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REPORT OF INVESTIGATION
A. INTRODUCTION
1. This report summarizes the results of an investigation into allegations of fraud related to loan number 1077/SF-HO, entitled Multi-Phase Program for Natural Resources Management in Priority Watershed, Phase 1 (Project).  The Executing Agency is the National Sustainable Rural Development Program (PRONADERS) under Ministry of Agriculture.  The internal coordination unit of the project is the Unit of Management of Natural Resources (MARENA).

2. On July 19, 2001, the Republic of Honduras and the Bank
 signed loan contract No. 1077/SF-HO for US$ 25,000,000.  The objective of the project was to spur processes that can achieve sustainable rural development by strengthening natural resources management in central municipal agencies and at the local level.
3. MARENA conducted tenders in two stages to purchase fertilizers for a group of sub-projects located in the priority-watershed areas involved in the project.  The first stage was issued in May 2007 for the amount of US$ 700,000.
  The second stage was issued in August 2007 for the amount of US$ 613,642. 
4. The procurement method issued for the purchase of fertilizers described above was a “Comparison of Bids”.  At the beginning of the project execution, and according to the loan contract and its annex D
 (Exhibit 1), the procurement method to purchase goods (i.e., fertilizers) that was approved by the Bank and agreed to by the EA was “National Competitive Bidding.”  On October 10, 2006, however, through Memorandum CHO/4596/2006 (Exhibit 2), the Bank received and evaluated the Honduras government’s petition to change Annexes B, C, and D of the loan contract to use the Bank’s new procurement policies (GN-2349-7 and GN 2350-7).  That change also meant a modification of the Article 4.01 (b)
 of the loan contract.  Specifically, the EA requested application of the Bank’s new procurement policies that allow the use of a “Comparison of Bid” method to purchase goods up to US$ 50,000.
  The EA developed a procurement plan including the use of this method which meant dividing the whole purchase of fertilizers equivalent to US$ 1,300,000 into approximately 40 individual contracts.  On October 12, 2009, through Memorandum CHO/4655/2006 (Exhibit 3), the Honduras government’s petition was accepted by the Bank.  
B. ALLEGATIONS
5. In February 2008, the Country Office in Honduras (CID/CHO) forwarded an anonymous complaint to OII alleging bid manipulation, mismanagement, and over-charging in the acquisition of fertilizers for a Bank-financed project.  Furthermore, the complaint alleged that the project coordinator favored his friends by awarding them project contracts.
C. FINDINGS
First stage for acquisition of fertilizers
6. In May 2007, MARENA conducted 17 bidding processes to purchase fertilizer for 17 sub-projects located in the priority-watershed area involved in the project.   A total of 14 companies submitted bids in the 17 processes.  The three largest fertilizer-supply companies in Honduras, Fertica, Disagro-Fenorsa and Proagro, each submitted bids in 12 of the 17 bidding processes.  However, none of these companies submitted bids with competitive prices.  In every case, LA ATÓMICA’s bid was the lowest in price and in every case LA ATÓMICA was awarded the contract (Exhibits 4).

7. The project coordinator, Gilberto Guifarro Montes de Oca (Guifarro), informed OII that the names of the companies invited to bid in the 17 processes were obtained from MARENA´s database.
 Guifarro stated that these processes were not publicly announced to the media due to the need to purchase the fertilizers as quickly as possible and to avoid increasing the price of the fertilizers during the bidding processes.

8. The Bank gave its no-objection to award the contract to LA ATÓMICA in all 17 bidding processes
 despite the fact that one of the arguments stated by the EA to change the procurement method was to promote the decentralization and to benefit the small businesses of the local towns.  As a result, 17 contracts were given to a single company located in the capital.  It is important to note that neither the sector specialist nor the project coordinator was informed that one of the goals of the project (to benefit local businesses) was not being accomplished during the first stage of acquiring fertilizers.
9. An analysis of the bids submitted by all 14 bidders to verify their legitimacy revealed the following indicia of possible fraud in the bidding processes: fabricated bids; a bid submitted by a ghost company; two companies, including LA ATÓMICA, with the same owner; and two companies that could not be located or did not exist in public databases.  

Conflict of Interest

10. OII found that Dince, a company allegedly invited to bid on the tender, had a business relationship with LA ATÓMICA.  Dince and LA ATÓMICA had the same owners and used the same telephone numbers on their bid proposals (Exhibit 5).  LA ATÓMICA, however, did not inform MARENA, PRONADERS, or the Bank of its business relationship with Dince.
  One reasonable inference from this omission is that LA ATÓMICA knew that Dince’s bid would be higher than LA ATÓMICA’s bid, thus giving LA ATÓMICA an unjust advantage in tender No. CP-B-INV-198-07-A (May 2007).


Fabrication of Bids

11. The evidence shows that the bid submitted by Agropercuaria Paredes (Paredes) in bidding process No. CP-B-INV-198-07-B (May 2007) had been fabricated and that Paredes’ bid price was higher than LA ATÓMICA’s bid price.  OII obtained the bid submitted by Paredes in another, unrelated bidding process and compared it to the bid submitted under Paredes’ name in this bidding process.  Neither the signature nor the company seal on the bid submitted in this bid process matched the signature and Paredes seal on the bid in the unrelated bid process.  Thus, is reasonable to conclude that the Paredes’ bid submitted in this bid process was fabricated (Exhibit 6).12. OII also determined that the bid submitted by Cafeagro in bidding process No. CP-B-INV-198-07-B had been fabricated.  Specifically, the company’s seal and the owner’s signature on the bid did not match the seal and signature that Cafeagro used in another related MARENA bidding process.  Cafeagro’s owner confirmed that the bid submitted in Cafeagro’s name in this process had been fabricated (Exhibit 5).  

Bribes

12.
The investigation also shows that the bidder Almagro submitted a blank bid form with no bid price in bidding processes Nos. CP-B-INV-198-07-A and CP-B-INV-198-07-B.  Almagro did so after a MARENA employee allegedly requested Almagro to kickback funds in order to participate in the bidding processes.  Almagro’s owner, however, declined to reveal the name of the MARENA employee that requested the kickback.


Fictitious Company

13.
To verify the bid tenders submitted by Agrocomercial Zuniga in bidding processes Nos. CP-B-INV-203-07-A, CP-B-INV-2003-07-B and CP-B-INV-203-07-D in which those bid tenders were signed by  Edwin Alexis Zuniga, Agrocomercial Zuniga’s legal representative,  OII asked Gessenia López, who is in charge of MARENA’S procurement office, