund these personnel through September 1996; the cost of 
operating the Russian Resource Secretariat would have been covered in 
the rejected cooperative agreement. 

1996 Npncompetitive The March 17,1995, request for applications covered assistance in the 

Award of Cooperative 
western NIS, including Ukraine, Moldova, and Belarus. The request was for 
impartial oversight and strategic advice for privatization and market 

Agreement for reform programs. On May 23,1995, USAID decided not to award a 

Ukraine cooperative agreement for assistance to Ukraine and withdrew that 
portion of the request.7 According to the usA&Kiev Director, the decision 
to withdraw the request was made because of limited funds and because 
Ukrainian officials had indicated they were not interested in oversight 
assistance. 

In July 1995, JSIID submitted an unsolicited proposal to USAID for a project 
to provide macroeconomic policy advice to the government of Ukraine. 
The proposal was modified in August and October 1995 and at that time 
had an estimated budget of $6 mihion. In April 1996, after the House 
Committee on International Relations raised concerns about the proposed 
agreement, HIID submitted a scaled-back proposal that had three 
components: advice on macroeconomic and monetary policies, tax and 
budget assistance, and advice on reforming Ukraine’s pension program. In 
May 1996, USAID decided to award without competition a cooperative 
agreement for $1.5 million, based on HIID’s scaled-back proposal. The 
noncompetitive award was made under the authority provided in USAID 
Handbook 13, chapter 2, paragraph 2B3e, which states that competition is 
not required for “circumstances determined to be critical to the objectives 
of the foreign assistance program by the cognizant [Assistant 
Administrator].” According to USAID, earlier attempts to provide policy 
advice to Ukraine through the competitive process had been rejected by 
the Ukrainian government, which had a generally negative view of foreign 

IHIID had decided not to subrmt a proposal for Ukrame pursuant to the March 17,1995, request 
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advisors. However, Ukrainian officials subsequently specifically requested 
assistance and macroeconomic advice from HIID. 

On March 26,1996, the Assistant Administrator determined that the award 
would be made without competition based on foreign policy 
considerations8 The award was also approved by a representative from 
the State Department’s Coordinator for Assistance to the FSU, a 
representative from the Treasury Department, and a representative from 
the National Security Council. The justification for the award provided the 
following: 

“It IS squarely m the mterest of the United States for Ukrame to implement its reform 
programs successfully, and high-level strategic advice wrll clearly serve as a critical catalyst 
at this juncture. Thus, it behooves USAID to be responsive to the [government of Ukrame] 
request for MID'S assistance, which will enable strategic policy advisors, who speciahse in 
transiuon economies, to help shore up the [government of TJkraine’s] political will and 
provide them with the techmcal expertise to formulate and implement appropriate pohcies 
Ear-her attempts to provide economic policy advice through a competitrve Request for 
Apphcauons process was specrfically rejected by the [government of Ukrame] because at 
the time, they did not perceive the need for techmcal assistance that they now 
acknowledge ’ 

Because high-level Ukrainian officials specifically requested HIID 
assistance, we have no legal basis to question USAZD’S determination that 
foreign policy considerations justified awarding HRD a cooperative 
agreement without competition. 

Potential Duplication of 
Ongoing Work 

The USAID mission in Kiev observed that the tax components of HIID’S 
proposal would largely duplicate and quite possibly delay work already 
being done by a U.S. Treasury advisor and others. The mission also noted 
that HIID’s proposal would likely duplicate work being done by the 
International Monetary F’und for the National Bank of Ukraine in areas of 
foreign exchange and credit policies. This concern was also raised by the 
Fund representative in Kiev in July 1996. The USAU) mission also concluded 
that despite some deficiencies with a German-sponsored program in the 
area of pension reform, HIID’S proposal would be counterproductive to this 
effort and the project would have to begin all over again. 

SThe head of USAlD’s pnvatrzation/economx reform office noted that the MID proposal might m some 
respects duphcate work under the request for applications, and we note that both HIID and the request 
sought to provide advice and assistance in reformmg Ukraine’s tax law. While the USAID official 
beheves that the work should have been competed, she recogmzed that the Ass&ant Admnustrator 
had authonty to make an award to HIID based on foreign pohcy conslderabons 
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The May 24,1996, cooperative agreement with HZID awarded on the basis of 
foreign policy considerations recognized these potential areas of 
duplication and made reference to the need for HIID to coordinate with 
other assistance providers. 

Agency Comments In commenting on this report, USAID generally agreed with our findings that 
these awards were consistent with applicable laws and its guidelines. USMD 
also stated that although we made no recommendations, it planned to 
review existing policy regarding amendments to noncompetitive 
agreements. 

The Department of State noted that while mm’s preexisting relationship 
with Russian reformers may have been adequate for the selection of HIID in 
the past, “an explosion in the numbers of economic specialists and of 
Americans, with business and academic backgrounds with substantial 
experience in the Russian market, would make this a less likely rationale 
for ‘sole source’ selection in the future.” 

Page 30 

i . . 

.i ’ 

7 * 3 j , /(- t 
:. , “? 

GAO/NSIAD-97-27 Foreign Assistance ’ 



Chapter 3 

Russian Progress Toward Developing an 
Efficient Capital Market 

USAID and HIID agreed early on that a well-functioning, efficient capital 
market was critical to Russia’s successful transition to a market economy. 
Russia needed an efficient system to (1) raise capital; (2) facilitate the 
selling and registration of shares; and (3) provide reliable information to 
potential investors, among other things. Between fiscal years 1992 and 
1996, USAID provided $77.2 million for the capital market development 
effort, mostly through consultant organizations such as Booz Allen, 
Burson Marsteller, Arthur Andersen, KpMo/Peat Mar-wick, Ian Freed 
Consulting, Price Waterhouse, and Deloitte & Touche. HID’S role was to 
provide strategic guidance to the capital market development effort, 
including helping to coordinate and provide impartial oversight over the 
consultant contractors that gave technical assistance to Russian 
institutions. 

With the assistance of HIID and other U.S. contractors, Russia has made 
significant progress in developing a capital market. A key factor in this 
progress was HIID’s assistance in creating an organization to consolidate 
technical aid to the Russian capital market. To date, Russia has 
established (1) an SEC, (2) a national company for registering trades, (3) a 
stock trading system, and (4) a self-regulatory organization for market 
participants. However, the goal of establishing an efficient, 
well-functioning capital market has encountered a number of problems, 
including recent political maneuvering to downgrade the Russian SEC’S 
status and autonomy. These efforts, although ultimately unsuccessful, 
created uncertainty about its future role. Furthermore, plans for a national 
system of clearing and settlement organizations (cso) needed to facilitate 
the settlement of transactions have not been fully realized. 

According to HIID, the threats to capital market development have been 
real and serious. HIID’s resident General Director stated that over the last 
2 years, many parties have been interested in an aggressive bureaucratic 
intervention to prevent market mechanisms from functioning normally. 
Thus, the future of the Russian capital market is uncertain at this time. 

Condition of Russia’s At the time when USAID began to support this capital market development, 

Capital Market When 
Russia was suffering from many of the ills typically associated with the 
transformation from a state-controlled economy to a market economy. 

Assistance Began F’irst, the Russian securities market was created by the mass privatization 
of thousands of state-owned enterprises, which eventually resulted in 
millions of new shares and share owners. 
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In addition, the lack of an organized, efficient, and controlled environment 
for trading securities presented a huge obstacle to the development of a 
secondary market in Russia.l In the absence of a modern trading 
apparatus, brokers had to physically travel to a company’s registrar to 
ensure that the change in share ownership was entered m the books 
correctly. Brokers then had the option of carrying suitcases full of cash to 
close the deal or transferring money through the banking system. This 
could take weeks or even months-exposing the broker to additional risk. 
In the interim, the price of the shares purchased could fall or, in the case 
of a price increase, the seller could decide to back out of the deal in order 
to retain the gain. 

The existing capital market was also highly fragmented and opaque. There 
was no mandatory listing of shares. Trading occurred principally through 
informal arrangements among brokers and was conducted almost entirely 
in the over-the-counter (OTC) markets. Brokers relied on their connections 
with enterprises to find shares and then set their own prices, which could 
differ by a huge margin from other sellers’. Most often, information on 
transactions and prices was not disclosed and, when it was revealed, it 
was not trustworthy. In most cases, stock certificates were not issued. 
Instead, ownership was recorded in company ledgers that were not 
necessarily independent of the actual company they served. These factors 
encouraged trading activities that were nonstandardized, fragmented, 
costly, time-consuming and, from an investor’s perspective, unreliable. 

The absence of organized trading markets also meant that enterprises had 
few avenues for rming capital through the issuance of shares. Broker 
syndicates that placed shares in the capital markets were only just 
beginning to emerge. Moreover, a number of logistical and practical 
difficulties impeded the sale of shares, particularly on an inter-regional 
basis. Therefore, enterprises had to devise their own method of attracting 
share buyers. Moreover, in the absence of organized capital markets, these 
enterprises generally found it unnecessary to engage in practices designed 
to ensure investor confidence. Enterprises did not disclose detailed 
financial information on a regular basis. Their boards rarely included truly 
independent directors. And some enterprises deliberately tried to thwart 
the rights of outside investors. 

‘The marketplace for buyers and sellers of exlshng seeunties IS called a “secondary market * The most 
frequently cited example of a secondary market IS the New York Stock Exchange, where eqmtles of 
large U S corporations are traded Secondary markets are often contrasted wrth pnmary markets, 
where newly issued secunhes are sold to investors 
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HIID’s Role in With the award of the cooperative agreement in December 1992, HHD 

Establishing a Capital 
basically became responsible for guiding the capital market development 
effort. This included working with the newly created Russian SEC to 

Market establish its mdependence and to develop the necessary capital market 
infrastructure, including self-regulatory organizations, independent stock 
registers, and csos. 

Under the cooperative agreement, HIID was to work with the Russian SEC 
on its regulatory and infrastructure projects. HIID was to assist in the 
development of institutional capabilities with respect to regulatory 
requirements and infrastructure needs and then participate in project 
design and implementation by helping to (I) design and execute 
information-gathering tasks, (2) analyze existing needs, (3) determine key 
concepts for the project, (4) articulate the vision for the projects, and 
(5) define and carry out the projects. In addition, HIID’S long-term advisors 
and short-term specialists also were responsible for assisting with 
monitoring contractor performance. 

In 1994, HIID, with the assistance of a representative of a senior investment 
officer from the World Bank’s International Finance Corporation, prepared 
a memorandum on developing a Russian capital market. The 
memorandum presented some of the choices about the structure of the 
capital market and made recommendations about possible courses of 
action to follow. For example, it recommended that the capital market 
should be regulated through a combination of a self-regulatory 
organization and a centralized bureaucracy. It also recommended that the 
market participants be left to choose the trading system that best met their 
needs. In addition, the memorandum discussed shareholding and 
settlement structures, share deposits, and custodial services but did not 
make any recommendations in these areas. 

USAID also used “omnibus” contracts’ to retain the services of U.S. 
contractors that had the ability to mobilize the resources and expertise 
needed to identi@ and implement capital market activities. These 
contracts required the subsequent approval of task orders and work plans 
for the purpose of further defining the role the contractor was to perform. 

-USAID’s Europe and NIS Bureau often procured U S techmcal assistance through multipurpose 
contracts, commonly referred to as “ommbus” contracts These contracts provided for the 
performance of actlvlhes, many of which needed to be further defined. USAID used the omnibus 
contracts to retam the services of U S compames to moblhze, either m-house or through 
subcontractors, the resources and experhse needed to identify and implement proJect actimtles The 
descnption of work m these contracts was very general 
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HIID (working with Russian reformers, contractors, and USAID) helped write 
these task orders. 

Development of the 
Russian SEC 

During the summer of 1994, in anticipation of the creation of a Russian 
SEC, USAID began to fund a Resource Secretariat through HIID and USAID 
contractors. The idea was to consolidate all technical assistance to the 
Russian capital market under a single managerial and coordination 
structure led by experienced professionals. The objectives of the Resource 
Secretariat and the Russian SEC were 

to develop the institutions and infrastructure of the Russian securities 
market, 
to foster self-regulation by market participants, and 
to provide regulatory oversight of the market through self-regulatory 
organizations. 

The Resource Secretariat was created through the assistance of HIID and 
USAID contractors. Specifically, HIID recruited and, using funds provided by 
USAID, paid for the salaries of executives in the Resource Secretariat. HIID 
also coordinated the work of USAID contractors, including consultant and 
accounting firms, and of their subcontractors. These subcontractors 
created the administrative and organizational component of the Resource 
Secretariat and implemented various infrastructure projects. USAID had 
provided about $15.6 million in support of the Resource Secretariat and 
the establishment of the Russian SEC, including payments of $13.9 million 
to U.S. contractors and $1.7 million to HIID, as of May 1996.3 

In addition to the work performed by the Resource Secretariat, HIID 
assisted the Russian SEC through HIID’s legal reform project. Among other 
efforts, the legal reform project worked on a draft securities law and 
provided amendments and refinements to the draft. On April 22,1996, 
President Yeltsin signed a comprehensive law “On the Securities Market” 
that established a structure for market regulation by the Russian SEC. 
Market participants said that the adoption of this law was a significant 
milestone. According to USAID and HIID officials, the concepts of the law 
and the vision of the capital market regulation contained in the law are a 
direct result of HIID’S support of the Resource Secretariat and the Russian 
SEC. 

3The $1.7 million was provided by USAID m September 1995 to pay the cost of Russmns workmg for 
the Resource Secretanat However, this does not mclude the funding for the executive management 
positions funded through HIID’s cooperahve agreement that HIID accounted for as “pohcy advice 1, 

Page 34 GAO/NSIAD-97-27 Foreign Assistance 



Chapter 3 
Russian Progress Toward Developing an 
Efficient Capital Market 

Progress on Other Features Russia, with support and assistance from HIID and others,4 has made 
of an Efficient Capital substantial progress on some of the key features of a functioning, efficient 
Market capital market infrastructure. These accomplishments include developing 

a Russian SEC, a stock trading system, and a self-regulatory organization 
for market participants (dealers and brokers). Efforts to establish other 
infrastructure elements, however, have encountered obstacles. Most of 
USAID’S infrastructure efforts will end in late 1996, by which time USAID had 
hoped that the necessary laws and institutions would be substantially in 
place. This now appears unlikely. 

The Russian Trading System HIID provided oversight over the development of the Russian stock trading 
system. Barents, an economic consulting unit of the accounting firm 
KPMG/peat Marwick, was responsible for implementation of the project. 

In December 1993, ~MWBarents proposed to USAID and in February 1994 
to the western staff (Resource Secretariat) of the Russian SEC that the 
market’s evolution might best be advanced by organizing dealers in a 
National Association of Securities Dealers Automated Quotation system 
(Nasdaq)-Style sell-regulatory organization. This would be an evolutionary 
step from their present activities in an informal OTC market. In mid-1994, 
I<pMG/Barents, the Russian SEC, and UWD began to create a national 
electronic OTC market largely patterned on the U.S. market. The 
~MWBarents’ task orders for implementing the Russian trading system 
and the associated institutional development, paid by USAID, amounted to 
approximately $15 million from 1992 through 1996. 

The project covered the operational costs to “jump-start” the trading 
system. For example, the contract task order included funds to pay for the 
salaries of expatriate advisors that provided technical assistance to the 
self-regulatory organization, covered the operational cost of this 
organization, and provided computers and software along with the training 
to establish a telecommunications network that connected Moscow 
brokers and regional brokers to the trading network. One of the Russian 
trading system’s primary contributions has been in increasing the quality 
of pricing information. 

As of October 1996, there were 328 members of the broker self-regulating 
organization that owns the trading system, of which 215 have trading 
system terminals in their offices. The broker organization now has 
members in 39 cities, and in 24 of these cities, members have access to the 

4The reform of the capital markets has involved not only HIID but also substantial input by the New 
York Stock Exchange, the U S. SEC, and the Federal Reserve 
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trading system. According to HIID, most of the 15 cities where brokers do 
not have access will be connected by the end of the year by KpMo/Barents 
under its task order. Over 100 company stock issues are listed on the 
system, and roughly 40 to 50 percent of the OTC trading in Moscow flows 
through it.5 The Russian trading system no longer receives assistance and 
is operated by the market participants on a self-financing basis. 

Development of Self-Regulatory The Russian trading system initiative served as a springboard for the effort 
Dealer/Broker Organizations to promote professional associations and self-regulatory organizations for 

brokers and dealers. According to a ~Mo/Barents official, KpMc/Barents 
presented to the State Department Coordinator a proposal to assist in 
organizing a self-regulatory dealer/broker organization. The rcpMc+/Barents 
official believed that there was a need for uniform practices and codes of 
ethical conduct in the Russian market. Without organized discipline, 
liquidity and costs suffer, and market activity is impeded. HIID provided 
general oversight over KpMo/Barents’ work as part of its cooperative 
agreement responsibilities. 

As a result of KpMc/Barents’ work, a Professional Association of Market 
Participants (PAUFOR) was established. PAUFOR is the Moscow association 
of brokers and dealers. A nationwide organization called the National 
Association of Professional Market Participants (NAWOR) was also 
established. It is essentially an umbrella organization of local broker 
organizations, including PAUFOR, in six regions of the country. The 
associations are self-regulatory organizations of market participants that 
develop governance, fair practice rules, trading rules, and compliance and 
enforcement procedures to help promote fair and trustworthy markets 
that earn the confidence of investors in Russia and overseas. As of 
July 1996, the umbrella organization had been active for approximately 
1 year. 

Market participants, both Russian and foreign, stated that PAUFOR, while 
still in its infancy, has had a positive effect on market practices and has 
helped to improve the conditions in Russian capital markets. While the 
organization is not yet as strong or effective as many would like to see it, 
market participants we interviewed were generally quite impressed with 
the progress to date. They said that PAIJFOR is gaining members on a fairly 
steady basis. According to contractor and U.S. officials we interviewed in 
Moscow, as more and more market participants adhere to PAUFOR'S codes 
and practices, it will become increasingly difficult for “rogue” traders or 
firms to conduct business in the Russian market. 

5These.statMxswereprovldedbyHIIDmOctober1996. 
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PAUFOR is operating at close to a break-even level and is increasing in 
membership at a promising rate, according to KpMo/Barents officials and 
market participants. Compliance with financial and disclosure 
requirements is improving, and drsciplinary measures are being taken 
against transgressing firms. 

National Registry Company HIID recognized that the establishment of reliable stock registrars must be 
Established to Address Register one of the highest priority areas of the Russian SEC. The specific goals of 
Problems the task order HIID helped prepare for xp&ro/Barents were to (1) play a 

catalytic role in stimulating the creation of one or more third-party 
registrars capable of providing quality servrces, on an interregional basis, 
to large issuers and (2) provide guidance to the registrar industry on legal, 
regulatory, and operational issues involving such areas as shareholders’ 
entitlements and processing of distributed share transfers. 

According to a senior Resource Secretariat official, the concept behind the 
National Registry Company (NRC) was that Russian companies seeking 
foreign capital would be compelled to use NRC or a similarly 
well-conceived and -operated registrar. A centerpiece of the proposal was 
the participation of very large and visible Russian companies, such as 
Lukoil, that would serve as examples of significant companies willing to 
place their company’s stock registration with NRC. This was intended to 
induce other companies to move their registries to the new, or similar, 
registrars. 

Large issuers particularly present problems in the areas of shareholder 
communications, exercise of voting rights, payment of dividends, rights 
offerings,6 and other shareholder entitlements. This is partly because large 
issuers often have their shares broadly distributed across a number of 
regions, with transfers occurring in more than one principal location. This 
introduces significant organizational, processing, and legal and regulatory 
questions, such as the role of subregistrars and multiple transfer agents. 

In February 1994, USAID developed a task order for Deloitte & Touche to 
assist in the development of a large stock issuer registrar for recording 
stock ownership. The task order noted that for large issuers (defined as 
those companies havmg in excess of 100,000 shareholders) the challenge 
of obtaining quality services from an independent registrar is considerably 
greater than for smaller companies. 

6Rlghts offerings are the sale of new shares of common stock by chstnbutmg stock purchase nghts to a 
firm’s exlstmg shareholders. 
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NRC, a large-issue shareholders’ registry designed to conform to 
international standards for registry activities, was initially capitalized at 
$10 million by the Bank of New York International Stock Registry 
Corporation, Nikoil Investment Company (Russia), United Export-Import 
Bank (Russia), the World Bank’s International Finance Corporation, and 
the European Bank for Reconstruction and Development. 

However, as of October 1996, the transfer of the Lukoil register had not 
been executed. This, among other factors, has led to a certain amount of 
skepticism on the part of market participants. While they do not doubt that 
NRC itself will be a responsible and worthwhile organization, the delay in 
Lukoil’s executing the arrangement lowered hopes in the broker 
commuuity by giving the appearance, at least to some, that the project did 
not have the momentum necessary to succeed.7 

However, according to HIID, progress has been made in sohdifying the 
NRC’S position. HIID said in October 1996 that NRC has now taken over the 
registers of 17 Russian companies, all of whom have more than 1,000 
shareholders. Five of these companies have more than 10,000 
shareholders. HIID said that in September 1996, NRC became the registrar 
for Norilsk Nickel, the world’s largest nickel producer, and that NRC was in 
the final stages of negotiation for client agreements with an additional five 
Russian companies, including Lukoil. It said that although the transfer of 
the Lukoil register has been delayed, Lukoil has publicly reconfiied its 
intention to transfer its company register to NRC as soon as its internal 
corporate reorganization is complete. This should occur by April 1,1997. 
Lukoil and NRC are currently finalizing the contract for such a transfer. We- 
have not verified the recent information provided by HIID. 

Efforts to Develop CSOs 
Encountered Obstacles 

There was consensus among market participants that a central depository 
was needed to facilitate the clearing and settlement of transactions. In 
mid-1993, a project under HIID’S direction got under way to create five csos. 
By late 1994, csos in Moscow, Ekaterinburg, Novosibirsk, St. Petersburg, 
and Vladivostok had emerged. Each cso evolved from an existing stock 
exchange and was owned and controlled by the exchange and the market 
participant. 

7me certam decrees and regulations have been passed m an attempt to improve mdustrylvlde 
reglstxar practices, many compames are servxed by “pocket” regWrars, that 1s, rea?trars that they 
control. Thus has proven to be a major lmpedlment to secondary tradmg. Company management 1s 
often able to use its relationshp urlth the pocket regwtrars to get them to refuse to record changes m 
ownershp of shares m order to lessen outsider pa.rhclpation m the firm 
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The cso project was to be a key element of HIID’S mfrastructure effort, with 
a potential impact on stock registrars, dealers and brokers, the Russian 
central bank, foreign and domestic banks, the tax inspectorate, and others. 
USAID’S cost for this effort was $14 million for fiscal years 1992-96. 

HIID, through its support of the Resource Secretariat, took an active role in 
designing and implementing the Moscow cso, known as the Depository 
Clearance Company (DCC). The original concept was for DCC to hold stock 
shares in either the stock owner’s name or a nominee’s name. It was also 
to settle stock transactions. The Resource Secretariat’s former Executive 
Director, an HIID employee, devoted considerable time to develop DCC. 
Moreover, HIID, using usAm-provided funds, paid the salary of the DCC’S 
second President. In addition, U.S. contractors, under HIID oversight, 
(1) identified potential institutions with which it hoped to work to develop 
CSOS, (2) determined the level of assistance required and developed a work 
plan, (3) provided financial support to these mstitutions to cover operating 
expenses, (4) gave policy and organizational advice, and (5) trained staff 
to perform the activities required for a self-regulatory organization. 

According to the contractor, as of mid-1996, only the Vladivostok stock 
exchange was active, executing about 30 transactions a day, and as of 
mid-1996, DCC was disintegratmg. USAID, HIID, U.S. contractors, and market 
participants cited a number of reasons for the csos’ current status. These 
included unfavorable market conditions, discouragmg tax laws, and 
political power struggles. 

lfavorable Market Conditions According to HJID and a U.S. contractor, DCC is not yet fully operational in 
part because the market was not ready for such an organization. In 1994, 
the dealers in Moscow and to a lesser extent in St. Petersburg were buying 
and sellmg shares mainly to accumulate share packages for large buyers. 
The dominant force in this market was foreign buyers purchasing through 
Credit Suisse First Boston Bank (CSFB). The Moscow dealers were 
providing CSFB shares they bought from small regional dealers. 

By mid-1995, however, foreign interest in Russian shares declined, and 
market activity then centered on domestic buyers who were consolidating 
their purchases of shares. Dealers were buying from small customers and 
selling to larger customers, usually Russian enterprises, banks, and 
voucher funds.8 These activities did not involve a settlement between 
dealers. Moreover, high inflation and political uncertainty continued to 

8Durmg voucher pnvatization, a number of funds contammg vouchers, or shares, for many companies 
were estabhshed by RUSSB.XI orgamzations 
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reduce the demand for shares to a few dozen large, well-known 
companies, mainly traded by 20 or 30 Moscow dealers. 

Taxes and Registrar Fees According to foreign banks and other market participants, even if DCC had 
the capacity to settle trades, it would not be in their mterest to trade using 
domestic organizations because of the Russian tax structure. Russian law 
makes no distinctions between beneficial (the investor) and nominee 
(generally the custodian) holders in offshore custody arrangements9 This 
creates uncertainty as to whether the investor or the nominee will be 
required to pay taxes. One contractor noted that in late 1993, the 
long-awated decree on nominee ownership was published but without 
elaboration and specificity that might have created confidence among 
investors and market participants in using DCC. 

The amount of taxes on domestic transactions also works against the goal 
of getting foreign companies to trade through domestic csos. If a foreign 
company sells property in Russia (for example, shares), it is liable for a 
20-percent withholding tax on the profits. (Capital gains are taxed as 
ordinary income in Russia, at a rate of 35 to 38 percent.) In contrast, 
market participants stated they did not have to pay taxes on Russian 
trades going through offshore tradmg companies. 

International bankers also stated that to transfer their present holdings to 
DCC was currently not in their clients’ interest. They explained that to 
move the shares that are currently under their custodial care would 
require the shares to be registered in the nominee name of DCC. Such a 
transaction would incur a significant registration fee. On the other hand, 
the President of DCC stated that the banks were making money by acting as 
depositories and were therefore not interested in using DCC as a 
depository. 

Political Power Struggles According to HIID, U.S. contractors, and market participants, politics has 
been a ubiquitous factor in the history of market reforms and, in 
particular, the effort to develop effective clearmg and settlement 
mechanisms throughout Russia. The early history of the proJect was 
affected by the political struggle between the Russian central bank and the 
Russian SEC over issues such as market regulation and structure. 

A 1994 task order directed the contractors to attempt to obtam some level 
of commitment to and input from the Russian central bank on the general 

‘An offshore custody arrangement IS a type of arrangement m whch the custodian has an obhgatlon to 
preserve and safekeep the property entrusted to him for his pnnclpal 
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concept of a cso along with a legal, regulatory, and operational analysis of “’ 
such a project. The task order recognized that a key step in organizing the 
intraregional and interregional movement of funds was to obtain the 
cooperation of the Russian central bank. 

Unfortunately, the Russian central bank and the Russian SEC did not have a 
good relationship until early 1996. This relationship directly affected the 
DCC’S development. For example, DCC could not obtain a general banking 
license without the Russian central bank’s approval and, as of July 1996, 
had not implemented a fully functioning funds settlement capability. 

Another threat to the DCC’S future was the installation of a new DCC 

President in October 1995 who had ties to President Yeltsin’s Legal 
Advisor. According to one contractor, the installation of a government 
bureaucrat as the President of what market participants had thought was 
their own organization substantially diminished their support for DCC. AS 

of June 1996, DCC was not operating as either a depository or a cso but was 
generating revenue by providing registration services. 

Future of the Russian The following events highlight the nature of the ongoing struggle for 

SEC 
lasting reform. Although the Russian SEC seemed to be progressing as 
planned, in August 1996 President Yeltsin signed a decree that 
downgraded the status of the Russian SEC from a ministry to a state 
committee with an unclear mandate and no appointed Chairman. Reports 
from Moscow indicated that Russian stock market participants were 
surprised and dismayed by this move. The Chairman of the Russian central 
bank stated that it was unclear why this decree was adopted. 

Less than 1 month later, the action taken in the August 14 decree was at 
least partially reversed by a decree of the President-“On the System of 
Federal Executive Agencies,” dated September 6,1996. This decree 
upgraded the Russian SEC but moved it from subordination to the Ministry 
of Finance to the presidential apparatus. 

It is unclear whether the Russian SEC has the resources to fulfill its 
considerable responsibilities without a significant enlargement of its staff 
and budget. Market participants told us that fulfilling the Russian SEC’S 

considerable responsibilities will require a significant enlargement of its 
staff and budget. For example, under Russian law, salaries to federal 
employees are capped at levels that are not competitive with the private 
sector, according to the Director of the Russian SEC. The Russian central 
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bank has a waiver from the cap and can pay higher salaries. However, the 
Russian SEC has not been granted such a waiver. 

HIID and Agency 
Comments and Our 
Evaluation 

HIID and UWD generally agreed with our evaluation of HIID’S role and 
accomplishments in developing a capital market; however, HUD disagreed 
with some specific points. HIID said that in 1994, when the Russian cso 
proJect was initially designed, each cso was paired with a developing 
floor-based exchange in each respective city. HIID said that because the 
floor-based exchange was never a viable equities trading 
platform--although it initially supported this approach-the floor-based 
exchanges have not survived. HIID and USND noted that the DCC board of 
directors was changed and a new management team elected. Furthermore, 
HIID said that the World Bank’s International Finance Corporation had 
repeated its pledge to assist in raising capital to support the DCC'S gradual 
assumption of guarantees for reregistration, settlement, and depository 
activities. 

According to HIID, additional capital will now have to be raised to support 
a reorganized DCC. While HIID provided no estimate of the capital 
requirements necessary to guarantee clearing and settlement activity, one 
expert close to DCC told us that it will require capital in excess of what 
either the International Finance Corporation, the Russian government, or 
the U.S. government are likely to provide. 
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In December 1993, us~~/Moscow received a request from the Russian 
President’s legal office for help in carrying out a critical and ambitious 
program of legal reform. USMD and the U.S. embassy in Russia expressed 
the view that U.S. government support in the draftmg of legislation should 
be provided only in areas in which the Duma and the executive branch of 
the Russian government agreed to a collaborative approach. The approach 
would involve using either joint drafting teams or having one or the other 
body take the lead in certain areas. The 1995 U.S. strategic plan for Russia 
stated that the passage of specific laws by late 1996 would be the 
benchmark of success for the legal reform program. 

On May 7,1994, USAID/MOSCOW was informed that GPU and the Duma had 
reached an agreement to establish a coordinating committee for law 
drafting, chaired by the head of GPU and composed of representatives from 
GPU, the Duma, and the Federation Council. The coordinating committee 
agreed on 19 core laws that it saw as necessary for providing a sound legal 
basis for a market economy. USAID's legal reform project was initiated in 
August 1994. Under the $20 million program, HIID, through an existing 
cooperative agreement with USAID, supported the coordinating committee 
by setting up working groups and hiring consultants to advise, comment 
on, and recommend legislation needed to develop these and other laws. 

The legal reform project resulted in the development of many draft laws 
and the establishment of a Russian organization, ILBE, to carry out the legal 
reforms during and after USAID ends its assistance. Of the nine core laws 
that were passed, HIID was the principal drafter of three, served as either 
the co-drafter or provided comments on another three, but had a minimal 
role in the development of three sections of the Civil Code. The sections of 
the Civil Code were primarily the work of another usXn-funded 
contractor. With assistance from HIID, Russia obtained a loan from the 
World Bank to expand its legal reforms. However, due to events that 
occurred after initial optimism regarding Russia’s political environment, 
such as the changes that followed the 1995 parliamentary election, more of 
the legal reform took place through presidential decrees than through the 
passing of laws. 

Consistent with the cooperative agreement, USATD gave WD great latitude 
in implementing the legal reform program; nonetheless, we found USA&S 
management and oversight over HIID to be lax. 
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HIID’s Role in the HIID'S November 1994 work plan stated that it was to 

Legal Reform Project . provide commentary, expert advice, and drafting assistance on 
commercial legislation as directed by the coordinating committee (see 
app. III for the status of these laws); 

l establish a core group of long-term resident advisors and short-term 
western experts who would be available to assist the working groups in 
preparing draft legislation; 

. develop an institutional structure for continued legal reform work after 
USAIDfunding ends;and 

. promote closer coordination between the Russian executive branch and 
the Duma. 

HIID’s Approach to 
Drafting Legislation 

HIID provided commentary, expert advice, and drafting assistance in many 
general areas of law related to economic activity. If HIID was the principal 
drafter of a law, it would often begin the process through the development 
of concept papers. These papers outlined the relevant issues to be 
addressed in a particular subject of legislation and explained how the 
legislation should be dealt with in the Duma. This required lengthy 
consultations with foreign experts and extensive meetings within the 
relevant government ministries, Duma committees, working groups, and 
the Russian private sector. Once a consensus had developed, the 
legislation would be introduced to the Duma, and the legislative process 
would begin. The initial hurdle was to get the Duma to approve the first 
reading of the draft law; the draft legislation would then go through two 
more readings, where it would be revised and amended before final 
approval If passed by the Duma, the draft legislation would be sent to the 
Federation Council and, if passed, would then go to the President’s office 
for consideration. There is no official record or formal reporting on this 
legislative process. 

HIID identified nine laws that were passed as of June 1996 related to the 
19 areas of basic legislation identified by the coordinating committee in 
1994 as important to supporting a market economy. These laws were the 
(1) Law on Joint Stock Companies, (2) Law on Securities, (3) Law on 
Taxation of Small Business, (4) Law on Advertisements, (5) Federal Law 
on Noncommercial Organizations, and (6) Law on Holding Companies and 
Financial Industrial Groups. HIID indicated that three of the nine laws were 
covered in the Civil Code. These included (1) Contract Law (title II of the 
Civil Code), (2) Insurance Law (title II of the Civil Code), and (3) Law on 
Pledges (title II of the Civil Code). 
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We noted that HIID had begun work on the first two laws 1 year before the 
start of the legal reform project. USAID had funded work on the first two 
laws in April 1993 as part of HIID’S Russian privatization effort. These two 
laws were enacted in December 1995 and April 1996, respectively. HIID was 
the principal drafter of the first three laws, co-drafted the fourth law, and 
participated in the drafting of the fifth and sixth laws. However, the core 
laws related to the Civil Code-contract law, insurance law, and the law 
on pledges-were primarily the work of the University of Maryland’s IRIS 

Center and the Russian Research Center for Private Law. According to IRIS 

officials, it had worked with other reformers in the Research Center to 
develop parts I and II of the Civil Code, and WD had had virtually no role 
in developing or drafting these three sections of the Civil Code. 

HHD noted that in 4 of the 19 areas of law, it had discouraged any effort to 
propose or pass laws. HIID believed that passage of laws in these four areas 
would be detrimental to a free market econ0my.l 

HIID also noted that it had had a role in drafting other laws that were signed 
by the President. These laws covered such areas as condominiums, 
agriculture cooperatives, and banking activities. 

The usA~~/Moscow Mission Director, the ILBE Director, HIID’S Moscow 
General Manager and its former project manager, the GPU Director, and a 
member of the coordinating committee all indicated that HIID had 
performed well in the legal reform project and offered several 
explanations about why more laws were not passed. For example, the 
former HIID project manager in Moscow said that USAID and mm were too 
optimistic about the number of laws that could be passed within 2 years. 
She said the number of laws listed in HIID’S work plan indicated how overly 
optimistic the project was, especially considenng that they now know it 
usually takes about 2 years to pass a law in Russia. She also said that 
factors within the Duma slowed legal reform. For example, she pointed 
out that the Duma was new and did not know how to work as a legislative 
body, had to develop an agenda, spent most of the year trying to pass a 
budget, and was distracted by the Chechenya secession crisis. In addition, 
she said it lacked such basic systems as a database for members to 

‘Accordmg to HIID, these areas included (1) Fundamentals of Pncmg Pohcy, whxh mvolved the 
government’s settmg rules for pncmg and thus mvlhng bureaucratic control mstead of market forces, 
(2) Delivery of Products for State Needs, whxh rmed problems of expanding the government’s role m 
settmg standards for goods and servxes, (3) Management of State Property, which r;used the same 
problem, and (4) Movement of Capital, whch r;used the problem of the government, mstead of the 
market forces, allocating capital 
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identrfy what brlls had been introduced, their status, or their location 
within various committees. 

The coordinating committee members had varying recollections of HIID’S 
input to the legislative process. One member was unable to remember 
which of the thousands of amendments offered from many participants 
had come from HIID staff. Another member said that HIID lawyers had great 
expertise and were highly qualified and skilled and that HIID had provided 
the organizational and financial support needed. 

Legal Reform Increasingly The 1994 establishment of the coordinating committee to draft laws was a 
in the Form of Decrees major step toward improvmg cooperation between the executive and 

legislative branches of the Russian government and in rationalizing the 
legislative process.’ However, much of J3IID’S work has contributed to 
executive decrees rather than legislation. Although presidential decrees 
bypass the coordinating committee and the Duma, they are legally binding 
unless they contradict preexisting laws. HIID believed that taking this 
approach was necessary to advance reform, particularly after the 1995 
parliamentary elections. 

According to USAID, HIID drafted hundreds of decrees during the first 
2 years of the project. HIID provided documentation showing that 
HImdrafted decrees were issued in most of the areas identified by the 
coordinating committee. HIID supported the use of decrees because it 
believed that they advanced reforms and, if supported by the market 
participants, pressured the Duma to pass similar legislation. HIUI accepted 
the use of decrees because those members of the Duma and officials in the 
ministries opposed to reform could stall or kill reform legislation through 
outright objection, proposing antireform amendments, or applying 
delaying tactics. HIID believed that this had been the case with many pieces 
of reform legislation. 

According to HIID, those members of the Duma and officials in the 
ministries who opposed reform stalled or prevented (1) banking and 
payments legislation, where the Russian central bank had been an 
impediment; (2) bankruptcy legislation, where the Russian federal 
bankruptcy agency had not wanted any such legislation passed and the 
many state-owned enterprises that were technically bankrupt opposed the 
legislation; and (3) tax legislation, where the Ministry of Finance and the 

“Before the proJect, Duma comnuttees had no staff or resources to help develop, evaluate, or 
consohdate various legislative drafts 
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tax inspectorate, for a variety of reasons, opposed serious tax reform. 
Although the legal reform project had prepared draft legislation in these 
and other areas, it increasingly relied on presidential decrees because of 
the political opposition to reform legislation. 

HIID contracted with the U.S. RD? to do work in land reform. RDI stated that 
its most significant accomplishments involved issuance of two presidential 
decrees. One laid the groundwork for transformation of rural and urban 
land ownership and agncultural reform, and another strengthened private 
ownership rights of individuals to agricultural land. Additionally, RDI was 
instrumental in calling attention, through newspaper articles and meeting 
with U.S. government officials, to a section of a presidential decree 
prepared by another donor organization that RDI assessed could have 
sabotaged land reform in Russia. About 1 year later, according to RDI, this 
decree was rescinded through its efforts. 

HIID Initiated ILBE HIID initially set up the legal reform project by hiring a team of about 
20 Russian specialists to begin support of the coordinating committee. 
According to HIID/MOSCOW'S General Manager, these specialists included 
Russian lawyers and economists experienced in western commercial law. 
However, because it was not politically acceptable for HIID or other foreign 
organizations to be directly associated with the Russian legislative 
process, Russian officials and HILD proposed the establishment of ILBE. ILBE 
was staffed with Russian specialists who were able to interact wrth 
Russians involved in the legislative process. 

In April 1995, ILBE was formally chartered as a nonprofit organization. 
ILBE'S roughly 40 Russian specialists are mostly paid through HIID'S 
cooperative agreement with USAID. Although HIID and USAID officials said 
that ILBE currently relies on USAID for about 80 percent of its fundmg, they 
are optimistic about ILBE'S long-term sustainability as USAID assistance is 
completed in early 1997. 

Accordmg to HIIDLMOSCOW'S General Manager, ILBE has established itself as 
the leadmg Russian group with expertise in commercial law development 
and has a very hrgh reputation with the range of Russian interests. For 

’ example, the World Bank representative who has worked with ILBE staff, 
another USAID contractor who participated in ILBE'S drafting of land reform 

3RDI’s contracts wth HIID have totaled about $3 nulhon HIID sad that m ad&bon to commentmg on 
drafts of decrees and land reform legdabon, RDI has advised Russian officials on land reform issues 
such as real estate registration, mortgages, land use planmng, and state management of land 
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leg is lat ion,  a n d  a  pr ivate Russ ian  lawyer  w h o  wo rked  wi th J L B E  lawyers,  a l l  
e n d o r s e d  th e  c o m p e te n c e  o f th e  I LBE  staff. 

W o rld B a n k  L o a n  M a y  H e lp A lth o u g h  n o t par t  o f HIID'S work  p l an , HIID p layed  a  cri t ical ro le  in  he lp i ng  
S u s ta in IL B E  th e  Russ ian  execu tive b ranch  secu re  a  $58mi l l i on  W o r ld B a n k  lega l  

re fo rm l oan . T h e  l oan  cou ld  h a v e  long- te rm rami f icat ions fo r  Russ ian  lega l  
re fo rm e fforts a n d  m a y  poss ib ly  he l p  fu n d  I LBE  activi t ies a fte r  U S A ID 
ass is tance e n d s . Acco rd ing  to  HIID, th e  i dea  o f p r o m o tin g  a  l oan  fo r  l ega l  
re fo rm w a s  conce i ved  by  th e  staff o f th e  lega l  re fo rm project .  T h e  staff 
p r e p a r e d  b a c k g r o u n d  pape rs  fo r  Russ ian  g o v e r n m e n t o ff icials w h o s e  
app rova l  w a s  a  prerequ is i te  fo r  th e  bo r row ing  o f fu n d s  a n d  he l d  m a n y  
d iscuss ions  a n d  n e g o tia tio n s  to  bu i ld  suppo r t fo r  th e  l oan  in  th e  D u m a , th e  
execu tive b ranch , th e  judic iary,  a n d  o the r  organ iza t ions .  T h e  staff a l so  
wo rked  c lose ly  wi th G P U  to  des ign  th e  lega l  re fo rm l oan  a n d  to  i den tify th e  
h ighes t  pr ior i ty c o m p o n e n ts fo r  l oan  fin a n c i n g . T h r o u g h o u t th is  process,  
HIID adv i sed  th e  Russ ian  execu tive b ranch  o n  its n e g o tia tio n s  wi th th e  
W o r ld B a n k . 

A  W o r ld B a n k  o fficial to l d  us  th a t HIID p layed  a  s igni f icant  ro le  in  th e  
B a n k s  dec is ion  to  a d d  a  leg is la t ive draf t ing c o m p o n e n t to  th e  l oan . S h e  
sa id  th a t W D 'S  work  in  lega l  draf t ing g a v e  th e  W o r ld B a n k  c o n fid e n c e  to  
i nc lude  leg is la t ive draf t ing in  its p r o g r a m , c i t ing HIID'S work  o n  th e  l aw  o n  
jo int  stock c o m p a n i e s  a n d  its capi ta l  m a r k e ts leg is la t ion a n d  regu la t ions.  

. S h e  sa id  th a t HIID d e m o n s trated th a t ass is tance in  lega l  draf t ing,  if d o n e  a t 
th e  r ight  tim e , cou ld  s igni f icant ly imp rove  th e  qual i ty  o f leg is lat ion.  

U S A ID’s O vers igh t o f Desp i te  favo rab le  c o m m e n ts f rom Russ ian  a n d  W o r ld B a n k  o ff icials 

H IID  
r ega rd ing  HIID'S work  a n d  n o tab l e  accomp l i shmen ts, w e  be l i eve  th a t 
U S A ID'S m a n a g e m e n t a n d  overs ight  o f HIID was  lax. In  part icular ,  U S A ID d id  
n o t e n fo rce  speci f ic  repor t ing  r equ i r emen ts, d id  n o t set  m e a s u r a b l e  goa ls ,  
a n d  w a s  n o t a w a r e  o f dec is ions  HIID w a s  m a k i n g  th a t cou ld  h a v e  resu l ted  
in  costs to  th e  U .S . g o v e r n m e n t o r  th a t cou ld  s igni f icant ly a ffect  U .S . 
strategy. 

U S A ID D id N o t R e q u ire 
H IID  to  M e e t A ll o f Its 
R e p o r tin g  R e q u i remen ts 

Acco rd ing  to  th e  c o o p e r a t ive a g r e e m e n t, HIID w a s  requ i red  to  p rov ide  
s e m i a n n u a l  work  p lans  th a t d e ta i l ed  p r o g r a m  ob jec t ives a n d  th e  m a i n  
a n t ic ipated resul ts  o r  ta r g e ts. HIID w a s  a lso  to  supp ly  m o n th ly  p rog ress  
reports.  T h e  p rog ress  repor ts  we re  to  i nc lude  such  in fo rmat ion  as  a n  
eva lua t ion  o f th e  e ffec t rveness  o f th e  ass is tance,  p roposa ls  by  HIID'S 
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Russian counterparts (such as the coordinating committee) for improving 
the delivery of assistance under the program, an outline of any decisions 
that the Russian counterparts must make, and a description of upcoming 
activitres for the next month. In addition, USAID's Handbook 13 states that 
progress reports are to contain a comparison of actual accomplishments 
with the goals established for that period. 

HIID provided quarterly progress reports from July 1994 until 
December 1994 instead of monthly progress reports as called for in the 
agreement. In addition, these reports generally highlighted only inputs, 
and there was no comparison of accomplishments with the goals. 
Moreover, the progress reports did not include Russian proposals to 
improve project operations. 

usmdWashington officials rarsed several questions concerning the lack of 
information in the progress reports. For example, according to a 
usmdWashington analysis in late 1995, it noted that (1) HIID never 
explained why new projects started or how they tied in with the overall 
work, (2) accomplishments were not easy to discern, (3) progress reports 
did not explain the purpose of projects, and (4) no information was 
provided about projects that were completed. According to the 
us~~/Moscow project officer, these suggestions were discussed at 
USAID/MOSCOW, but it was decided they were unnecessary. As a result, few 
in us~n/Washington knew the accomplishments or methods of HD[D'S legal 
reform efforts. 

USAID Did Not Set 
Measurable Goals 

USAID drd not incorporate measurable goals into HIID'S work plan. USATD 
policy states that each project should identify specific goals and measure 
progress toward meeting those goals. While us~WMoscow has made 
32 submissions for other reform activities, it has supplied none for HIID's 
work. HIID was not averse to the establishment of program goals. For 
example, on September 23,1994, HIID'S Project Manager sent 
us~~/Moscow 10 suggested measurements of success for the first 6-month 
work plan. However, these suggestrons were never incorporated into HIID'S 
work plan. 

Lack of USAID Oversight 
May Have Resulted in 
Unnecessary Costs 

The Civrl Code 1s the foundation for all civil and commercial relations in 
Russia, and all commercial laws must conform to the code. Although the 
usmGVashington Office of Democracy in Russia had already begun 
funding a U.S. contractor-the Uruversity of Maryland’s IRIS Center-to 
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help to draft the Civil Code, HIID independently began work on part I of the 
code without formal USMD authorization and before USAID approved HIID’S 

legal reform project. In January 1994, HIID began developing what it 
bel ieved to be a more market-oriented part I of the Civil Code. This effort 
was not formally approved by either USAID/MOSCOW or usAID/Washington, 
and the work was begun 6 months before the HIID legal reform project was 
approved. HIID spent $500,000 on this effort, using U.S. and Dutch experts 
to develop the competing code. HIID paid these expenses in September and 
November 1994 with money from the legal reform project that was 
authorized in August 1994. HIID'S version of the Civil Code was reJected by 
the President’s ofEce, and the original version drafted by the Russian 
Research Center for Private Law, with the assistance and support of the 
University of Maryland’s IRIS Center, went into effect January 1, 1995. 
Greater oversight by USAID may have precluded this duplication of effort or 
ensured that HIID’S work complemented that of IRIS. 

HIID Modified Its HIID altered the usA&Department of State legal reform strategy by deciding 
Approach W ithout USAID’s to emphasize the use of presidential decrees without receiving prior 
Approval approval from USAID. The U.S. strategy was to foster closer 

executive-legislative working relationships that could lead to passage of 
critically needed commercial  legislation. One member  of the 1994 
coordinating committee stated that the use of decrees was becoming more 
common and he was concerned that this was a negative development. The 
us!&Washington Office of Democracy for Russia also opposed using 
decrees because it bel ieved decrees did not support the democratic 
processes envisioned by the project. HIID did not raise this issue in its 
progress reports, and we found no USAID approval for this change in 
strategy. Both are required by HIID’S cooperative agreement with USAID. 

HIID stated that its work on decrees did not alter the legal reform project’s 
strategy and that decrees were widely used during the initial effort. W e  
agree that decrees were used extensively during the privatization program 
and that HIID contributed to their drafting. However, we disagree with 
HIID'S assertion that the use of decrees was an integral part of the legal 
reform project’s strategy. None of the USAID or Department of State 
documents authorizing the program discuss accomplishing legal reform 
through the issuance of decrees, only the passage of legislation. 

The U.S. Ambassador to Russia told us that the issuance of decrees was 
not part of the legal reform strategy and that it was this very use of 
decrees during privatization that led him to push for the coordinating 
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committee to gain legislative involvement. Furthermore, USAID justified the 
project based on the need to pass legislation and the need to “foster a new 
pattern of executive-legislative cooperation. . .necessary to adopt and 
implement the new laws.” 

HIID and Agency 
Comments and Our 
Evaluation 

In commenting on this report, USAID generally agreed with our assessment 
and stated that it planned to improve management and oversight of the 
grantee with respect to reporting requirements, establishment of 
measurable goals, performance monitoring, and results evaluation. 

Nonetheless, USATD and HIID disagreed with our reporting of events 
surrounding the development of part I of the Civil Code. USAID and HIID 
stated that HIID's work had USAID approval and did not duplicate IRIS work. 
However, our review showed that mm began work on the Civil Code 
6 months before the legal reform project was authorized. HIID also stated 
that its work contributed to the passage of part I of the Civil Code. The 
usAm/Washington official in charge of the IRIS program, as well as IRIS 
documents, indicated that the HIID draft did not expedite the Research 
Center’s draft but held up passage of part I for several months. According 
to the Russian Research Center and IRIS representatives, none of HIID'S 
work was used in part I. On June 20,1996, HIID stated to us that “the legal 
reform project had little involvement with part I of the Code. . . . [HIID] 
provided comments. . . to the Research Center. . . although it was never 
very clear how the Research Center dealt with such comments.” 

HIID said that our report overstated its role in the creation of ILBE. HIID 
stated that ILBE was conceived and formed by Russians on their own 
initiative. We believe that HID'S response understated its role because 
Russian officials and HIID jointly proposed to USAID the establishment of 
ILBE. Moreover, HIID and its contractor developed the legal reform project’s 
management structure; identified, hired, and paid Russian, U.S., and 
foreign legal experts; developed the working groups used to support the 
Duma; developed the administrative functions; and created the support 
structures that were all transferred to ILBE. 
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The RPC is a nonprofit organization established by presidential decree in 
November 1992 to, among other things, help businesses that had been 
privatized restructure their operations; that is, to downsize their work 
forces and modernize corporate governance, accounting systems, and 
marketing approaches, all of which were intended to improve their 
profitability and make them attractive investments. The RPC also had a role 
in land reform and privatization of real estate. Since April 1993, HIID 
allotted about $13 million of its cooperative agreement resources from 
USAID to support the RPC, primarily to pay for personnel costs and some 
initial operating expenses. In addition, USAU) made a direct grant of about 
$16.5 million to the RPC to pay for its operations and provided another 
$16 million indirectly to the RPC through other U.S. contractors to help 
create the LPC network.’ 

During this period, HIID’S role was to give policy advice to Russian 
reformers through its association with the RPC, whereas USAID helped 
implement enterprise restructuring and land reform projects. USAID did so 
through contractors and through the RPC’S assistance. These projects 
involved providing financial management advice and improving the 
performance and management of some newly privatized enterprises. HIID 
also paid the salaries of project managers and high-level administrators. 
These efforts largely achieved their goals. 

In the area of land reform, the RPC and LPCS played a role in designing a 
number of projects, including a real estate information and titling system, 
and in assisting enterprises to acquire municipal land. The real estate 
information and titling system experienced difficulties in meeting its 
objectives. This can partly be attributed to the RPC network’s difficulties in 
resolving differences among the project participants. The land acquisition 
project has encountered fewer problems. 

Because the RPC relied almost completely on USAID funds, the RPC’S 
sustainability is in question once USAID assistance ends in 1997. The RPC 
has not submitted work plans and program reports. Also, the RPC may not 
be able to support itself with fees earned for providing advice to Russian 
enterprises. A World Bank project may help with the RPC’S administrative 
overhead costs, but the Bank’s loan will not cover all RPC expenses. 

‘Thus fundmg also supported the creation of a Busmess Information System, a database that contams 
information about large- and medmm-srzed pnvatrzed enterprises m the eight reaons supported by the 
LPC network 
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Support for 
Privatization and 
Enterprise 
Restructuring 

I 

During Russia’s initial privatization efforts, HJID provided policy advice and 
personnel to assist with the RPC’S and State Committee of the Russian 
Federation for the Management of the State Property’s (GKI) organization 
and supervision of the mass privatization process. During this process, 
nearly 15,000 medium- and large-scale state-owned enterprises were 
transferred to private ownership. By June 1994, ownership in Russia 
moved from the ministries of the Soviet state to millions of Russian 
citizens; for example, over 70 percent of the industrial sector was in 
private hands. 

With HIID support, the RPC provides ongoing policy advice to government 
agencies, including comments on draft laws on natural monopolies, 
competition, antitrust policies, and tax reform. For example, during 1995, 
HIID’S General Director and the RPC’S Chief Executive Officer worked with 
senior reformers in the Russian government to help the government 
negotiate a stabilization loan from the International Monetary Fund. 
According to the senior JIIID representative, this policy dialogue will 
continue while HIID remains engaged with the RPC. 

Following the completion of Russia’s privatization of most state-owned 
enterprises by June 1994, USAID focused on using the RPC network to help 
USAID work with newly privatized tIrms on the difficult process of 
restructuring. USAID funded two targeted enterprise restructuring 
efforts-the Financial Management Assistance (FMA) and Program for 
Intensive Enterprise Support (PIES) projects2 The FMA project objectives 
were narrowly focused on providing financial management advice, whrle 
the PIES objectives were geared to improving the overall management and 
performance of some newly privatized enterprises. These projects directly 
reached 23 enterprises and, to varying degrees, these enterprises have cut 

. costs and improved their management operations. For example, one of the 
enterpnses we visited cut its workforce by half and revised its accounting 
procedures as a result of the restructuring advice and assistance it 
received. 

According to project reports, consultants, and USAID and RPC officials, the 
project objectives of FMA and PIES were largely achieved. For example, 
32 consultants were tramed, some of whom are currently working for the 
LPC network, to continue to provide financial management advice to 
enterprises. In addition, participating enterprises have changed their 
operations by doing all or some of the following that are required to 
restructure and cut costs: 

“These projects cost about $18 rmll~on 
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. downsized labor forces, 
l improved accounting and financial management, 
. revised procurement procedures, and 
. identified more profitable product lines. 

To implement F-MA and PIES, USAID used U.S. management consulting 
companies and the RPC and LPC network to assist in program delivery. HIID 

did not have a direct role in these activities. The project task orders called 
for the RPC to 

l publicize the projects at the federal level through the FPC and the local 
level through LPCS; 

. make participant application forms available to potential consultants and 
enterprises; 

. propose candidate enterprises that the RPC believed were suitable for the 
programs; 

. review submitted applications and establish a short-list of candidate 
enterprises; 

. select and approve, with USAID and contractors, enterprises to participate 
in the projects; and 

. monitor contractor progress. 

In addition to assisting with program implementation, USAID'S strategy to 
get the WC and WC network involved was also directed at developing LPC 
staff capabilities. USAID expected that the RPC network would continue to 
provide technical assistance for enterprise restructuring on a 
cost-recovery, self-sustainable basis. 

Both USAID and the contractors found the RPC’S efforts to publicize the 
programs and coordinate the application process very useful. Enterprises 
also commended the RPC and LPC network on these accomplishments. 
Reaching enterprises that could become candidates for receiving 
assistance was an important component of the projects because the 
implementing contractors were unfanuliar with the potential clients. The 
LPC staff knew the chents in their locations and made the necessary 
contacts. 

According to one of the contractors, a few of the WC’S selections of 
candidates to participate in the FMA and PIES programs appeared politically 
motivated (i.e., there were political or personal ties between senior-level 
RPC and WC staff and the heads of selected enterprises), but they could 
provide no proof of this. 
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Land Reform The RPC and WCS played a role in two USAID model land reform initiatives:3 

Initiatives . the Real Estate Information Systems project (REIS), which was to design 
and implement integrated land and real estate information systems for 
local jurisdictions that would serve as a basis for later land registration 
and titling and 

. the Enterprise Land Sales project (ELS), which was designed to assist 
enterprises in acquiring municipal land they were presently using and in 
managmg the land as an asset. 

REIS Project Did Not Meet The real estate information and titling systems, the largest model project, 
Expectations encountered difficulties in meeting its targets. USAID expected the REIS 

* project, funded at about $22 million, would be installed in up to 19 cities. 
However, the project was implemented in only nine cities, of which six are 
still not providing land registration. According to the USAID project officer, 
municipal officials in five cities rejected the systems offered by the 
contractors and were working on their own versions. The principal reason 
for this was dissatisfaction with the information system design the 
contractor chose to implement and a desire to obtain a more advanced 
system. In one city, the offkials implemented their own system after 
observing the implementation of a real estate information system by 
contractors in a neighboring city. 

The RPC helped select the cities included in the project. The RPC and LPCS 
negotiated with the municipal authorities, helped prepare drafts of sample 
documents used in the project, prepared drafts of local legislation 
(although this legislation’s passage was the responsibility of the local ’ 
authorities), and were involved at the federal level in working on a draft 
law to codify land registration nationwide. Despite RPC and WC efforts, a 
major hurdle that the REIS contractors faced was gettihg the various 
municipal agencies to agree on how the information that each agency was 
collecting, such as data on land, structures on land, and housing, would be 
made available to all of the other municipal agency users of the new 
system. 

In St. Petersburg, the U.S. contractor had a difficult relationship with some 
of the directors of city agencies with which it had to interact. The 
contractor had diffkukies with his computer subcontractor, who was not 

3At the begmung of the land reform proJects m 1994, the RPC managed then implementatmn because 
USAILVMOSCOW had only one proJect officer assigned to Gus work Once USAID staff@ was mcreased, 
the RPC and LPC acted as faclhtators and advisors to the partlclpants of the proJect.s, parhcularly at 
the local level. 
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selected in an open and transparent manner but was forced on the 
contractor by the city. The RPC land reform manager was assigned to help 
coordmate and mediate the final implementation of the St. Petersburg 
project, but after 1 year of drsagreement some issues were still not 
resolved. 

U.S. contractors cited other reasons for REIS' limited results: 

. USAID pushed to get the projects started before the project design was 
completed; 

. the legislative basis for the work was only in place in one of the cities 
when the projects were started; 

. the project was “oversold” by USAID, and some cities did not know what 
they would get; and l 

l the cities were not required to pay for the services of the REIS contractors 
and, consequently, some did not value the contractor’s work. 

ELS Project Implementation Is 
Promising 

The $&million ELS project established and implemented a legal and 
procedural process for the sale of land initially by the municipal 
administrations to the new owners of the privatized former state 
enterprises. At first, enterprises in Russia were privatized without the new 
owners’ obtaining title to the land on which the enterprises were located 
or used in the course of domg business. ELS was designed to help with this 
problem and is now being rolled out in about 43 cities. In St. Petersburg, 
where we observed the program, ELS appears to be meeting its goals for 
enterprises that have obtained titles to land. Although the ELS project also 
had goals for secondary sales-subsequent sales to new buyers-the 
contractor said that the project was running into difficulty in meetmg 
these goals. Some people fear that if the political situation changes, sales 
to secondary buyers could be considered illegal, as land ownership was 
under the communist system. 

The challenge for USAID'S contractor was to work withm the present legal 
environment where there is no federal land code that addresses the 
purchase of urban land. The contractor made recommendations to city 
administrators and managers of enterprises and provided training on how 
to organize land privatization. The contractor also prepared legal 
documents and suggested strategies for enterprises on how to begin to 
purchase land from the state. Furthermore, sales of commercial property 
that are being undertaken under the project are already being copied by 
others without the contractor’s help. Thus, there is reason to believe that if 
the political and legal environment continues to be conducive, private 
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c itizens will be able to buy and se ll land without the intervention of further 
technica l ass is tance. 

The U.S. contractor told us that while RPC and LPC s taff were helpful m 
making the initial contacts for the project, the s taff were not real estate 
professionals  and were not particu larly  useful to the subsequent 
development of the ELS project. 

Sus tainability  of RPC The RPC has relied almost exc lus ive ly  on USAID grant funds for its  

Network Is  Uncertain 
exis tence. Despite USAID’s  approxumately $45 million investment in the RPC 
network, the RPC did not comply  with the reporting requirements of the 
grant agreement. Therefore, USAID never had a c lear understanding of the 
RPC’S long-term goals  and busines s  plan. Moreover, it is  uncertain whether 
the RPC will be capable of providing continued technica l ass is tance on a 
cost-recovery basis . Although the W orld Bank is  committed to us ing the 
RPC for an upcoming large-scale enterprise restructuring project, this  
project will not support ah of the RPC’S operational costs4 

RPC’s  Lack of Reporting to The lac k  of adequate RPC progress reporting to USAID managers made it 
USAID very  difficu lt for USAID to effec tive ly  manage and evaluate the RPC’S 

performance. As a result, USAID has been unable to identify  a 
well-thought-out post-privatization role for the RPC. USAID also has raised 
questions about whether the RPC would be able to manage other donor 
resources-the W orld Bank inc luded-when USAID ass is tance ends. The 
RPC did not comply  with the grant agreement, which required the RPC to 
submit an annual work plan and quarterly progress reports. The RPC has 
never submitted a work plan or presented an adequate financ ial plan 
showmg its  s trategy for spending the grant monies and graduating from 
dependence on USAID. 

Although RPC representatives have sought additional funding from USAID, 
USAID/MOSCOW does not support giv ing the RPC additional resources. 
us~~~/Moscow believes  (1) the ex is ting pipeline will provide the RPC 
operating funds for about 6 months beyond the original grant completion 
date and (2) the RPC has been unable to c learly  identify  its  objec tives  for 
the proposed extension period in a carefully considered busines s  plan and 
budget. 

4The RPC did not provide us wth complete access  to its  donor portfoho and, therefore, our 
conc lusions about the RPc’s  operational cost  needs are based on USAID’s  assessment 
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F’uture RPC Role in Contractors working on the FMA and PIES programs have raised questrons 
Enterprise Restructuring about the RPC'S role in future projects and whether it would be able to 
and Land Reform Is sustain its operations in a competitive market. Some contractors stated 

Unclear that what the LPC network did best will increasingly become less valuable 
for the programs. For example, now that many western consulting 
companies have been working throughout Russia, they have established 
contacts and personal relationships with many potential clients. Thus, the 
need for the LPC network to provide tlus service may be doubtful. 

In addition, contractors said that the RPC and LPC network does not possess 
the consulting expertise on a scale required to compete in a market 
economy. According to two contractors, the RPC simply cannot compete 
with the ever-developing consulting base in Russia and, therefore, should 
not try to duplicate what others can do more effectively. Commercially, 
however, these Russian enterprises might use the LPC network on a 
case-by-case basis depending on whether the services would be needed in 
more remote locations. 

We asked enterprises that participated in the m and PIES program 
whether they would be able to afford similar but unsubsidized technical 
assistance. Representatives from these enterprises said that they did not 
have the resources to pay what the FMA and PIES programs cost. One 
representative stated that even after downsizing his company as 
recommended by the contractor, the company still has been unable to pay 
its remaining employees on a regular basis. He said that his employees had 
not been paid in 3 months. 

Other representatives said that they could afford to pay nominal fees for 
more limited assistance. USAID maintains that the potential exists for the 
RPC to take consulting materials developed in the F~LPA and PIES programs 
and provide them for a fee. USMD informed us in November 1996 that the 
RPC has successfully implemented on a fee basis a series of consulting 
seminars using materials developed by the FMA and PIES contractors. 
However, according to USAID, the development of LPC staff skrlls has been 
uneven, and it is not clear whether all LPCS could successfully offer the 
existing consulting materials. 

With regard to the RPC and future land reform activities, the ELS contractor 
trained some LPC staff, along with others, in commercial real estate 
transactions as part of the project. These skills could be useful once a 
commercial real estate market develops. At present, it is unclear to what 
extent those who received this training will be able to sell their services to 
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facilitate commercial real estate transactions. It is also unclear if Lpcs will 
be able to collect fees for these services. 

A contractor involved in REIS was preparing a manual that could be used to 
help spread information about the techniques of land information and 
titling, but no plans exist for disseminating the manual. The RPC said it will 
not take on the responsibility for doing this because it lacked funds for 
this activity. An upcoming USAID project will have the task of identifying 
mechanisms for drsseminating the land reform traming materials. 

World Bank Will Provide 
Increased Support to the 
RPC 

The RPC recently concluded negotiations with the World Bank in which the 
Bank agreed to cover some of the administrative overhead costs 
associated with management and disbursement of its current privatization 
loan managed by the RPC. This agreement will become effective in 
January 1997. 

In November 1996, USAID informed us that the World Bank will use the RPC 
network to implement its estimated $100~million Enterprise Restructuring 
Services Project. This loan is expected to support enterprise restructuring 
activities for about 200 newly privatized enterprises throughout Russia. 
However, the loan will not cover all of the RPC network’s operational costs. 
If the RPC is unable to obtain other resources to make up the deficit, it may 
be forced to downsize and streamline its operations accordingly. USAID also 
informed us that the Japanese government has committed to support the 
full operational costs of the LPC network. 

HIID and Agency 
Comments and Our 
Evaluation 

In commenting on this report, USAID stated that while the sustainabilrty of 
the RPC and the LFC network as a private consulting organization may be 
questionable, the sustainability of that network as a donor coordination 
and project implementation organization is not. USAID added that at the 
trme the RPC was established it was not planned that the RPC would be a 
long-lasting organization but one that “would support the effective 
implementation of privatization now.” 

We recognize that USAID'S original expectations were short term and based 
on the RPC'S immediate role to support privatization. However, USAID later 
expected the RPC to sustain itself either through donor resources or fees 
generated by consulting services based on the objectives of USAID'S 
assistance to the RPC. Accordingly, when USAID made its final drrect 
contribution in 1995 to support the LPC network, it stressed that the RPC 
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needed to develop a strategy for sustainability. From fiscal years 1992 
through 1996, USAID budgeted nearly $50 million for enterprise 
restructuring and land reform assistance programs to, among other things, 
develop the RPC and the LPC network’s capabilities to continue such 
activities after graduating from USAID assistance. Furthermore, USAID made 
funding available to PIES and FMA contractors to develop consulting 
materials for the RPC and the LPC network specifically as a fee-generating 
service. In addition to providing its own funding, USAID informed us in 
August 1996 that it was working very closely with the World Bank to 
secure the RPC'S best prospects for sustainability-the Enterprise 
Restructuring Services Project. USAID and HIID have dedicated substantial 
financial and human resources to the FZPC and, therefore, both have a 
significant investment in the RPC'S future. 

HIID said that it had not been significantly involved in the development and 
operations of the RPC. We recognize that the RPC is an independent Russian 
institution governed by its own management structure and board of 
directors; however, HIID has had an important relationship with the RPC. 
For example, IBID, with ilnancial resources from USAID and assistance from 
private contractors, oversaw the creation of the RPC in 1993 and continues 
to support the RPC'S mission. Since 1993, HIID has received about 
$13 million from USAID to provide project managers and high-level 
administrators to the RPC and to provide impartial oversight of the RPC for 
USAID. In addition, HIID had substantial access to the RPC'S leadership 
through its ongoing dialogue with the RPC Chief Executive Officer and its 
project managers and high-level administrators. Furthermore, the 
memorandum of understanding that governs the relationship between HIID 
and the RPC underscores the significant role that HIID played in the RPC'S 
creation and its current operations. Specifically, the memorandum states 
that HIID is both a “founder” and “Full Member of the Center,” which is the 
“highest governing body of the RPC." 
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Appendix I 

Organizational Profile of the Harvard 
Institute for International Development (as 
of June 30,1996) 

Government of Russia 

State Duma and 

Russian institutions 

- Fundmg and overslght 

- - - Admsory relatIonshIp 

Omnibus contractors ----- 

Source GAO analysis 

Legend 

HIID = Harvard lnstltute for International Development 
ILBE = lnstltute for Law-Based Economy 
LPC = local pnvatlzatlon center 
RPC = Russian Pnvatization Center 
USAID = U S Agency for International Development 
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Events Leading to HIID’s Cooperative 
Agreement for Work in Ukraine 

This appendix responds to specific questions by the House Committee on 
International Relations concerning events leading to USAID’S May 24,1996, 
noncompetitive cooperative agreement with HIID to provide strategic 
policy advice to Ukrame. It discusses the roles that U.S. government 
officials, private participants, and government of Ukraine officials played 
in the development of the agreement. It also provides details on the 
concerns that were raised by USAID, National Bank of Ukraine (NBU), and 
International Monetary Fund officials over the HIID proposal. Finally, it 
provides information on what knowledge Ukrainian ministries and other 
agencies had about the cooperative agreement when we discussed the 
proposal with them in late June 1996. 

Chronology of Events USAID issued a request for applications on March 17,1995, that, among 
other things, sought proposals for assistance to the western newly 
independent states (NE), including Ukraine, Moldova, and Belarus. The 
request was for impartial oversight and strategic advice for privatization 
and market reform programs. The main areas identified included mass 
privatization, capital market development, legal and regulatory reform, 
land privatization, post-privatization assistance, and public education. 
With respect to the area of legal reform, the request stated that given the 
importance of tax law for the viability of commercial businesses, the 
structure of the tax law and its system of incentives and disincentives 
must be addressed in developing policy obJectives for many of the fields of 
law covered in the request. 

On May 23,1995, while applicants were preparing proposals but before 
they were submitted, USAID decided not to award a cooperative agreement 
for assistance to Ukraine and withdrew that portion of the request.’ 
According to USATD, the decision to withdraw the request was made 
because of limited funds and because Ukrainian officials had indicated 
they were not mterested in oversight assistance. 

On June 21 and 22,1995, USAID sent letters to applicants explaining why it 
was canceling the request for applications. USAID stated that Ukraine had 
recently more clearly defined its priorities for technical assistance and that 
it did not want long-term advisors in these areas. It preferred technical 
assistance to be focused on program implementation rather than the kind 
of strategic guidance and oversight suggested m the request for 
applications. In addition, USAID’S tight budget conditions were noted as a 
contributing factor to the cancellation decision. 

‘HIID was not among those prepanng to submt a proposal pursuant to the March 17,1995, request 
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In early July 1995, a representative from the Washington, D.C.-based, 
Carnegie Endowment for International Peace, who managed a small team 
of advisors in Ukraine funded by the New York City-based George Soros 
Open Societies Institute, encouraged the HIID Director to become involved 
in economic policy work in Ukraine. The HIID Director said that he had a 
long-standing relationship with the Carnegie Endowment representative 
who encouraged him to increase his assistance to the Ukrainian 
government at this critical time when the Ukrainian government was 
beginning to seriously undertake reform. HIID’S Director also said that he 
had been providing unpaid advice to Ukrainian officials since its 
independence. For example, in February 1995, he had met with a 
Ukrainian delegation in Davos, Switzerland, and had discussed substantial 
economic issues with them, and again during March 19-22,1995, when he 
had visited Ukraine and discussed economic issues with high-level 
Ukrainian officials. 

On July 24,1995, USATD received an unsolicited proposal for a project to be 
led jointly by the Carnegie Endowment and HIID’s Director, with HIID as the 
project administrator. According to the HIID Director, the proposal was 
jointly developed by HIID and the Soros Institute staff. 

Between July 24 and July 29,1995, the Deputy Assistant Secretary of the 
Treasury and a National Security Council (NSC) Director for the NIS visited 
Ukraine to discuss broad economic issues with key Ukrainian government 
officials. During these discussions, the NBU Governor expressed concern 
that there was an internal conflict within the NBU between the foreign 
exchange, internal debt, and capital market blocs. The Treasury’s Deputy 
Assistant Secretary said that he knew of an advisor who might be able to 
provide some assistance in unifying the NBU approach to policy issues. 

During this visit, the Ukrainian Deputy Prime Minister responsible for 
economic affairs in Ukraine specifically asked the U.S. visitors for 
macroeconomic technical assistance to focus on policy and strategy 
formulation. The Ukrainian Deputy Prime Mmister asked that ~D’S 

Director coordinate such policy advice. In addition, he told the Treasury’s 
Deputy Assistant Secretary and the NSC Director that he had previously 
tried to contact HIID’s Director, but a proposed meeting with him in Paris 
did not take place. The request for policy assistance came at a time when 
Ukraine was experiencing particular difficulties m both formulating and 
implementing a coordinated macroeconomic strategy, according to the NSC 
Director. The NSC Director stated that he was not aware of the HIID 
proposal until he returned to the United States on August 4,1995. 
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On August 10, 1995, at the invitation of the George Soros Institute, the HIID 
Director, representatives from the W o rld Bank and the International 
Monetary Fund, the NSC Director, and the Deputy Assistant Secretary of 
the Treasury met to discuss a wide range of issues. These included the 
need to help the Ukraimans develop a coordinated, consensus-bui lding 
apparatus within the government of Ukraine. 

Between August 21 and 24,1995, HIID'S Director, along with the expert 
recommended by the Treasury’s Deputy Assistant Secretary, met in Kiev 
with the Ukrainian Deputy Prime M inister and the NBU Governor. 
According to the HIID Director, he had a broad discussion with the Deputy 
Prime M inister that covered substantial econormc problems facing 
Ukraine. He indicated that HIID was prepared to enter a  more formal 
advisory relationship wrth the government of Ukraine. The HIID Director 
told us that these discussions covered the key elements in the July 1995 
proposal and some of the logistic considerations of the proposal. The 
Director said that the Deputy Prime M inister was very enthusiastic about 
the prospects of working with him. 

The Governor of the NBU told us m  June 1996 that during the 
late-August 1995 meeting with the HIIII Director, he told the Director that 
the NBU fully supported existing USAID programs and that additional 
assistance should not be provided at the expense of existing U.S. 
assistance. The HIID Director told us that he had known the Governor for 
many years and that as he recalled the discussion, it had focused on 
macroeconomic issues. He said that he did not recall anything negative 
being said about HIID assistance at the meeting, or that they should not 
move ahead with the proposal. The HIID Director noted in passing that he 
had a long-term professional relationship with the monetary expert who 
accompanied him and it was appropriate that he participate in these 
discussions. 

On August 30,1995, em) submitted a revised proposal to USAID to organize 
a high-level macroeconomic management  m ission of resident and 
nonresident advisors for a  period of 2  years. HIID proposed that rt focus on 
(1) monetary reform and monetary management,  (2) tax reform, (3) public 
administration of fiscal systems, (4) fiscal reform of social programs, 
(5) macroeconomic forecasting, (6) banking sector regulations, 
(7) enterprise payments reform, and (8) regional fiscal f inance at the 
oblast (regional) level. This proposal did not have an estimated budget. 
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On October 2,1995, the State Department Coordinator held a working 
group meeting to discuss Ukrainian reforms, as well as tax reform in 
Russia, issues covered in HIID'S August Ukraine proposal for future work in 
Ukraine, and HIID'S September 1995 cooperative agreement for work in 
Russia. According to the Deputy Assistant Secretary of the Treasury, he 
participated in the working group discussion on the U.S. tax reform 
technical assistance effort in Russia. The discussion centered on 
rationalizing coordination of the U.S. effort there, which included U.S. 
Treasury advisors, a Klynveld, Peat, Mar-wick, Goerdeler/Barents project, 
and an ongoing HIID proposal. He said that because of his previous 
professional relationship with HIID'S Director, he chose not to be part of 
any Ukraine discussion. 

On October 30,1995, HUD submitted revised proposals to USAID that gave a 
more detailed description for a 2-year program in Ukraine. The preliminary 
budget for this proposal was $6 million. It covered the first four areas 
contained in the August 30 proposal and dropped the remaining areas. 
However, it added a fifth proposal to assist with privatization and private 
sector development. Subsequently, an NBU official reviewed the 
October 30, 1995, proposal and told the USMD/KieV mission that there was 
no need for a long-term advisor from HIID and that the NBU could use only 
short-term advice on specific matters and continuing the ongoing technical 
assistance from usfm. 

On December 1,1995, USAID notified Congress that it intended to obligate 
up to $6 million for a policy advisory component of its assistance program 
for Ukraine. 

On December 22,1995, the Chairman of the House Committee on 
International Relations gave written notification to the USAID Administrator 
that he was placing a “hold” on the obligation of funds and that he had 
continuing concerns about the proposed effort. This notification was 
supplemented by a series of questions directed to the State Department 
Coordinator for U.S. assistance to the NIS. 

On January 25,1996, the Committee sent a letter to the Coordinator stating 
that the answers it had received from the Coordmator on January 17,1996, 
were nonresponsive to all of the questions. 

On February 22,1996, the Chairman of the House Committee on 
International Relations sent another letter to the USAID Administrator 
expressing his continued concerns and asked for certam assurances 
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before the “hold” would be removed. These included assurances that (1) a 
thorough review of the economic restructuring project in Ukraine would 
be performed and a report submitted by May 1,1996; (2) a process of 
competition for the HIID work in Ukraine would be conducted in the near 
future so that work based on a competitive award could start by 
February 1997; (3) coordination would remain within the U.S. government 
jurisdiction and not be influenced by HIID for work not related to HIID’s 

program; (4) funding of the HIID noncompetitive proposal would not 
exceed $2 million and would end by February 1997; and (5) a briefing 
would be provided to Committee staff on the status and progress of IBID’S 

work. 

On February 27,1996, the International Monetary Fund’s Assistant 
Director for the Monetary and Exchange Department sent a letter to the 
USAID/&!V mission stating that 

“[tlhere 1s always the danger that ulth many possible sources of techmcal advice, the NBU 
management will search for advice until it finds the one that it 1s looking for. Indeed, we 
must also be cogmzant of the possibtity of contradictory advice when many sources are 
involved and httle coordmatron takes place It 1s wrth these elements II-I mind that I would 
caution provrdmg adchtronal advrsors to the NBU at this tune and would think that the 
proposed advisor from Jeffrey Sachs’ Thmk Tank could be repetitive of assistance already 
provrded and could even be counterproductrve.” 

In early March 1996, HJID staff visited Ukraine and discussed the proposed 
program with the us~n/‘Kiev mission, representatives of the Ukrainian 
Deputy Prime Minister, the Ukraiman NBU official, and the U.S. Treasury 
advisor.2 According to an NBU official, HIIII was told that the NBU would 
accept only one advisor to work on the project. 

On March 19,1996, the head of USAID'S privatization/economic reform 
office in Washington indicated a reluctance to clear the waiver of 
competition that would permit the award of a cooperative agreement to 
HIID because she was concerned that some parts of the proposed 
agreement may had been included in the withdrawn request for 
applications. The officer did not clear the waiver because she was not 

?The U S Treasury advrsor was part of a worlang group consrstmg of the Vekhovna Rada (the 
Ukrarman parhament) and the State Tax lnspectorate (now the State Tax Admmrstratron) He told us 
that the best chance to succeed m Ukrame was to drvrde its work mto five maJor areas of tax law He 
sard that there were five areas that needed attention-admuustratrve provrsrons, value-added tax, 
enterpnse profit (corporate mcome) taxes, personal property taxes, and excuse taxes He added that 
the Issue of usmg a cash versus accrual basis for makmg a value-added tax payment, which was 
drscussed m detarl m the HIID proposal, was already mcluded m the value-added tax legrslatron 
awartmg the thud readmg of the parhament 

Page 67 GAO/NSIAD-97-27 Foreign Assistance 



Appendix II 
Events Leading to HIID’s Cooperative 
Agreement for Work in Ukraine 

involved in discussions of the foreign policy circumstances that formed 
the basis of the waiver. 

On March 26,1996, USATD’S Assistant Administrator determined that an 
award for work in Ukraine on macroeconomic issues would be made 
without competition based on foreign policy considerations. Other U.S. 
officials also approved the waiver. 

On April 9,1996, JXIID submitted a scaled-back proposal that had three 
components: provision of advice on macroeconomic and monetary 
policies, assistance on tax and budget matters, and advice on reforming 
Ukraine’s pension program. 

On April 19,1996, the usAm/Kiev mission completed its analysis of HIJD’S 

April 9,1996, proposal and concluded that 

“there 1s a clear need for the type of assistance for whmh the waiver was granted strategic 
pohcy advice by long-term advisors who are highly qualified and recognized experts m therr 
fields, to help shore up the Government of Ukrame’s (GOU) political will and leadership m 
reform efforts This would be a major contrrbution and a valuable complement to our 
ongomg USAID fiscal and financial reform programs, which are well-focused and staffed 
with highly-qualified experts, but are hampered and often delayed by a lack of high-level 
comnutment and dlrechon. 

“However, most of HJID'S current proposal does not meet these cntena It is overly nch in 
lower-level researchers domg the same policy studies produced by our exrstmg 
contractors, and scarce m sustzuned comnutments from semor-level pohcy advisors to 
spend tune in Ukraine persuadmg top officmls to move on needed reforms n 

This analysis was faxed to usATD/Washington on April 19,1996, and was 
taken into account in negotiating the subsequent cooperative agreement 
between USAID and HIID. 

On April 26,1996, the Ukrainian Deputy Prime Minister sent a letter to the 
State Department Coordinator confirming his desire to obtain HIID 

assistance, and on May 24,1996, HIID and USAID entered into a cooperative 
agreement for $1.5 million. 

Ukrainian Government 
Knowledge of HIID’s 
Proposal 

Concerning questions about what knowledge Ukrainian officials had about 
the cooperative agreement, our interviews in June 1996 indicated that 
while the Ukrainian Prune Minister and a Deputy Prime Mimster endorsed 
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HIID’S role in assisting Ukraine, others within the Ukrainian government 
had little or no knowledge of the proposed project. Most other ministries, 
including the Ministry of Economy, the Ministry of Finance, the State 
Property Fund, and the General State Tax Inspection Agency, told us they 
did not know about HIID’S proposal until after it was approved in May 1996. 
However, these ministry officials told us that they generally believed that 
HIID’S proposal held some promise. 



-ii- ” Appendix III 

Status of 19 Laws in HIID’s First Work P lan : 

-I Laws Status 
Tax Code Not passed 
Contract Law PassedKlvll Code, l/26/96 
Law on Insurance 
Law on Holding Companies and Financial lndustrral Groups 
Law on Fundamentals of Prlcrng Policy 
Law on Noncommercial Organizations 
Law on Advertisements 
Law on Deliverv of Products for State Needs 

Law on Nonstate Pension Funds 
Law on Bankruptcy 

Passed/CiwI Code, l/26/96 
Passed, 11 I30195 
Not passed 
Passed, l/l 2/96 
Passed, 7/l 8195 
Not Dassed 
Not passed 
Not passed 

Law on Pledges 
Law on Forelan Economic ActWv and Investment 
Law on Management of State ProDertv 

PassedKlvrl Code, l/26/96 
Not passed 
Not passed 

Law on Joint Stock ComDanles Passed, 12126195 
Law on Movement of Catxtal 
Law on Secunties 
Law on Intellectual Property 
Law on Concession Contracts and Agreements on Division of Production 

Not oassed 
Passed, 4122196 
Not passed 
Not passed 

Law on Competit ion and Restrictions of Monopolistic Actlvhes in Commodit ies Market 
Source HIID/Russla documents 

Not passed 
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USAID 
US AGENCYFOR 

INrERNAnoNfu 
JxvELOm 

NOV 5 1930 

Mr. Henry L. Hinton, Jr. 
Assistant Comptroller General 
National Security and International Affairs Division 
U.S. General Accounting Office 
441 G Street, N.W. - Room 4039 
Washington, D.C. 20548 

Dear Mr. Hinton: 

I am pleased to provide the U.S. Agency for International 
Development's (USAID's) formal response to the draft GAO report 
entitled, "Foreign Assistance: Harvard Institute for 
International Development's Work in Russia and Ukraine" (October, 
1996). 

The report reflects considerable time and effort by the GAO 
in assessing a major assistance effort undertaken by the Harvard 
Institute for International Development (HIID) and USAID. We 
agree with the finding that the award to HIID was consistent with 
applicable laws and USAID guidelines, and generally agree with 
the positive assessment of HIID's role and accomplishments in 
implementing programs in the areas of capital markets, legal 
reform and privatization. 

Although no formal recommendations were contained in the 
draft report, we plan to take the following actions: (1) review 
existing policy regarding amendments to non-competitive 
agreements; and (2) improve management and oversight of the 
grantee with respect to reporting requirements, establishment of 
measurable goals, performance monitoring, and results evaluation. 

Enclosures (1) and (2) provide specific comments on the 
report. These comments were developed by individuals and 
operating units most familiar with the subject matter and we 
respectfully request that they be given consideration in 
completing your final report. 
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Thank you for the opportunity to respond to the GAO draft 
report and for the courtesies extended by your staff in the 
conduct of this review. 

Sincerely, 

Larry E. Byrn 
Assistant Administrator 
Bureau for Management 

Enclosures: as stated 

Page 72 GAO/NSIAD-9’7-27 Foreign Assistance 



AppendixIV 
Comments From USAID 

See comment 1, 

See comment 2 

ENCLOsuRE (1) 

USAID Comments on the Principal Findings 

USAID has one general comment and several specific comments on 
the GAO findings. 

Our general comment concerns the respective roles of USAID and 
HIID. HIID has not had substantial control over the U.S. 
assistance program. Nor did HIID llmanageV* other contractors in 
the sense of exercising any fiscal controls or even day-to-day 
work supervision. HIID has worked under the direction of, and in 
close coordination with, both USAID and appropriate counterparts 
in providing strategic guidance and oversight and in actively 
coordinating other contractors* efforts in capital markets and 
privatization. At no time did USAID cede its own project 
management responsibilities to HIID. 

Our specific comments below are keyed to the findings in the 
draft GAO report. 

Findinu: Awardina of Cooperative Aqreements Consistent with 
Applicable Guidelines. But Process Errors Occurred 

As noted in the GAO report, USAID's policy is to encourage 
competition in the award of cooperative agreements. The policy 
also allows for flexibility when a noncompetitive award is in the 
best interests of the U.S. Government. Decisions regarding 
noncompetitive procurements are thoroughly vetted with 
appropriate parties to ensure that viable alternatives for 
meeting the Agency's needs are considered. The GAO report 
accurately acknowledges that USAID made prudent decisions in the 
award of noncompetitive agreements to HIID given their 
established relationship with the Russian government and 
experience working in the country. 

The report indicates that USAID used erroneous scores to select 
the winning proposal for the Russian SEC activity due to a 
mistabulation of panelists' scores for the proposals. USAID 
disagrees with GAO's conclusion that the discrepancy was the 
result of an error in scoring. The procurement officer 
Interpreted the handwriting of an evaluation committee member 
differently than the GAO evaluator when aggregating the 
individual evaluation scores for a total component score 
percentage. The procurement officer provided this explanation to 
the evaluator prior to the issuance of the draft report. 

Findins: Mixed Prouress on Kev Features of an Efficient Capital 
Market 

Recent events indicate that progress is no longer 81mixedq8. The 
situation in Russian capital markets changed significantly in the 
period immediately following the completion of the GAO fieldwork. 
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Seep 37 

Seep 41 

The GAO may therefore wish to update its report and adjust two of 
its sub-findings to reflect the changes. 

Sub-findina: Efforts to Develon CSOs were Disanvointinq 

This finding should be revised based on events subsequent to the 
field work of the audit. Efforts ta develop clearing and 
settlement organizations (CSOs) were disappointing until the 
summer of 1996. However, since that time, significant progress 
has been made by the Depository Clearing Company (DCC), a central 
Moscow-based depository: 
. In August 1996, the President, a political appointee, 

resigned and in September 1996, a new President was elected 
by the board of directors. 

. In October 1996, the shareholders' meeting elected a vice- 
president and approved: (i) a strategic and financial plan; 
(ii) a company charter and, (iii) a protocol for settlement 
procedures electronically linked with the Russian Trading 
System (RTS). 

. Two crucial new shareholders -- the National Association of 
Professional Market Participants (NAUFOR) and Interbank 
Credit Union (MKS), a cash settlement bank owned by Russian 
banks -- joined DCC in October. 

. The International Finance Corporation intends to provide DCC 
with technical assistance, including assistance with the 
development of a business plan and in the examination of 
financing alternatives. 

This progress is being driven by increased trading activity, 
which jumped from $15 million per day in July 1996 to $49.4 
million in October 1996. The number of brokers connected to the 
RTS has grown from 130 in July to more than 200 in October 1996. 
Membership of the National Association of the Professional Market 
Participants (NAUFOR) has grown to more than 328 companies. With 
the increasing demand by market participants for clearing and 
settlement services, DCC is rapidly developing into a leading 
Russian clearing house. 

We propose that discussions in the report concerning unfavorable 
market conditions for clearing and settlement services, as well 
as discussions concerning political power struggles, be revised 
to include this updated information. 

Sub-findina: Future Indenendence of the Russian SEC mav be in 
Doubt 

We recommend that this sub-finding be revised. The report argues 
that the legal status and mandate of the Russian SEC is unclear, 
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See comment 5 

See comment 6 
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and questions whether the workforce can be maintained due to the 
inability to match private sector salaries. 

The Russian SEC's status, defined by a federal law as an 
independent federal agency with ministerial status subordinated 
directly to the President of the Russian Federation, was restored 
by a Presidential Decree on September 6, 1996. As of October 
1996, the Russian SEC has a staff of more than 100 professionals 
at its headquarters and is in the process of establishing 12 
regional offices. The Russian SEC has issued more than 40 
regulations for the securities market and licensed more than 150 
professional market participants. 

With regard to salaries, regulatory agencies in general tend to 
pay lower salaries than would be available to staff in the 
private sector (the United States is a good example). However, 
this has not been seen to be detrimental to the sustainability of 
those agencies. The Russian SEC is one of five federal 
ministries that compensate employees at the highest federal 
government rates. 

We propose that sections of the report and executive summary 
that question the Russian SEC's future be revised to reflect the 
Russian SEC's current status and prospects. 

Sub-findina: HIID's Substantive Role in Establishina a Canital 
Market 

It is recommended that the report note a very relevant 
contribution by HIID to the establishment of capital markets in 
Russia. HIID executives at the Resource Secretariat played a 
critical role in securing funding for capital markets activities 
from other donor organizations. The $89-million World Bank 
capital markets loan, approved by the Bank's Board on May 28, 
1996, will build upon the USAID-funded effort and could have 
long-term ramifications for Russian capital markets. HIID also 
helped to secure funding from other donors - TACIS (about 7.4 
million ECU) and British Know How Fund (about $5 million). The 
total amount of this funding -- more than $100 million -- is 
significant, and will exceed USAID's contributions. 

Findina: HIID Plaved a Kev Role in Leaal Reform Proiect 

We agree with this finding, but object to two of its contributing 
sub-findings. We also suggest that the GAO clarify its text 
regarding the issue of the number of new laws expected as a 
result of HIID assistance. First, the cooperative agreement with 
HIID did not require that they achieve the passage of 19 laws in 
2 years; rather, it required that HIID work in certain areas and 
that the areas of law to be addressed could include the 19 laws. 
Second, in terms of BIID accomplishments, it is misleading to 
state that HIID played a major role in the passage of only 5 key 
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commercial laws passed by the Duma. In Russia, presidential 
decrees have the same force as laws passed by the Duma, as long 
as there is not a conflict between the decrees and laws. HIID 
contributed to completion of 20 major commercial laws or decrees, 
many provisions of Part II of the Civil Code, and an additional 6 
laws and 19 regulations promulgated in the capital markets area. 
The laws and the decrees were for the most part the result of the 
same collaborative drafting process involving members of the 
Duma, academia, government ministries, the practicing bar, the 
judiciary, the business community, etc. 

a Sub-Findin : 
Unnecessarv Costg 

we do not agree with the finding and request that it be 
eliminated. Our reading of the record indicates that: (a) HIID's 
work on the Civil Code was a complementary and not a duplicative 
effort to the work of IRIS; (b) it had been requested by Duma and 
Presidential administration officials; and (c) it had been 
officially approved by the USAID Mission and USAID/Washington. 

The report is misleading because it ignores the positive benefits 
that came from HIID's participation in the process of drafting 
Part I of the Civil Code. The legal reform project Was asked to 
become involved to create competition and force the Research 
Center to open up the drafting process to other points of view. 
The ultimate version of Part I that was passed by the Duma was 
improved because of this pressure, in addition to the excellent 
work the IRIS project performed in expanding the horizons of this 
small group of drafters. It should be noted that the President's 
office solicited the draft produced by the HIID Russian lawyers. 
The fact that the legal reform project was brought into the 
drafting process led to the two entities working more 
collaboratively on Part II of the Code, which Russian and foreign 
experts alike agree was a far better piece of legislation. 

Sub-Findins: Lack of Oversiqht Over HIID's Strateoy 

we disagree with the GAO assertion that ViIID altered the 
. ..legal reform strategy by deciding to emphasize the use of 
presidential decrees without receiving approval from USAID". The 
agreement document is broad, and there is no indication that 
there was a violation of the tents or spirit of the cooperative 
agreement. Since the inception of this project, HIID and its 
Russian legal team have worked closely with the coordinating 
committee to advance economic reform legislation using a variety 
of strategic approaches. USAIDfNoscow and USAID/Washington have 
been aware of, and in agreement with, this strategy. In fact, 
the agreement was drafted in such a way as to afford HIID maximum 
flexibility to identify opportunities for reform legislation, and 
to move forward in the most appropriate manner. Thus, the use of 
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See comment 8 
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decrees was not a change in strategy, but was part of the 
strategy itself. 

Findina: Sustainabilitv of Privatization Centers Ouestionable 

We recommend that the finding be modified or clarified. While 
the sustainability of the Russian Privatization Center (RPC) and 
its Local Privatization Center (LPC) network as private 
consulting organizations may be questionable, the sustainability 
of that network as a donor coordination and project 
implementation organization is not. The latter point is 
supported by the fact that the World Bank has designated the RPC 
to be a Project Implementation Unit for a $100 million loan 
project, the Japanese have committed to support the full 
operational costs of the LPC network, and EU-TACIS has initiated 
three new enterprise restructuring projects designed and 
implemented in conjunction with the RPC. 

It should also be noted that the body of the report contains 
several conclusions about USAID's expectations for the 
sustainability of the RPC that are incorrect. At the time the 
RPC was established, USAID design documents stated that the 
Itpurpose of A.I.D. assistance is not to establish a long-lasting 
Russian institution, but rather to support the effective 
implementation of privatization now.g1 It was also stated that 
"RPC financial independence through revenue generating programs 
is not politically or bureaucratically possible at this time." 
As privatization progressed rapidly, it became clear that massive 
post-privatization support for restructuring privatized 
enterprises would be necessary and the GOR designated the RPC to 
undertake that responsibility through a presidential decree 
establishing the LPC network, which USAID subsequently supported. 
When USAID made its final direct contribution in 1995 to support 
the LPC network, USAID stressed that RPC needed to develop a 
strategy for sustainability. Since then, USAID has assisted the 
RPC to do so, to ensure a rational and responsible phase out of 
the USAID investment to the RPC and LPCs. 
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The following are GAO'S comments on USAID'S letter dated November 5, 
1996. 

GAO’s Comments 1. To assess the respective roles of HIID and USAID, it is important to 
understand the position that HIID had in providing technical assistance. As 
indicated m  appendix I, HIID had direct access to the Russian reformers 
through the Russian Securities and Exchange Commission’s (SEC) 

Resource Secretariat, ILBE, and the RPC. The HIID/MOSCOW General Manager 
told us that he considered his clients to be the Russian reformers, not 
USAID, and that he responded to his client’s requests for assistance. HIID'S 

responsibilit ies included gathering information necessary to develop task 
orders, determining key concepts for the project, and defining and 
implementing the project. HIID was in daily contact with Russian reformers 
and U.S. contractors that were co-located with HIID. Contractor personnel 
told us that although USAU) signed the task orders, it was the Russian 
reformers and HIID that directed their activities. Moreover, HIID officials 
told us that they gave advice to Russian reformers on a confidential basis 
and did not always inform USAID or the Department of State that sensit ive 
areas were being discussed. USAID and State officials confirmed to us that 
they did not always know about these discussions. Similarly, USAID relied 
on HIID to work with the Russian President’s Legal Advisor and the 
legislative coordinating committee to develop the legislative agenda, and 
at times  HIID initiated activities before funding approval was received from 
USAID. 

2. W e  confirmed the individual scores of the panel members and, at the 
time  of our review, the procurement specialist agreed with our finding. 

3. The report has been modif ied to reflect this new information. However, 
the information illustrates the political struggle that the Russian SEC has 
encountered from its inception. 

4. W e  revised the report to expand the discussion of SEC resources issues 
beyond that of federal versus private sector salaries. Market participants 
told us that fulfiilling the Russian SEC'S considerable responsibilit ies will 
require a  significant enlargement of its staff and budget. 

5. The report was modif ied to include this information. 

6. Our objective was to provide an assessment of HIID'S role in the legal 
reform effort and the progress made in the 19 areas, since success in this 
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regard was viewed by State as critical to the overall political and economic 
transition. We did not intend to imply that HIID only provided assistance on 
19 pieces of legislation and we acknowledge HIID'S involvement in many 
legislative areas. We have attempted to clarify this point. , 

7. USAID'S comment about the use of decrees to achieve reform is correct, 
as far as it goes. We recognize in the report that the situation that 
developed after the 1995 parliamentary elections, may have prompted a 
greater use of decrees to accomplish reforms. However, none of the USAID 
or Department of State documents authorizing the program discuss getting 
decrees issued; they only discuss the passage of legislation. Furthermore, 
the U.S. Ambassador told us that decrees were not an integral part of the 
initial legal reform strategy. As we point out in the report, it was this very 
use of decrees during the initial privatization effort that led the U.S. 
Ambassador to push for the coordinating committee to gain legislative 
involvement. Further, USAID’S action memorandum justified the program 
based on the need to pass legislation to “foster a new pattern of 
executive-legrslative cooperation . . . necessary to adopt and implement 
the new laws . . . .” 

8. USAID'S comments do not reflect the change in strategy regarding the RPC 
that took place in light of emerging economic and business issues. We 
recognize that USAID'S original expectations were short term and based on 
the RPC'S immediate role to support pnvatization. However, USAID later 
expected the RPC to sustain itself either through donor resources or fees 
generated by consulting services based on the objectives of USAID'S 
assistance to the RPC. Accordingly, USAID documents show that when it 
made its final direct contribution in 1995 to support the IX network, it 
stressed that the RPC needed to develop a strategy for sustainability. From 
fiscal years 1992 through 1996, USAIII budgeted nearly $50 million for 
enterprise restructuring and land reform assistance programs to, among 
other things, develop the RPC and the LFC network’s capabilities to 
continue such activities after graduating from USAUI assistance. 
Furthermore, USAID made funding available to Program for Intensive 
Enterprise Support and F’inancial Management Assistance program 
contractors to develop consulting materials for the RPC and the LFT 
network specifically as a fee-generating service. In addition to providing 
its own funding, USAID informed us in August 1996 that it was working very 
closely with the World Bank to secure the RPC'S best prospects for 
sustainability-the Enterprise Restructuring Services Project. USAID and 
HIID have dedicated substantial financial and human resources to the RPC 
and, therefore, both have a significant investment in the RPC'S future. 
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Note GAO comments 
supplementrng those In the 

> , report text appear  at the 
end  of this appendix HARVARD UNIVERSITY 

HARVARD INSTITUTE FOR INTERNATIONAL DEVELOPMENT 
One Eliot Street Combrldgs Mowchuselts 02138 

Jeffrey D  Sachs Orector 

Tel (617) 49S-4112.4959871 
Fax (617) 4955585,49&3967 
emal jsachs@hud horvord edu 

Golen L Stone Professor of International Trade Cable Address HI10 
Department of Economlcs Telex 275276 

October 29, 1996  

Mr &-@mm F. Nelson 
Director, Intemauonal Relahons and  Trade Issues 
International Affaus Division 
U S. General  Accounting Office 
44 1  G Street, N. W . 
Washmgton,  DC 20548 

Dear Mr. Nelson: 

The following are the comments of the Harvard Institute for Internauonal Development (HIID) 
on  the draft GAO Report  you kindly sent us for review. W e  very much appreciate the 
opportunity to comment  

In general,  we think that the conclusions of the report are reasonably balanced. W e  are p leased 
to note, m parhcular, the f indmg that USAID’s awards to HIID “were consistent with applicable 
laws and  USAID guidel ines” and  reflected HIID’s “early and  extensive work m advismg the 
Russian reformers” and  “its expenence,  expert ise and  a  system of contacts w~thm the Russmn 
Government  ,” 

W e  are p leased that the report concludes that “Russia, with HIID’s support  and  assistance, has 
made substantial progress on  some of the key features of a  funcuonmg, efficrent capital market.” 
W e  are also p leased that the report concludes that the laws and  decrees which the Legal  Reform 
Project helped to draft represent “sigmficant accomphshments” and  covered “37  general  areas [of 
law] related to economic activity ” W e  would go  further and  say they represent a  fundamental  
t ransformauon of the legal environment and  are a  cnttcal foundat ion of the development of a  
market economy m Russia When  the legal reform process started m Russia, Western legal 
systems and  concepts in commercial law were totally unknown unlike Eastern Europe where 
such systems and  concepts existed until the end  of World War  II and  thus could provrde a  sohd 
model  or f ramework for new action As a  result, legal reform has been  a much more difficult 
task in Russia than in Eastern Europe. 

Wrth respect to Ukrame, we are p leased that the Report  makes clear that the current HIID project 

- 
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See comment 1 

ortgmated wrth a request from the Government of Ukrame (GOU) to HIID The project was 
entrrely unrelated to the prevrous USAID consrderatton of a cooperatrve agreement for asststance 
to Ukrame in Spnng 1995 (subsequently withdrawn by USAID) and covered much different 
work than was contemplated m the 1995 proposal The project mvolves provrsion of advice to 
the GOU at the highest levels on strategic macroeconomrc pohcy The project has been highly 
successful and has made unique contnbutrons that are lnghly regarded by senior GOU offrcrals 

We understand the terms of reference of the Report (as set forth on pp. 3 and 37) are limited, and 
do not mclude an evaluation of HIID’s work m Russia m provtdmg advrce m the areas of puce 
liberalization, stab&ration and privatmation Nevertheless, it IS worth stating that these three 
Issues (whmh are at the heart of the transitron to a market economy) represented a substanhal 
element of HUD’s work m Russia We would be happy to provide any further mformation the 
GAO washes on these matters 

Finally, we wash to note that m a number of matters the Report IS m error, misleading or 
incomplete. HIID activities m Russia are complex and our comments are not Intended to reflect 
adversely on tbe work of the GAO staff. In some cases, events smce the GAO staff completed 
them mvestrgation have superseded the conclusrons of the cl& Report We thmk rt rmportant to 
set forth these matters in some depth and have attached a memorandum hstmg them. We have 
also attached for your convenience the specific changes m the language of the Report to correct 
these matters. To the extent that our comments are not reflected in the final Report, we request 
that this letter, the enclosed memorandum and the charts attached be pnnted m the Report The 
memorandum contaming our suggested draft language does not need to be included in printmg 
our response. 

Very truly yours, 

Jeffrey Sachs 
Director 
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See comment  2  

Now on  pp  2,4,18, and  
47. 

Nowonp 17  

See comment  3  

See comment  4  

MEMORANDUM: DETAILED COMMENTS ON GAO REPORT 

I. General Comments and Award of Contracts 

1. The Report  misstates HIID’s role in legal reform, capital markets and  the Russian 
Pnvatzation Center (RPC) HIID did not have ‘substantial control” (p. 32) over the US 
Assistance Program. This control was actually given to Russian reformers through the vehicle of 
the Coordinat ing Committee for legal reform matters, to the Russian SEC for capital markets, 
and  to the RPC for enterpnse restructuring All the work of HIID and  its principal subcontractor, 
the non-profit Russian entity the Institute for Law-Based Economy (ILBE), was directed and 
controlled by the Coordmating Comnuttee and  the Russian SEC, there was an  agreement  with 
USAID and  the Legal  Office of the President of Russia and  the State Duma expressly providing 
for this control, which stated that “coordmahon of techmcal and  legal assistance funded by 
USAID and  almed at the support  of legal reform” and  the “determining [of] top pnority areas to 
support  the legal reform funded by the USAID” shall be  exercised “exclusively” and  
‘mdependent ly” by the Coordmatmg Comrmttee. 

ILBE had  been  formed and  was stafXed by an  elite group of Russian professionals - lawyers and  
economists - who had  been  workmg in the arca of commercial legal reform and  privatization for 
some time and  who actually performed the substantive legal work standing behind the reform 
process. All the legal work dlscussed in the Report  was done  in what properly should be  called 
the Legal  Reform Project (LRP) whose participants were the leadership of the Duma, the Legal  
Of&e of the President, ILBE and HIID Many of the references m the Report  to HIID should 
actually be  changed to LRP. 

2. The Report  appears to suggest  (pp 2,7,33,92) that HIID had  a  slgmficant role m 
establishing Russian institutions hke the RPC, ILBE or others These were conceived of and  
formed by Russians on  tb.elr own imhatlve with only modest  help from HIID. 

3. It is incorrect to state (p. 33) that assistance m draftmg commercial laws was “channeled” 
through the Russian President’s Legal  Advisor Such assistance actually was channeled through 
the Coordinat ing Comrmttee of which the Legal  Advisor was a  member.  

4. The Report  suggests that the Ukrame contract duplicates work already being done  in the 
Ukraine. W e  thmk the Report  fals to dlstmgulsh between the concerns of some indlvlduals at 
the USAID Mission m Kiev at the very start of the project and  the posit ion of the mission Itself 
as  determmed by the senior officials responsible. W e  doubt  that the rmsslon would have 
awarded the agreement  if It thought major port ions of the work would duplicate, possibly delay 
or be  counterproduct ive to other projects Pnor to entering into the cooperat ive agreement,  HIID 
was made aware of the concerns that individual staffers had  raised, and  was explicitly committed 
to avoldmg duplication m effort. The essence of the HIID project (strategic advising to the most 
senior GOU offlc~als on  macroeconomic and  ta-p.&.r& IS fundamental ly different from other 
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Now on pp 4 and 9. 

Now on pp 31 and 41-42 
See comment 6 

Now on pp 9 and 41 

See comment 7 

ongomg projects We do not at all understand the comment in the Report concemmg the work 
on pensron reform and the suggestion that it would have been counterproducttve to a German 
sponsored program This statement 1s completely contrary to many representations made by 
semor US government offrcrals, mcludmg semor USAID offtcials during the enttre process 
We ate confident that examinatton of the project today would make rt clear that there 1s no 
duphcatron of the work being done by the US Treasury advrsor or by the International Monetary 
Fund. 

II. Comments on Chapter 3: Capital Markets 

1. Future of the Russian SEC The Execuhve Summary (pp. 7,18-19) and the draft 
Report (pp 60,8 l-82) state that m  August 1996 a Presrdentml Decree was signed whmh 
downgraded the status of the Russmn Federal Comnnssron and thereby rendered uncertam the 
future of the Commission. The information in the Summary and Report is dated Less than one 
month later, the actron taken m the August 14 Decree was corrected in a Decree of the President 
#1326 ‘On the System of Federal Execuuve Agencies” dated 6 September 1996. In the 
September Decree., the status of the Federal Securittes Commrsston was reconfirmed as a 
mmmstry in full accordance wrth the Russian federal “‘Law on Secunties ” It 1s wrdely 
acknowledged that the inclusion of the Commission m certain provisions of the August Decree, 
which reorgamzed the entire federal government in detail, was a mistake by the drafters of the 
August Decree 

The Summary (p 19) and the Report @. 82) also state Incorrectly that “[IJt is unclear whether the 
Russmn SEC will be able to maintain its work force due to tts mabihty to match private sector 
salanes,” because the salaries of federal employees are capped at a level below that of the pnvate 
sector This IS true of all federal governments around the world, and the conclusion IS an 
overstatement. The federal employees that make up the Commission staff are professional 
bureaucrats who were lnred by the Comnussron Tom other government agennes, such as the 
Russian Committee for State Property Management (privatization agency), the Russian Mimstry 
of Finance, and the Russian Central Bank This staff is accustomed to the normal range of 
federal government salaries. In March 1995, the Commission was not only granted ministry 
status, but also ‘privileged” mimstry status so that rt is one of five federal ministries that pay the 
highest federal government salanes The rate of attntton of Comnnssron staff to the pnvate 
sector 1s expected to be lower than normal. 

The Report and Summary should point out that au independent federal regulatory agency for the 
sect&es market has been established with a prtvileged mrmstry status whrch gained the respect 
of the market almost immediately as a competent regulator The mmrstry has grown from 3 
offrcrals in November 1994 to a staffof more than 100 professionals by October 1996 The 
Commisston has adopted more thau 40 regulations for the secunties market, and has issued more 
than 150 hcenses to fund managers, specialized deposttories and registrars. The Comnussion IS 
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Now on pp 38-41 

See comment 8 

Now on p 39 

Now on pp 39-40 

See comment 9 

currently m the process of establishing 12 territonal branch offices. The status of the 
Commission as a federal mlmstry, and its authority to regulate the securities market, 1s 
established by a federal law passed almost unammously by the Russian legislature and signed by 
the President in 1996. 

2. F -and Company fDCC> and Other Clearing and a 
Settlement Oreanizations (CSOs): The Report and Summary contain various inaccuracies and 
dated mformatlon about the CSO project, and m pticular about DCC 

The Report (pp 75-76) and the Summary 0, 18) state that “[E]ach CSO evolved from an 
existmg stock exchange and was owned and controlled by the exchange and the market 
participant [SIC] ” The Report and Summary then imply the incorrect conclusion that the CSOs 
are no longer viable because trading on these exchanges is no Ionger significant ’ %s 
conclusion confuses the difference between floor-based exchanges and the over-the-counter 
market CSOs are an integral portion of any securities trading infrastructure, whether the trades 
are made on a floor-based trading system or an over-the-counter system or a hybrid. So long as 
trades arc executed on any trading system, the need exists for an orgamzation to clear and settle 
such trades. 

In 1994, when the Russian CSO project was initially designed, each of the CSOs was paired ~th 
a developing floor-based exchange in the respective city Because the floor-based exchange was 
never a viable equities trading platform m Russia, the imhal floor-based exchanges have not 
survived. Instead, the over-the-counter market for equities which began to develop naturally has 
been successllly mshtutlonahzed as the Russian Trading System (RTS). As this natural tradmg 
structure emerged during 1994, a parallel structure was devised for the CSOs--1 e , a central 
depository m Moscow urlth branch depositories in the other cmes where the Russian Tradmg 
System operates. Today, the DCC (the Moscow CSO) is electronically linked to RTS m order to 
clear and settle trades on the system. 

The Report (p. 77) also states that “DCC is not yet fully operahonal m part because the market 
was not ready for such an orgamzation ” DCC has been “fully operational” as a professronal re- 
registration business for about two years It has, however, taken longer thti hoped for DCC to 
fully develop simultaneous book-entry settlement of share ownership and payment-vs-delivery 
clearmg of trades that IS a natural fun&on of the depository business. As the Report (pp 77-81) 
points out, this has been due to the slower-than-expected development of demand for such 
services by the market participants. A clearing and settlement orgamzation is a denvahve service 
provider, and can only develop as the market matures and Its services arc demanded by market 

’ “Accordmg to the contractor, as of mid-1996, only the Vladwostok stock exchange was actwe, executmg about 
30 transactions a day, and as of mid-1996 DCC was dtslntegl;ltmg ” Report (pg 77) and Executwe Summary (pg 
W 
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See comment  10  
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pal-tlclpants 

Only recently has this demand by market participants for the clearing and  settler&i services 
provided by DCC reached a  cntical level. Trading actlvlty m Russia as reported by NAUFOR 
has increased since June 1996  from $10  million to $15 rmllion per day, with a daily high that has 
Jumped from $15  million to $47  milhon in October 1996  This increased activity has 
slgmticantly inf luenced the attitudes and  comrmtment of those market pticipants that drtve 
DCC’s deveIopment Further evidence of the mcreasing growth and  maturity of the market 
partlclpants and  market mfiastructure is the growth of NAUFOR. In the last six months, 
NAUFOR has grown from 200  to 300  members.  

In addition, the political struggles ment ioned in the Report  (pp. 80-81) which inhIbited the 
market demand for CSO services have been  ameliorated In August 1996,  the DCC management  
resigned. At a  mid-October 1996  shareholders’ meeting, the shareholders elected a  new 
management  team which is rapidly budding credibility m the marketplace. The Board of 
Directors of DCC was adjusted to include Chase and  Cre&t Suisse (two of the largest global 
custodians), NAUFOR and MKS, a  l imited-purpose cash sett lement bank collectively owned by 
many of Rusna’s largest banks A representat ive of each of the Federal  Securities Commission 
and  the Russian Central Bank also were elected to DCC’s Board of Directors. 

At the same October 1996  meetmg, a  representat ive of the International Financial Corporat ion 
repeated IFC’s prior written intention to provide speciahsts and  partrclpate in the long process of 
ralsmg capital to support  DCC’s gradual assumption of guarantees for re-registration, sett lement 
and  depository actlvlhes The IFC also agreed that the Corporat ion’s name could be  used to 
help boost  market conf idence in the DCC 

New members are Jolmng DCC, including NAUFOR and the Interbank Credit Umon (MKS), 
each of which has committed $200,000 m new capital. New services are being developed, 
mcludmg a  program to offer a  form of delivery vs. payment  when funds sett lement IS handled 
offshore. DCC 1s now rapidly reahzmg its potential as  the leading member-owned depository 
institution in Russia. 

3. Status of the National RePistrv Comaanv (NRC) The Report  (p 75) and  the Executive 
Summary (p 17) incorrectly state that Lukoll has  “backed out” of its agreement  to transfer Its 
company register to the NRC, and  that this factor has led to skepticism on  the part of market 
paticipants about  whether NRC has the momentum to succeed.  

In fact, Lukoil has  consistently reconfirmed publicly its mtentlon to transfer its company register 
to NRC as soon as Its internal corporate reorganization is complete, which should be by April I, 
1997.  Lukoil and  NRC are currently finalizing the contract for such transfer. To date, NRC has 
taken over the registers of 17  Russian companies,  all of whom have more than 1,000 
shareholders Five ofthese companies have more than 10,000 shareholders. In September 1996,  
NRC became the registrar for Nonlsk Nickel, the world’s largest nickel producer.  NRC is 
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I-, Nowon p 36 

See comment 3 

See comment 11 

currently in the fmal stages of negottatton for chent agreements w&h an additional four Russtan 
companies 

4. Status Russian Tradiw System: Although described m the Report as an unqualified 
success, the statistics in the Report (p 14) and the Summary (p 70) about the RTS are dated 
already. The Report and Summary state that “[C]urrently, over I30 brokers use the system” and 
“[TJhe trading system connects several cities throughout the Russran Federation ” In fact, as of 
October 1996, there are 328 NAUFOR members, of whom 215 have RTS terminals m their 
offices. NAUFOR now has members m 39 cities, and in 24 of these cities members have access 
to the RTS Most of the 15 cities where RTS does not now have access will he connected over 
the next two months by KPMG/Barents under its task order. 

The Report (p. 71) and Summary (p. 15) state that there are two organizations bearmg the name 
PAUFOR--a Moscow-based organ&&ton and a national organtzatton The Moscow-based 
orgamzation of brokers 1s named PAUFOR, but the self-regulatmg nattonal associatton of 
brokers whrch owns the RTS is named NAUFOR. 

5. Additional Financiw for Cauital Markets Assistance: The Report and Summary neglect ’ 
to menuon one rmportant contnbution of HIID aad the Resource Secretauat to the caprtal market 
development m Russia. HIID has been instrumental m attractmg sigmticant bt-lateral techmcal 
assistance finds for capital market proJet% from the Bnttsh Know-How Fund and from the 
European Union’s TACIS, and in integrating those projects into the work of the Resource 
Secretariat HIID has also been mstrumental in preparmg an $89 million World Bank loan for 
Russian capital market development whrch was signed by the Russum Government on 
September 29,1996 and which wrll provide funds over the coming three year penod for further 
development of the Russian capital market through the Resource Secretariat. 

HI. Comments on Chapter 4: Legal Reform 

1. At&@s to Devem The Report at various places- states that HIID (rt should 
have stated LRP) originally was to work on I9 specific pieces of leg&non, and that the 
Coordinating Comrmttee had rdentttied these 19 subjects as pnority items. The Report then attempts 
to add up how many “laws” were passed and to determine how many were on the onginal ‘%st” of 19 
and how many were not. This approach mtscharactenzes HlID’s contractual undertakmgs and the 
LRP 

A. As stated in HlID’s June 2 l,l996 letter to the GAO, the Cooperative Agreemen& HIID’s 
Agreement wtth the Coordmating Conumttee and HBJ.Ys Work Plan all provided for HIID to do 
legal draftmg servrce for commercral law development 111 general These three documents did not 
provide (and HIID, USAID and the Coordinating Committee did not mtend) that the LRP would 
work on 19 laws, 21 laws, 150 laws or any other number. 
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The Cooperattve Agreement states that HIID ~111 provide legal ass&mce “as requested by the 
Coordmanng Comnuttee ” and that “the specific laws and areas of law to be addressed . m  
include [the 19 areas referred to m  the Report] ” The July 25,1994 Agreement between HIID and the 
Coordmating Comrmttee (which was done only m  Russtan) provtdes that. 

“The body of law aKectmg busmess mcorporates a wide range of different fields of law, 
mcludmg laws concerning property and corporate relationships, commercial and financial 
actrvmes The ProJect would support drafhng efforts in these areas The specific laws and 
areas of law to be addressed by the Pro@ include. but arc not hmrted to, the following:” 
[Ilstmg 14, not 19, very broad areas of Law, e g “Civil-Code,” “Commercial Law,” 
“Secunties Law,” “ Land Law,” etc , each of whtch could mclude many separate laws ] 

Fmally, as set forth m  HIID’s Six Month Work Plan, the Coordinating Committee formed working 
groups on 19 spec~tied topics and stated that the LRP would “. . . provrde assistance to the working 
groups as reauested by the Comnuttee ” It also stated that the “nature and duration” of the work will 
be detenmned by the Committee. In no sense was this a hst of 19 specific laws to be adopted on a 
prior@ basks - thus was simply an mdlcatton of laws or areas of law to be studied. It was not intended 
(and the Work Plan did not state) that the LRP would not work on matters beyond the 19 subjects 
listed or that each of the 19 subJects was of equal pnority or deserved mayor attention Indeed, some 
of the 19 subJects bsted were senously adverse to the development of a fkee market economy where 
any legislation would be opposed, and this was recognized by all concerned And as set forth m  the 
June 2 1,1996 letter, the drrection from the Coordmatmg Committee sh&d with events, and the 
SubJects worked on by the LRP were a changing mix of emphasis and priority of various aspects of 
commercd law 

If the report wants to record totals it should sunply note, as set forth in the detailed charts that HUD 
submitted to GAO on June 21,1996 (attached), that as a result of the LRP, m  the commercial law 
area 13 laws were passed, plus Title II of the Civil Code which contained 7 major chapters wluch are 
each very separate areas of law, 13 decrees were promulgated havmg the force of law and 19 major 
regulattons were promulgated m the capital markets area The LRP was the pnnc~pal drafter of 4 of 
the laws, 5 of the decrees, and all 19 of the rcgulauons, and was either the co-drafter or contributed m 
a significant way in the drafhng of the others 

B. The Report is III error in descnbmg the LRP’s work on some of the laws (wluch should also 
mclude the decrees) actually passed as merely “providing some comments.” The detailed charts that 
HIID submitted to GAO hstmg the laws and decrees that LRP worked on were broken mto three 
categories (a) “prmc~pally drafted” (b) “co-drafted” or (c) “contributed to m  a significant way ” I-RID 
dtd not attempt to list matters where the LRP merely provided some comments. 

C. The Report’s suggestion that d was desired to enact laws in all 19 categories is wrong As 
discussed on the chart subnutted to the GAO on June 23,1996, four of the 19 “laws” or areas of law 
listed would be seriously detrimental to development of a Ibee market economy and we discouraged 
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See comment  12  
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any efforts to propose or pass any law in these areas (1) Fundamentals of Pricmg Pohcy, which 
involved the government  semng rules for pricing and  thus invltmg bureaucrat ic control mstead of 
market forces (2) Delivery of Products for State Needs,  wluch raised problems of expandmg the 
Government’s role in settmg standards for goods and  services (3) Management  of State Property, 
which raised the same problem (4) Movement  of Capital, which raised the problem of the 
Government,  mstead of market forces, al locatmg capital 

D. Even usmg the list of 19  subJecta of law, the Report  IS in error m the totals As Qscussed at 
length on  the chart submitted on  June 23  1996,  laws were actually passed in mne categories, not four. 
Thus, if the Report  contmues to focus on  the 19  subJects of law onginally listed, it would be  a  fair 
statement that the LRP’s work resulted m the passage of laws m 9  out of 15  categones where laws 
were desired Append I of the Report  should be  revised to reflect this 

2. I-HID’s Renorts: The Report  at various places deals with the regularity and  adequacy of HIID’s 
w&ten reports to USAJD, and  suggests that them was a  lack of performance by HBD HIID 
acknowledges that for the tirst few months of the ProJect it subn&ed only quarterly reports, not 
monthly reports, but thrs deficiency was soon cleared up, starting about  January,  1995  The substance 
of the reports (which ranged from 10  to 50  pages),  however,  was folly in accord wtth the 
requirements of Moscow USAID and  was satisfactory to them As stated m the June 2  1,1996 letter 
to GAO: 

“Because of the sensinvtty of workmg within the pohtical process of Russia, it was 
specifically understood by USAID and  HlID that there would not be  a  comprehensive paper  
trail of formal reports hstmg spemfic accomplishments, al though there was regular written 
reporhng Nonetheless, the Legal  Reform ProJect had  an  open  door  and  open  file polrcy 
with USAID, and  USAID officials were regularly m the offices of the Legal  Reform ProJect 
almost on  a  daily basis and  certainly on  a  weekly basis As you can readiiy confirm with 
Matthew Mosner  or James Norris, USAJD knew and  approved of all slgmficant a&vines of 
the Project and  of anythmg the ProJect was not doing that might have been  hsted m the 
agreements ” 

Fmally, it is incorrect to state that USAlD Washington did not receive MID’s reports until late 1995  
The two staff persons in Washmgton at the Office of Private Enterprise Restructurmg responstble for 
the HED agreement  received all of IBID’s reports, were satisfied w&them, and  m addition, were m 
regular te lephone contact with W D  and  were folly informed about  HIID’s activities 

3. Use of Decrees 
A. The Report  deals at various places with the use of decrees but does not mention the number  of 
decrees issued covermg commercml law areas, wmch total 13, nor does it descr ibe the process by 
which decrees were adopted It would be  more informative if the Report  mdtcated that a  decree in a  
given area of commercial law is typically the cu lmmahon of the same process that leads to enactment 
of a  law - c g  deveiopment of concept  papers,  consultation with various mmistries, the office of the 
President, various Duma Committees, outside experts, academics and  the Russmn pnvate sector, 
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See comment 18 

preparatton and review of amendments, and development of a consensus or polittcal wtll to Issue a 
decree m the absence of adequate legislation. Thus the decree makmg process m Russia has been 
broadly consistent wtth the development of democrattc processes, and mdeed haa provided the Duma 
wtth an mcentive to take posihve action. 

B. The report IS wrong m statmg that HIID (more correctly, the LRP) altered the USAID and 
Department of State legal reform strategy by decoding to emphastze the use of decrees w&tout 
recetvmg approval from USAID Pnor to entermg mto the Cooperauve Agreement both HIID and 
USAID had been actively mvolved tn the Russran pnvatizatton effort and the begmmngs of legal 
reform, both of whrch had involved extenstve use of decrees where legtslatton was blocked or 
delayed. Use of decrees was a fact of Iii known and recogmzed by everyone as necessary to hasten 
the transmon of Russta to a tiee market society, contrary to the suggeshon of the Report such use was 
au mtegral part of the legal reform strategy. The LRP’s mcreasmg use of decrees, after the major 
commumst gams m the 1995 eIection made it more dtfficult to get laws enacted by the Duma, was 
known to and approved by Moscow LJSAID and by more sentor US Government officials, and was 
not a change m strategy requning formal USAID approval 

4. Work on P r-t 1 of the CMc Code: The discussion (p 96) of the work on Part I of the C~vtl 
Code IS ahnost~ntrrely wrong. HIID began work on Part I of the Crvrl Code at the request of the 
legal office of the President of the Russtan Fedemtron and the chairmen of the relevant committees of 
the Duma (The work was done before ILBE was formed) The work was known to and authorized 
by Moscow USAID, and we have m our tiles a memorandum dated March II,1994 from the 
Director of USAID Moscow seekmg approval from USAID Washmgton (which was subsequently 
granted) for HIID to hire the French and Dutch experts The project was constdered a suffictently 
htgh prior@ by the Duma chanmen and the Legal Office of the President that a special dacha was 
provtded by the Prestdent’s ofice at tts expense where the Russran spectahsts could work w&out 
dtstractton We do not understand how GAO estimated that HUD spent $500,000 on the work on 
Part 1. In the short time a&able to prepare thts response we have determined that appmmately 
$85,000 to $90,000 was spent for the non-Russtan experts hired and estrmated that the cost of the 
work of the Russtan specrahsts on IBID’s staff dtd not exceed $50,000, thus the total cost was 
approxunateiy $135,000 to J140,COO The work of IBID’s Russran specmhsts and the foreign 
consuhants was not reJected by the President’s office; to the contrary tt was used by the President’s 
office as a threat to the Russian Center for Pnvate Law to move more quickly to publish its draft of 
Part I and to Incorporate the work of IBID’s specrahsts Thrs work (and the work of IRIS) 
contnbuted to the result of Part I and was not duphcative of IRIS’s work 

5. Two-Year Time Table: On pages 20 and 68, the Report states that USAID hoped that the 
necessary laws and mstttutions for legal reform would be passed and m place m two years We 
question such a statement - we are not aware of anyone m USAID Moscow or Washmgton 
knowledgeable about the Russian sttuatton who could have had that vrew When one considers how 
long it may take to enact legislatron m the U S. on controversial subjects - e g medical care, 
entttlement reform, etc - It IS not realisnc to expect such rapid development m Russia, parttcularly 
when the subp3 (commercial law) IS one where most Russians have little expenence and where there 
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Now on p 21 

See comment 3 

Now on p, 47 
See comment 3 

Now on p 47 

See comment 19 

See pp 57-60. 

IS till strong opposition to the whole idea 

6. Work of the Rural Development Institute fRDJJ: 

A. The Report on page 40 is not accurate m stating that RDI &d not want its Russian contacts 
‘known” by GAO. RDI promded the names of its Russum contacts to GAO at a mectmg 111 
Washmgton on July 17 \ylth the understanding that they would not be mtervlewed by GAO 

B. On page 91 the Repoti misdescnbes a Presidential Decree as allowmg “indlvlduals who 
rented small plots to obtam full ownershp nghts.” The Decree was much broader, and a more 
accurate descnption would be that it “strengthened pnvate ownership rights of mdrvlduals to 
agncultural land.” 

C. Page 91 does not give a complete descnption of RDI’s efforts on land reform m Russia In 
addition to what 1s mentioned, RDI has provided advice on issues such as real estate regstration, 
mortgages and land use planumg, and has also provided advice to World Bank personnel regardmg 
land pohcy uutiatives to be mcluded m World Bank loans 

Iv. Comments on Chapter 5: Russian Pnvatization Center @PC). 

With respect to the RN, we should clarify the extent of HIID’s involvement and 
responsibdity The RPC is a Russian orgamzatlon, with its own board of directors and 
management structure Several agencies of the Russmn government are represented on Its board 
of hectors. The RX gets fundmg from a vanety of sources, and performs a number of services 
for the Russian government, incluchng most Importantly the admmlstratron of World Bank loans 
and other technical assistance. 

HIID cooperates with the RPC m a number of ways, but does not have control over Its 
activities HIID (through a grant from LJSAID) IS responsible for the employment of a small 
number of relatively semor RPC officials These officials fall mto two broad categories- proJect 
managers and administrators While the RFC and the HIID haveJoInt responsibilrty for hirmg 
and firmg them, the scope of these officials’ work IS determmed by the RPC management, and 
they report to the RPC management In ad&on, as the Report recognizes, HIID has cooperated 
\Nlth the RPC in the provisIon of policy advice to semor Russian reformers, and has m tlus 
capactty retamed consultants to prowde some of the advice 

Given the nature of tlus relationship, we do not feel that it IS appropnate for us to comment 
on the adequacy of the part of the GAO Report that assesses the activities of the RPC However, 
we do have two general observations First, we are pleased that the Report recogmzes the 
valuable contributions that the RPC has made m the transformatlon of the Russian economy, 
although m several areas the Report neglects some of the achlevments of the RPC while 
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overetnpasizmg the problems Second, the Report 1s too pessimlstlc about the sustamabibty of 
the RPC because it is close to recavmg extensive fundmg from the Russian government through 
the World Bank to contmue its work on promoting enterpnse restructuring It may be more 
appropnate to ask the RPC directly to respond to GAO’s assessment of their work 

i , 
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LISTING OF LA\%, DECREESAND REGULATIONS, VEVELOPED BY THE HIID LEGAL REFORM PROJECT(LRP) 
IN TflE AREA OFCAPITAL MARKETS 

(19954996) 

I. LAWS. DECREESAND REGULATIONS IN EFFECT 

I A. LAWS. DECREES AND REGIJLATIONS PROMLILCATED ON WHICH LRP SERVED AS THE PRINCIPAL DR&FrER 

Law, Decree or r&,ldrtioo 1 Date ElTectivrlSimmd 
Pederd Law on Secuntles Market 1 Suwd by President Awli 22.1996 
Decree of the Presldem of the Russlao Fedaatmn No 765 “On Mcawm to 1 Julv 26.1995 
Raise the Effectwcness of Imwtmnt Pohcy m the SLuman Fulcrat~on” 
Smd~dRuhmfOpcnUmtimrnmtFmds 

- 
Approved ty thedmn ofRFSEC dated October 
12,1995,#13 

Standsrd Rules of Intaval U&t lmwmmt Funds Applovcd by dle rePhllon OfJtFSEC dated ocmber 
I4 1995.#14 

Standard F’mspectos of Issue of lnmtmat Urjts Appmved by the mdulion dRFSEC dated October 
18.1995 #IS 

Standard Agrmmt of Eve.lw&on or Asseta Campming Ulut Investment Approvedbythc-ofRFSEC dm.dOctoba 
Fund 20,1995 #I6 
Stmdml Contract for AudrtmnS Renew of Accmtq and Reports R&ted lo Approved by the rmolution ofRFSEC dated Ocmber 
TNS~ Managommt of Assets of Umt hwmtmmt Fund 23.1995 #I7 
Pm&on on Liammg Act~ty to the Capaaty of Speciahzcd Dqxmtory of &mcd by the rcsolut~on of WSECdated October 
Umt ln~csuncnt Funds 25,1995#18 
Prowaon on Procedure ofEvaluatm and Dril~.~oS Reports on Valve of Net Approved by the resoh~tmn of RFSEC dated October 

Open Asds of 
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I B. LAW, DECREES AND REGULATIONS PROMULGATED ON WIICH LRP SERVED AS WE CO-DRAFTER 
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II DRAFT LAWS, DECREES AND RECULATIO~~S UNDER Acrlv~ CONSIDERATION BY DUMA, STATE LECA~ 
OFFICE(CPUI. RFSEC AND/OR MINISTRIES 

11.~. DRAFT LAWS, DECREESAND RECUWTIONSON WIIICII LRP SERVCDA~TI~E PRINCIPALDRAFTER 

Draft Law, Dsrte or Rc&ation 
Federal Law an Investment Funds 

Federal Law On Cessation of Shares. Resewed I” the Fed-al Property and 
On Conmbuttng Objects m Federal Property lo Chatier Capitals of 
Partnersbiis and Soact~es 

Federal Law On Ihe Order of Dlsposlhon of Shares Fixed I” the Federal 
Propmy 

Federal Law on Amendmg the Cnmmal Code and the Code of 
AdmllustrstcveVdatlons 

jAmendmcnts related lo nolatlolu on sewn&s market) 
Federal Law on Taxation of Umt lnvestmmt Funds 

Decree “On Cranrmg Addltlonal Authorides to the Federal Cammlssmn On 
Securmcs Market under the Govcmmmt of the Rusv?.n Fcdcnoon” 

jtrtus 
Draft wes approved by the RFSEC and submwd to 
Ihe Government for further conslderahon June 1996 
Adoptmn expected m Fall 1596 
Adopted by the State Duma at7er exbz~~we 
smmdmm( October 1995 
Vetoed by the Prcsldcnl 
Projccl has r&&xl the Law. combmmg It wh the 
drsl? Law on the Orda of Dlrposition of Shares Foxed 
I” he Federal ~ropcrty (see bdow). and ts bcmg 
prepared for inlroductian to the Duma 
Adonled bv the State DumsOctober 1995 alter 

. I 

extenave ammdmem 
Vetoed by the President 
R&&Cd 
SubmWd lo the Government m May 19%. 
mtroduced to Ihe Duma m June 1996 

DraR submtcted to the RFSEC for conrlderatlon Apnl 
1996 

SubmItled to the RFSEC May 1996 
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homes of the Subjcds of the Russian F&&n and Locsl 
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Kecolutmn of RFSEC OR Presentation and Pubhcauon by Managmg Company 
of Untt Invntmmt Fund of bxfbmtlon on Actwas Related to Maneganmt of 

Subm!trd m May 1996 

Assets of Una Investment Fund 
Resolutw of RFSEC on Changs and Additions Intmdwxd to the Temporary 
Prowsion on Msnagmg Compames ofUmt lnvcshnmt Funds. on Actwt~es on 

Submated m May 19% 

Trust Managemffn of Assets of Umt Invtstmmt Funds and its titig 
Temporary Pmwaon on Ckpsmy Actwiik at Sectma Marku Subm~ttl m October 1995 

Temporary Provlnon on Settlement Dqwitoty attd Prweduw of Lxawng of Submttted m Oaobas 1995 
) luopcmtloa 

I1.B. DRwr L.wa, DECREDS AMI REcuunoNs ON WHICH LRP SERVED AS -nut CO-DRAFTER 

Draft Law. Dacraa oc Re&atioa Date Submittad 
Federal Law on Devalopmat of CompCibon m the Financml Sewices 
Market 

lnlrdueed to the Duma May 1996 

Orda for Opemw and hhMd!hg Of Sped Broker-Da&r Cutrti and In coadmation with lha Cmtral Bank ofthc RF 
cunmcy AcuNnts, wthh 7ileopemd m Banks fm stonng CuslomaMc¶ay submitted to lbe IWSEC d the cemral Bank I” 

su- 1995 
Prowan on Mandalory Noms and Indtmtom hn Rcguhtmn of Broker-Dealat S&nutted to the RFSEC Summer 1995 
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LAWS AND DECKEES PROMULGATED OR IN PROCESS 
PREPARED BY TIIE IIIID LEGAL REFORM PROJECT(LRP) 

(OUTSIDE THE AREA OF CAPITAL hIARKE1 S) 

I LAWS AN0 DFCREES AD”PTED 

A MOWED LAWS AND DECREES ON WiIlC,I LRPSERYED AS-WE PRlNClPAL DRAFTER 

Law or Decree 

Fcdcral Law on Jomt Stock Socmtwr 

Federal Law on Taxatton of Small Busmss 

Decree No 746 On Pnority Measures for Improving lhe 
Tax System of the Russian Federation 
Presidcntmt Decree No 685 On Mam Dircctiom offax 
Reform m the Runian Fedaat~on and Measurea to 
StrcnSlhen Tax aad Solvency Disnphm 
Government Resdwon No 105 On Aomrovsl of 
Provlsnrns on Procedure for Establishnk of Boundaries 
of Land Plots Durmg Buildup ofChin and Other 
Settlemmts - 
GovemmmI Resolution No 475 On Atwmvb~u 
Regulations on the Structure and Regi~lkat~on kedore 
of cadrstrc Numbers of Real estate Obiects and tbc 

lkghts IO lmmovabic Pro;crty and Real E&e 

Voronezh C%farl Law on Rcllulation of Land Relatmns to 

Process of Adoption 

Slglrd by I’Iunlc111 IlLwnIba 26. lW.% 

Lgnd by Preadent Dewmba 29. 1995 

S~gnrd by Presdcnt July 2 I. 1995 

S~gncd by Presl&nl May 8, 19% 

Adopted February 2. 1996 

Adopted Aprd IS. 1996 

Adopted May X,1995 
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B. LAWS AND DECREES ON WHICH LRP SERVED AS A CODRAFTER 

Law Process oTAdoptum 

Federal Law on Non-Commewal Organtzat~ons Signed by Prestdent January 12. 1996 

Prerldentml Decree No 293 “OR Addrt!onal Measures to Sgned by Prcsldent Febmmy 28. 1996 
Promote Mongagc Lend& 

c. LAWSAND DECREESON WHICH LRPMRTICIPA?EDINTl1EDIUmNG PROCESS 

Law Procem of Adoptton 

Federal Law on Fmanual lndustnal Groups Sgned by Prendti Novemba JO, 1992 

Federal Law on Introducing Amendmarts and Changes to Stgncd by the Pnsidmt on January 13. 19%. 
the Law on Education 
Federal Jaw on Condominiums signed by the President June ?5,19!36 

Federal Law oo Adwrtismg Signed by the Presldcnt July lg. 1995 

Federal Law on Banks and Bankmg Actiwy Signed by the Prcadmt February 3.19% 

F&rat Law on the Ceotd Bank (Bank of Russia) Signed by the President Apnl26.1995 

Federal Law on Agricohuml CoopersWet Signed by the Presideot November IS, 1995 

Federal Law on Inroducing Amendments and Changes to Stgncd by the Prcstdmt January 9, 1996 
the Law of the Russian Federation “On Pmtection of 
Consumer Rights” and the RSFSR Code of 
Admimstratwc Vtolatlons” 
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,” 

‘/_ 
- ,- 

“-; 

Cwl Code Pan II 
Covcrmg prow~ons dcalmg with 
a) Conlracts for the Po&ase and Sale of Goods, 
b) Prov~stons on Loans and Lendmg. 
c) Chapter on Settlemcms. 
d) Chapter on Factormg. 
e) Ctlapter on Insurance. 
f) Chapter on Agency. 
g) Chapter on Badments 

SI#WJ by the Presrdmt January 26. 1996 

Presldcntlal Decra No 2130 “On state Lard Cadastrr 
aad Redly R&t Documents Rep,watton” 

Sngnad by Praldeat December 1 I, 1993 

Praldentml Decree No 337 “Ott Rcabaation of Cmzeas’ 
Constitutional Rmbts to Land” . 

S~gacd by President March 7, 19% 

Govcmmmt Resolutam No %, approvatg On procadurr 
for &%erasinS Rlghtr of owacrs of Land and Propssty 

Adoptad Fab~ary I, 19% 

Shams 
Draft Pres!dcntml Decree on Some Issues of 
Implemaatatmn of Dccxee No 1767 dmted Octok 27, 

Ftmhmmtal pmvisions of drpR DCCPX incorpomtat m 

1993, “On Regulation of Land Ralatitms aad 
t%edentld DCCNC 337 0CMmh 1996 

Lkve!opmmt of Anratiaa Reform m Russm” 

Page 100 GAO/NSIAD-97-27 Foreign Assistance 



Appendix V 
Comments Prom HIID 

II DRAM LECI~LATIONOR DECREE UNDER CONSIDERATION BY DUMA AND/OR MINISTRIES, AND WHERE 
MELRP HASACOMlNUEDACTtVEROLE 

Draft Law or Decree status 

Federal Law on Non-Stat Pension Supplemenr 1 Suboutted lo Dumn MRY 1996 

Erpcctsd Date of 
Adoption 

I Id” 19% 

Federal Law on Property Relations Reform aad on 
Organmb-md Forms III Health Care System 
Federal Law on Ftmcttonal Zoning 

First draft Jubnatted to the State Duma Spnng Fall 1996 
199s 
Further elaboration required for adoptmn on Summer I996 
regional 1~1s Submwd to the Duma Spnng 

Federal Law on Real Estate VahtatmR 
II996 I 

The draft was adoptad at the first readq April June 1996 
15,1996 TltedraflisbdngpmparedforUK 
second rudmg at June 1996 

Federal Law On the Bass of Federal Pohcy m the Area of Submitted to the Dtana CommIttee on 
Land Use and Protactmn 

Fall 1996 

Federal Law on Funds Transfer 
LcgislaDon Spnng I996 
Fint Draft completed May 1995 Amended Fall 1996 
draR was rcintmduccd to the Duma 

1 Subcommittee in March 1996 
Federal Law on Introducing Ammdmmts and Changes IO 

I 

the Code of Cwil Procedure of the Russian Fedaat~on 
DraR submuted to the Governmat Spnag Fall 1996 
1996 

Federal Law on Private Arbmatlon Courts Fwt DmtI completed. revawed by foreign Fall 1996 
qmis tn Decamber 1995 and IS bcmg finalized 

Federal Law on Tax Amnesly 
for mtroduction to the Duma 
DnR Law was prepared pursuant to the Fall 1996 
Presidential Decree No 685 Submated to the 
Stale Legal Department June 1996 
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Federal Law OR Apprmssl Actiwty Fin1 readmg began I5 May 1996. various 
amwtdotwtls mdc. 

Fall 19% 

Federal Law on the Baws ofFederal Pobcy in Regulation Dnfl sttbmwd to the State Legal Office and This draft wll be 
d lkla~ons Reg~li~~g Use and Conservation of Lands in the State Pro~ttty Comtmt~ee enacted if YoRsin 1s 
lhe Russian Federation reclcctcd and MOCS 

lhe Fedwal Land Code 
(see II C , below) 

Federal Law On the State Rqptrmon of Rt.&ts to Real Passed tint rcadmg in Dumr Fall 19% 
Estate and Real EstatcTransacttons 
Law on the Specifications of Rcahmg Cl~mns’ 1 DnR of Awl 19% a&milted IO GRI I- 
cOnrtltultoflai roght to tand rcvkw- 
Law on Conducting Real Estate Tu Reform m Novgorod Draft subnnlted to the Mmtstry of Fm Apt’11 Summer 1996 
and Tver 1996 
Preadential Decree of the RP Preadmt ‘On the State submilted to the Govemmn t fa Consdamon Fall 1996 
Support of Real &tale Market Dcvclopmcnt in the 
I&an F&rattod 
Prsrdetiial Deane “On Baste Pnncipla ofthe Fcdmd 
Pob~y Concerning Regttlatton ofLand Use and Land 
Co-uon R&tions in the Russian Federation 

Dmft of May 19% submitted to the Fall I996 
Govcmtttcttt 
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B. DRAFT LWXSLATION UNDER CONSIDERATION ON WHICH LRP SERVED AS A CODRAFFEI 

Draft Law SIIIOS 

Federal Law on State RegWaI~on of Legal 
Entities 

This Draft. adopted wrth Slg,,lf,Ci,T,t 
amendments by Ibe Duma. was vetoed by the 
Prestdmt Second drafl was Bnabzcd m June 
1996. 

Federal Law on State Registration of Real Draft cornplated m 199s 
Estate 

DraR adopted on 
first readmg in July I995 Second readmg was 

I 

schcduti fox Owxmbw 1995; pmbmmaty 
rcjcctcd Secod rcndmg res&dulcd finJune 
1996 

I Federal Law on Tnm Maaagemcnt Novcmba 1995 DraB passed lint rcadmg IR 
Duma: cbangcs requwcd b&xc second readmg 
to conform with Cwd Code 

Federal Law on State and Municipal 
Eab%pWU 

Draft submitted. seumd Wading scheduled for 
July 19% 

Expccled Dale of 
Adoplioa 
Fall 1996 

June 1996 

Fall 1996 

July 1996 
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C. DRAFT LECIFLAllON OR DECREES UNDER CONSIDFRATION ON WIII~II I .RP PARTICIPATI 

Draft Law or Deem stalls 

Tax Code 

Federal Land Code 

General Part adopted by Duma in first readlog 
Working wth lba pnnnpal drafters m joint 
workgroups 
Dratt adopted by the Doma m tbrd readmg, 
May 1996. and is currently bemg considered by 
the Counwl of the Federatmn LRP 

I contributed sigmticantly to the ongmal draR. 
but subscqumt ammdmats mtmduced by the 
Commumst Party k&hors altered the dmR’s . - 

Feds-d Law on Banknrptcy (lt~~lvency) 
uttdwlyutgcollccpts 
Work wdh State Dorm has continued m 19% 
Wotking on cxtwts*bc comments md mv0k3 

Federal Law OR Amendmg the Law *On 
Competmon and Lmdtation of 

rvlth Federal Bankruptcy Agency June 1996. 
Subm~~cd to the Govmnmatt in June 19% 

1 Monopolistic Act&y m UK Commodities I 

Federal Law on Edocat~omd Fbxwce 

Fedcnl Law 0" Bdls of&!ha”gC and 
Promrssmy Notes 
Federal Law on Mortgags 

compt paper dratled spnng 19% This law 
is not tt fuah pnority at the momwn 
Submitted for first readtng in Duma April 
1996. 
Second rcadmg was schedoltd for Dcennba 
1995; prebmm& rejected Second readmg 

Tuba Oblast Law on Land 
rcscbedulcd for July 1996. 

I 

Fall 1996 

Presideotml veto IS 
expecled and dewed -7 
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Decree “On the Development ofReal December 1995 
Estate Market” 

I 
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111. DRAFTS AND CONCEPT P~Petts COMPLETED/IN PROGRESS ON RECENT PROJECT INITIATIVES 

A. DRAMS AND Concur PAPWON WHICH LRP SERVED ASTHE PRINCIPALDIU~ER 

Draft Lmw or Decree 

Law OR Real Esrare Taxatmn 

St&Is 

The DraR Law IS m  1hc tomal stage of 
0Npamli0n 

Expected Date of 
Adoption 
wntu 19% 

Concept paper on Legal Reform ofRua.wan Concqt Paper drafted It ws mstnlmted 
Payment System bcfween the dcputia and prepared for ihe 

bcartnv June 1896 

B. D~uFKuNDCONCEP~PAPERSOLY W tttClifJU’SEttVEDrshCO~R~6%tt 

Draft Law or Decree 

Law on Llbmted BeaponNbdii Sodettu 
(a form of bmitcd parlwsxp with I! 
relatively small number of ownms - used 
extawivtly III Europe) 
Town Plaonmg Code 

ststur ESpccM Date of 
Adoptba 

Tlds work ia m  mitd stage 1997 

Duma %rkmg Gmup II amally cnnwdenng End of 19% 
a draft code of the Mmistw of Conwudon in 
ad&ti0ncotisWt. Pas&darown 
PlamGng Code would peclude the need for a 
sepamle Law on Functional Zotdnn (see II.8 I 

Law on Real Estate Transactions 

Law on Real Estnte Leasing 

-- 
! lbOW) 
Concept Paper cornplated First DmR 
cmlJkted Sql~cnlba 1995 
Conccpl Paper Complekd FM Dali 
comp1ete-d September 1995 

Fall 19% 

Fall 1996 
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C. Dtum AND CONCEPT PAPERS ON WHICH LIU’ PARTICIPATED IN THE DRAPIING PllOCBS 

Draft Lnw or Decree 

Part III of the Cm1 Code 

Regional Laws on Non-State Pmmn 
FUndS 

Expected Date of 
Adoption 

kosscd Vcdgognd r&on draft law. prowdcd Fall 19% 
mmmmtary on Irkutsk rclponal draft law, wll 
work wth representative of Irkutsk SEC on 
Irkutsk drafts, mll develop plan w~tk Tula 
rc#onalksidrtorsf~&lditional~ 

. 
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MODEL CONTRACTS AND FORMS R?ZL.&TXNCTO LAND REFORM AND LAND MARKET 
CREATION WHICH ‘I’m HIID LEGAL REFORM PROJECT 

EIAS DIU~ED SINCE JULY 1994 

I. Model Contracts Adopted and Publicly Disseminated by the Russian Government 

1) “Model Land Share Lease Agreement”, approved by the State Comrmttee on Land 
Resource and Land Use on May 16, 1996 

2) “‘Mode1 Agreement of Lease of Land Share by Multiple Lessors”, approved by the 
State Comrmttee on Land Resource and Land Use on May 16, 1996 

II. Model Contracts and Forms Drafted and Presented to the Russian Government 

1) Contract for Purchase-Sale of Agricultural Land Plot (1995) 

2) Contract for Purchase-Sale of Agncultural Land Share (1995) 

3) Decree “On the Development of Real Estate Market” (December 1995) 

4) Land Share Lease Agreement (March&-d 1996) 

5) Multdateral Land Share Lease Agreement (MarchIAprd 1996) 

6) Agreement on Transfer of Land Share as Permanent Contnbutlon to Charter Fund of an 
Agncultural Organization (With the Right to Allocate the Land Share m Kmd tithe Owner 
Thereof Withdraws From That Orgamzauon) (1996) 

7) Agreement on Tran& of the Right to Use Land Share as Permanent Contribution to 
the Charter Capital or Share Fund of an AgncuItural Orgamzauon (With the Right to 
Allocate the Land Share in Kmd lfthe &ner Thereof Withdraws From That Orgamzation) 
(hlarchkpnll996). 

8) Agreement on Transfer of Land Share as Permanent Contribution to Charter Capital or 
Share Fund of an Agricultural Orgamzation wthout the R@t to Allocate the Land Share 
m Kind lftbe Owner Thereof Withdraws From That Organuatlon) (March/April 1996) 

9) Contract for Lease of R&t to Use an Agricultural Land Share to Peasant (Farm) 
Enterpnse (March 1996) 

IO) Contract for Lease of the R& to Use an Agricultural Land Share to Agricultural 
Orgamzatlon (Apnli996) 

1 I) Contract for Transfer of Agricultural Land Share on the Basis of Annuity and 
Maintenance for Lie (March/Aprd 1996). 
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The following are GAO'S comments on HIID'S letter dated October 29, 1996. 

GAO’s Comments 1. We agree with HIID that parts of its proposal to provide strategic policy 
advice through long-term advisors who are highly qualified and recognized 
experts in their field was not duplicative of ongoing assistance in Ukraine; s 
however, other parts of its proposal did duplicate such assistance. For 
example, the HIID proposal stated that at the end of the first 8 months, HIID 
would have fully developed tax reform proposals and would have 
identified the measures that had the greatest potential to be implemented 
during the early stages of reform. The proposal identified the value-added 
tax, payroll and personnel income tax, corporate and business profits tax, 
and excise tax as areas of interest. However, the U.S. Treasury advisor 
working with representatives from the Ukrainian parliament and the state 
tax inspectorate stated that he had informed HIID representatives in early 
March 1996 that the Ukrainians had settled on how they wanted to address 
tax issues in five phases, including the four areas identified in the HIID 
proposal. He told us that the issue of using a cash versus an accrual basis 
for making value-added tax payments, which was discussed in detail in the 
HIID proposal, was already awaiting the third reading of the parliament. He 
said that if HIID could convince key Ukrainian players to move on taxes, it 
would be very useful. However, if HIID chose to develop an independent 
tax initiative, it could be counterproductive and might delay enactment of 
tax reform. Although there was duplication in the proposal, we noted that 
an August 27,1996, usAuYKrev mission’s HIID status report indicated that 
HIID was attempting to coordinate its work with others. The report stated 
that, according to HIID'S draft work plan, WD will provide comment and 
analysis in support of changes in the value-added and corporate income 
taxes already underway with the aid of the U.S. Treasury advisor. 

2. We have modified our discussion of the legal reform project; however, 
our review indicates HIID has understated its role. HIID was the U.S. 
recipient of U.S. funding and was responsible for directing the program for 
USAID. 

3. We have modified our report to reflect this information. 

4. USAID'S withdrawn request for applications was not solely for work that 
differed greatly from HIID'S project proposal for Ukraine. The main areas of 
assistance identified in the withdrawn request for application included . 
mass privatization, capital market development, legal and regulatory 
reform, land privatization, post-privatization assistance, and public 
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education, some of which overlapped with HIID'S proposal. For example, 
the structure of the tax law and its system of incentives and disincentives 
were to be addressed in developing policy objectives for many of the fields 
of law covered in the request. Moreover, the request required applicants to 
include the disposal of social assets. HIID'S scaled-back April 9,1996, 
proposal had four components, including one for taxes and one on 
pension reform, which would likely be part of any comprehensive 
enterprise restructuring initiative. Also, HIID'S earlier proposal included 
assistance related to privatization and private sector development. 

5. Our finding concerning the work on pension reform and how HIID’S 
proposal may relate to the German program is based on discussions with 
and documents obtained from USAID officials. Furthermore, the usAm/Kiev 
mission’s August 27,1996, status report noted a continuing concern over 
HIID'S proposed work on pension reform. It said that 

“HIID has generally worked with USAID staff to make sure that its acnvmes are coordinated 
with those of other usAm-funded advisors and other donor organizations. However, the area 
of fiscal aspects of social pohcy requires further discussion and effective coordmation m 
order to make the best use of the resources avdable. For example, there are other donor 
orgamzations v&h better capabtity to provide contmued support wluch have done or plan 
to do pension system work, mcludmg the World Bank, the German technical assistance 
group and the International Labor Organization, and it is important that HIID take these 
efforts mto account in developmg its workplan.” 

6. The report has been changed to reflect this new information. The 
information illustrates the political struggles that the Russian SEC has 
encountered from its inception. We recognize that a governmentwide 
reorganization was taking place about the time the decree was issued; 
however, according to an expert close to the Russian SEC, there were other 
motivations behind the provisions of the decree affecting the Russian SEC. 
For example, we noted that the decree was issued while the Russian 
President’s Chief of Staff was away and that the designated Director of the 
Russian SEC remains unconfirmed as of October 1996. Furthermore, the 
Department of State, in commenting on this report, noted that although 
“recent political maneuvering to downgrade the SEC’S status from Ministry 
to State Committee ultimately proved unsuccessful, the SEC’S status and 
autonomy may continue to come under fire.” 

7. We revised the report to expand the discussion of resources beyond that 
of federal versus private sector salaries. Market participants told us that 
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fulfillment of the Russian SEC'S considerable responsibilities will require a 
significant enlargement of its staff and budget. 

8. HIID misunderstood our draft report and inferred a conclusion that we 
did not make. The draft does not link the failure or success of clearing and 
settlement organizations (cso) to any particular type of trading platform, 
either floor based or over the counter (OTC). 

9. Although HIID said that the Depository Clearance Company (DCC) has 
been fully operational as a professional reregistration business for about 
2 years, we found that DCC was not executing the full range of services 
typically associated with clearance, settlement, and depository 
organizations. Moreover, as HIID itself noted, “It has, however, taken longer 
than hoped for DCC to fully develop simultaneous book-entry settlement of 
share ownership and payment-vs.-delivery clearing of trades that is the 
natural function of the depository business.” Our report acknowledged the 
performance of registration services. 

10. The report has been changed to incorporate the updated information. 
Nonetheless, it is important to note that (1) the transfer of the registrar has 
not yet taken place and (2) the “delay” was cited by market participants in 
Moscow as a reason for skepticism and pessimism about the project. 

11. We did not mean to imply that HIID only provided assistance on 
19 pieces of legislation. We have attempted to provide clearer and more 
comprehensive discussions of HIID'S role. However, our objective was to 
show the status of the 19 laws to determine whether USAU)‘S initial program 
goals were met. 

12. We have modified the discussion of the nine laws that HIID said were 
passed through the legal reform project. According to Institutional Reform 
and the Informal Sector (University of Maryland Center [IRIS]) officials; 
IRIS, not HIID, working with the Research Center for Private Law, developed 
the Civil Code. IRIS officials told us that HIID had no role in the passage of 
these provisions of the Civil Code. 

13. The detailed charts that HIID provided stated that for category (c), HUD 
“participated in the drafting process,” but did not characterize HIID'S level 
of involvement. 

14. We have deleted this point from the report. 
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15. We recognize that the process by which decrees are developed may in 
some ways parallel the process used to develop draft laws; however, the 
actual processes for getting legislation passed are quite different. 

16. We agree that decrees were used extensively during the privatization 
program and that HIID contributed to their drafting. However, we disagree 
with HIID’s assertion that the use of decrees was an integral part of the 
legal reform projects’s strategy. None of the USAID or Department of State 
documents authorizing the program discuss accomplishing legal reform 
through the issuance of decrees, only the passage of legislation. This was 
further supported by mm/Cambridge’s Director and General Manager, who 
told us that the legal reform project was intended to get laws passed and 
move beyond the issuance of decrees. 

The U.S. Ambassador to Russia told us that the issuance of decrees was 
not part of the legal reform strategy and that it was this very use of 
decrees during privatization that led him to push for the coordinating 
committee to gain legislative involvement. Furthermore, USAID justified the 
project based on the need to pass legislation and the need to “foster a new 
pattern of executive-legislative cooperation. . . necessary to adopt and 
implement the new laws.” 

17. The estimate of HED’S costs for development of part I of the Civil Code 
were provided by HlID’S project manager in a document prepared for the 
World Bank. The document, entitled Legal Reform Project: Program 
Expenditure Report for theworld Bank, November 1995, described the 
amount of funding that was necessary to carry out law-drafting activities 
under the legal reform project. The report stated that HIID spent $500,777 
to develop part I of the Civil Code. This covered numerous costs, including 
the cost for 15 foreign short-term consultants, 37 Russian short-term 
consultants, project management, administrative support, research 
support, translations, operational expenses, and a conference. 

18. We have motied the report to show that the Department of State’s 
1995 strategic plan for Russia stated that the passage of specific laws by 
late 1996 would be the benchmark of success. 

19. We have modified the report to clarify this point. Although the RPC was 

in some ways conceived and formed by Russians, HIID had a significant 
role in its formation and initial management, and continued to play a role 
in providing senior-level management even after USAID/MOSCOW assumed 
oversight responsibility for the RPC. 
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Comments From the Department of State 

Note GAO comments 
supplementing those In the 
report text appear at the 
end of this appendix United States Department of State 

Chief Financial Q@cer 

Washington, D.C. 20520-7427 

Dear Mr. Hinton: 

We appreciate the opportunity to provide enclosed Department 
of State comments on your draft report, "FOREIGN ASSISTANCE: 
Harvard Institute for International Development's Work In Russra 
and Ukraine," GAO/NSAID-97-25, GAO Job Code 711186. 

If you have any questions concerning this response, please 
call Ms. Sandra Gust, S/NIS/C, at (202) 647-4635. 

Sincerely, 

Enclosures: 
As Stated. 

cc: 
GAO - Mr. George, Jr. 
STATE/S/NIS/C - MS. Gust 

Mr. Henry Hinton, Jr., 
Assistant Comptroller General, 

National Security and Internatlonal Affairs, 
U.S. General Accounting Office. 
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Now on pp 50-51 

See comment 1 

Now on pp 49-50 

See comment 2 

Department of State comments on GAO Draft Report: 
"FOREIGN ASSISTANCE: Harvard Institute for International 

Development: Work in Russia and Ukraine," GAO/NSIAD-97-25, 
GAO Job Code 711186 

S/NIS/C understands that AID will provide separate comments 
on this draft report with contributions from the AID mission in 
Moscow, and that AID will address USAID's procurement 
procedures regarding the award of cooperative agreements to 
HIID. 

The fact that some pieces of Russian legislation were 
enacted via Presidential decrees as opposed to Duma action is 
perhaps over-emphasized on pages 90-97. The decree mechanism 
is provided for in the 1993 Russian constitution. Laws passed 
through Duma action may be preferable from a strictly 
jurisprudential point of view, but decrees are not illegal. 
Reform decrees also may pave the way for later Duma 
legislation, as was the case with privatization. To suggest as 
the draft report does, that HIID's involvement with decrees was 
an unauthorized revision of approved State/AID strategy, 
especially with the assertion that it undermined democracy, is 
unfounded. The report further failed to recognize that, in the 
end, it is the Russian Duma's responsibility to pass or reject 
legislation, and HIID cannot be held singly responsible for the 
number of reform laws passed. 

On pages 95 and 96, we note that the HIID-backed version of 
the Civil Code was not wholly rejected by the Duma. The Civil 
Code was ultrmately divided into three parts. The first part 
had involvement from IRIS/RCPL. The second part, passed later, 
had some critical contributions from the HIID team. We 
understand that the third part is still under consideration, 
with HIID and ILBE involvement. IRIS and HIID have made 
different kinds of contributions to the legislative-process, 
both important and each complementary. By working with 
different Russian teams, all key players, HIID and IRIS in 
effect widened the consensus around the new code. Working with 
senior Russian jurists, IRIS restricted itself to commentary, 
while HIID actually worked with the drafters and was able to 
introduce key language up to international business standards. 
In shortt the efforts were not duplicative in any 
counterproductive sense: they each supported passage of 
fundamental commercial legislation, and the related costs of 
these efforts were not unnecessary. 
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Now on p. 35. 

Seep 20 

Nowonp 4 

S/NIS/C also solicited comments on the draft report from 
officers on the Russia desk at State, EUR/RUS. The following 
are those comments: 

After review of the above report, EUR/RUS has a number of 
general and specific comments regarding both the HIID effort 
and the GAO draft. Among general observations, much credit 
appears given to the Harvard project for endeavors that had a 
number of contributors. For example, the reform of capital 
markets has involved not only HIID, but also substantial input 
by the New York Stock Exchange, the U.S. Securities and 
Exchange Commission and the Federal Reserve. Not only should 
appropriate acknowledgment of these efforts be made (e.g., at 
the end of the first para. on p. 43, middle of second para. on 
P- 18), it is noteworthy that no interviews were conducted with 
individuals from these organizations (see p. 38). 
Additionally, interviews with Embassy economic section staff 
who served at post during the period could have given a useful 
perspective on HIID's role during this period. NGO experts 
headquartered in Washington similarly could have been consulted. 

The justification for the initial selection of the Harvard 
Institute and its repeated award of increasing contract funds 
is the position that HIID had "preexisting relationships with 
Russian officials and had already established several Russian 
institutions to sustain reforms . ..'I While this may have been 
adequate for selection of HIID in the past, an explosion in the 
numbers of Russian economic specialists and of Americans, with 
business and academic backgrounds with substantial experience 
in the Russian market, would make this a less likely rationale 
fbr "sole source" selection in the future. 

The text should be updated to reflect more recent 
developments in the matter of the status and role of the 
Russian SEC -- Federal Commission for the Securities Market. 

-- p. 7 (Results in Brief) - Replace "Due to recent..." 
sentence (para one) with "Although recent political 
maneuverlnq to downgrade the SEC's status from Ministry to 
State Committee ultimately proved unsuccessful, the SEC's 
status and autonomy may continue to come under fire." 
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Nowonp 9 

Now on p 31 

Now on p 17 

See comment 3 

Now on p 53 

-- p. 19 (Future Independence of the Russian SEC May Be in 
Doubt) - at end of line two at top of page: "The decree II . . . , and add, at the end of the paragraph "The 
SEC has since been upgraded, but moved from subordination 
to the Ministry of Finance to the Presidential apparatus." 

-- p. 60 (Chap 3 - Russian Progress Toward Developing an 
Efficient Capital Market) - para one in the sentence 
beginning "However, the goal...," after the words, I’ a 
number of problems" replace the end of the sentence with 
"including recent maneuverings to downgrade its status and 
autonomy, which although ultimately unsuccessful create 
uncertainty about its future role. 

Other suggested changes include the following: 

-- p. 31 (Chapter one - Introduction), the first sentence 
in para two should be changed to read: "... it admittedly 
did not have the expertise to accomplish the task at hand 
owing to the political-strategic confrontation of the past 
decades and the uniqueness of transitioning command 
economies to market bases." 

-- p. 103 (Support for Privatization and Enterprise 
Restructuring), the second sentence clearly links the 
privatization of 15,000 state-owned enterprises to "these 
efforts" originating with the HIID. That appears 
exaggerated. Sentence two should read: "During the 
process, nearly 15,000 medium and large-scale state-owned 
enterprises were transferred to private ownership." 
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The following are GAO'S comments on the Department of State’s letter 
dated November 8,1996. 

GAO’s Comments 1. We agree with the Department of State that the decree mechanism is 
provided for in the 1993 Constitution and, as we note in the report, it can 
pave the way for later legislation. However, none of the key program 
documents suggest that HIID should be working to get decrees issued 
rather than legislation enacted. Moreover, USAID'S Office of Democracy for 
Russia indicated that the use of decrees may undermine the democratic 
process envisioned by the project. USAID'S action memorandum justifies 
the program based on the need to “foster a new pattern of 
executive-legislative cooperation . . . necessary to adopt and implement 
the new laws . . . .” 

We recogmze that HIID cannot be held responsible, nor can it be given 
credit, for passage of any law. HIID'S responsibihties and accomplishments 
in this area were primarily to provide commentary and drafting assurance 
on legislation. 

2. We agree with the Department of State that Institutional Reform and the 
Informal Sector (University of Maryland Center), and not HIID, was 
responsible for part I of the Civil Code. The former Director of the 
Research Center for Pnvate Law told us that HIID drafted a competing 
version of part I of the Civil Code and that HIID &d not provide its drafts to 
the Research Center for review. IRIS and the Director of the Research 
Center noted that part I of the Civil Code presented to the Duma by 
President Yeltsin had no input from HIID; HIID'S effort on part I of the Civil 
Code did not support the Research Center, the group designated by 
President Yeltsin to develop the Civil Code; and HIID and GPU delayed 
passage of part I for several months. 

3. The report has been modified to include this information. 
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Major Contributors to This Report 

National Security and Harold J. Johnson 

International Affairs 
Louis H. Zanardi 
Ned J. George 

Division, Washington, Maria Z. Oliver 

D.C. Michael C. Zola 
Claude T. Adrien 
Rona Mendelsohn 

Accounting and Roger Stoltz 

Information 
Management Division, 
Washington, D.C. 

Office of General Lynn Gibson 

Counsel, Washington, 
John G. Brosnan 
Mark C. Speight 

D.C. 

. 

Page 118 GAOiNSIAD-97-27 Foreign Assistawe 



Ordering Information 

The first copy of each GAO report and testimony is free. 
Additional copies are $2 each. Orders should be sent to the 
following address, accompanied by a check or money order 
made out to the Superintendent of Documents, when 
necessary. VISA and Mastercard credit cards are accepted, also. 
Orders for 100 or more copies to be mailed to a single address 
are discounted 25 percent. 

Orders by mail: 

U.S. General Accounting Office 
P.O. Box 6015 
Gaithersburg, MD 20884-6015 

or visit: 

Room 1100 
700 4th St. NW (corner of 4th and G Sts. NW) 
U.S. General Accounting Office 
Washington, DC 

Orders may also be placed by calling (202) 512-6000 
or by using fax number (301) 258-4066, or TDD (301) 413-0006. 

Each day, GAO issues a list of newly available reports and 
testimony. To receive facsimile copies of the daily list or any 
list from the past 30 days, please call (202) 512-6000 using a 
touchtone phone. A recorded menu will provide information on 
how to obtain these lists. 

For information on how to access GAO reports on the INTERNET, 
send an e-mail message with “info” in the body to: 

info@www.gao.gov 

or visit GAO’s World Wide Web Home Page at: 

http://www.gao.gov 

PRINTED ON c&B RECYCLED PAPER 



United States 
General Accounting Office 
Washington, D.C. 20548-0001 

Bulk Rate 
Postage & Fees Paid 

GAO 
Permit No. GlOO 

Official Business 
Penalty for Private Use $300 

Address Correction Requested 



GA!!!! United States 
General Accounting Office 
Washington, D.C. 20548 

National SecuriQ and 
International Affairs Division 

B-276026 

’ June 13, 1997 

The Honorable Ted Stevens 
Chairman 
The Honorable Daniel K. Inouye 
Ranking Minority Member 
Subcommittee on Defense 
Committee on Appropriations 
United States Senate 

Subject: Defense Advisory and Assistance Service Contracts 

In response to your request, we have reviewed selected aspects of the 
Department of Defense’s (DOD) use of contracts for advisory and assistance 
services where subcontractors perform a substantial portion of the w0rk.l This 
addresses your concerns and issues raised by your staff that prime contractors 
tasked with providing advisory and assistance services may be functioning 
principally as “clearinghouses” and may be performing little or no direct work 
while still charging up to 30 percent for managing subcontractor efforts. You 
also expressed concern about whether DOD has been providing the Congress 
accurate information on contracts for advisory and assistance services. For this 
review, we judgmentally selected a sample of five prime contracts, where 
subcontractors performed a significant portion of the work. 

RESULTS IN BRIEF 

The five prime contractors in our sample were providing advisory and 
assistance services and did not function principally as intermediaries, but rather 

IAs defined in 31 USC. 1105 (g), advisory and assistance services mchrde 
management and professional support services; studies, analyses, and 
evaluations; and engineering and technical support services. 
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performed substantial portions of the contracts’ direct work.2 The five prime 
contractors’ costs and fees for managing subcontractors’ efforts ranged from 
2 to 8 percent of subcontract costs. Regarding your concern about whether 
DOD has been providing the Congress accurate information on advisory and 
assistance services, indications exist that DOD may have significantly 
underreported the amount of such costs. 

CONTRACTOR MANAGEMENT FEES ON SELECTED CONTRACTS 

The value of the five prime contracts we reviewed ranged from about 
$51 million to $113 million. For each contract, we reviewed documents 
covering a number of years, including payment vouchers, negotiation 
memoranda, and cost and price proposals. We focused our review on the 
amount that the prime contractors include in their general and administrative 
expenses, overhead costs, and profit for managing subcontractors’ efforts. Our 
analysis showed that the prune contractors’ indirect costs and fees for 
managing the subcontracted efforts ranged from about 2 percent to 8 percent of 
the subcontracts’ costs. While subcontractors performed a substantial portion 
of the work, prime contractors also performed significant direct work and 
consequently did not function principally as nonvalue-added intermediaries. 

The five contracts were funded from research, development, test and evaluation 
appropriations; procurement appropriations; and operations and maintenance 
appropriations. The statement of work for each contract was broad and 
provided for a range of technical and management services to assist selected 
procuring organizations.3 Because the detailed work requirements, timing, and 
definite cost of work could not be reasonably known when the basic contracts 
were awarded, the contracts were structured as task order or delivery order 
contracts. Detailed work requirements were established when separate task 
orders or delivery orders were issued. 

’ We contacted military organizations that administer contracts for technical 
services and they identified the five selected contracts for advisory and 
assistance services where subcontractors did a substantial portion of the work. 
Our analysis of the costs of administering subcontractor efforts is not 
generalizable to the entire population of advisory and assistance contracts. 

3The statement of work is that portion of the contract that describes the actual 
work to be done by the contractor by means of (1) specifications, (2) quantities, 
(3) performance dates, (4) time and place of performance of services, and 
(5) quality requirements. It serves as a baseline against which progress and 
subsequent contractual changes are measured during contract performance. 
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ADVISORY AND ASSISTANCE COSTS MAY BE UNDERREPORTED 

Our analysis of DOD’s reporting for advisory and assistance services indicates 
that the amounts shown in the President’s budget submission may not reflect 
the total amount spent for management and professional support services; 
analyses, and evaluations; and for relevant engineering and technical support 
services. 

Title 31 U.S.C. 1105 requires annual budgetary reporting to the Congress of 
obligations for advisory and assistance services for the prior year and 
anticipated obligations through the current budget year. The Administration 
fulfills this requirement by including this information in the President’s annual 
budget submission. The President’s budget submission reported fiscal year 1996 
obligations for DOD of about $3 billion for advisory and assistance services 
contracts. Our analysis of data from DOD’s contract action reporting system, 
however, indicated fiscal year 1996 obligations of almost $12 billion for selected 
categories of services.4 Although the limited information obtained does not 
allow us to reconcile these amounts, our review indicates there may be 
substantial underreporting to the Congress. 

The underreporting may be due to difficulties in accurately identifying advisory 
and assistance tasks. Severa officials observed that the definition of advisory 
and assistance services was ambiguous, particularly for services related to 
research and development. At one location, an agency’s review of contracts for 
advisory and assistance services revealed that inaccurate reporting was related 
to inadequate training of responsible staff. 

Because congressional concern stems from both the cost and nature of advisory 
and assistance services, the Congress has, on occasion, imposed expenditure 
ceilings for such contracts. According to Office of Management and Budget 
guidance, when contractors provide advice and assistance that may affect 
decision-making, mfluence policy development, or provide support to project or 
program management, it is essential to ensure that the contractors’ performance 
is tiee of potential conflicts of interest and does not impinge on the 
performance of inherently governmental functions by govenunent employees. 
As such, advisory and assistance services require an appropriate degree of 
enhanced management and oversight. We plan to conduct a review to more 
fully examine the reasons for the possible underreporting on advisory and 
assistance services. 

4We did not independently validate the data in DOD’s contract action reporting 
system. 
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AGENCY COMMENTS AND OUR EVALUATION 

In commenting on a draft of this letter, DOD concurred with our observations 
regarding costs to manage subcontractors, but disagreed that it had understated 
the cost of advisory and assistance services. DOD believes that in fiscal year 
1996, the total cost for advisory and assistance services captured by its contract 
action reporting system was about $1 billion below the $3 billion reported to 
the Congress. However, DOD stated that such a variance was, undoubtedly, the 
result of legitimate differences in reporting criteria. 

We based our observation on a comparison of costs reported under various 
categories of services in DOD’s contract action reporting system and the costs 
reported to the Congress as part of the President’s budget. We carefully 
examined the service categories included in DOD’s contract action reportjng 
system and conservatively selected 141 federal supply classes or service codes 
that could be advisory and assistance services. These totaled approximately 
$12 billion. DOD’s calculation does not include the majority of the dollars in 
the 141 federal supply classes or service codes that could be advisory and 
assistance services. 

We have just initiated a follow-on review to examine the reasons for the 
variances between the amounts in DOD’s contract action reporting system and 
the amounts reported to the Congress. DOD indicated that it stood ready to 
assist us in our planned review to examine the reporting of these costs. 

As we arranged with your office, unless you publicly announce this letter’s 
contents earlier, we plan no further distribution of the letter until 7 days from 
its issue date. We will then send copies to the Chairmen and Ranking Minority 
Members of the House Committee on Appropriations, the Senate Committee on 
Armed Services, and the House Committee on National Security the Director, 
Office of Management and Budget; and the Secretary of Defense. We will also 
make copies available to others on request. 

Please contact me at (202) 512-84 2 if you or your staff have any questions 
c-&&-&z L/ 

David E. Cooper 
Associate Director, Defense Acquisition Issues 

Enclosure 
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COMPTROLLER 

UNDER SECRETARY OF DEFENSE 
1100 DEFENSE PENTAGON 

WASHINGTON. DC 20301-l 100 
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ENCLOSURE 

Mr. David E. Cooper 
Associate Director, Defense Acquisitions Issues 
National Seauity and Jntemationa! Affairs Division 
U.S. General Accounting Office 
Washington, IX 20548 

Dear Mr. Cooper. 

This is the Department of Defense (DoD) response to the General Accounting Office 
(GAO) draft letter. “Defense Advisory and Assistance Services.” dated May 27. 1997 (GAO 
Code 707223). OSD Case 1371. ‘Ihe DOD panially concurs with the draft ietter. 

Overall, DOD agrees with GAO that prime contractors for advisory and assistance services 
vrform value added administrative and oversIght efforts on contracts involvmg subcontractors. 
The DOD. however, does not agree that the cost of advisory and assistance services are under- 
reponed to the Congress. For the President’s FY 98199 budget. the Department made a 
concerted effort to ensure that the costs for advisory and assistance services reponed to Congress 
via OMB were complete and accurate. This extra effon resulted m the identification and 
reporting of an additional S.8 billion of advisory and assistance services for FY 1996 to 1999. 

The GAO claimed that underreporting of costs may exist because DOD’s conuact action 
repomng system indicated higher totals for categories of services involving advising or assisting 
DOD management. For FY %. however. the total cost for Advisory and Assistant Services coded 
in the contract action reporting system was actually about $1 .O billion below the $3.0 billion total 
reported to Congress in the President’s FY 98/99 budget. Such a vanance is. undoubtedly, the 
result of legitimate differences in nporting criteria. The official instructions and criteria for 
classifying and reporting advisory and assistance services are contained in DOD 7000.14-R, DoD 
Financial Management Regulation. Chapter 19. These instructions were used to nqon such costs 
to Congress. 

The DoD believes there is no reason to conclude that the Department underreported the 
costs of advisory and assistance services to Congress, The DOD stands ready to assist the GAO 
in their planned review to examine the possibility of misreporting such costs. 

(707223) 
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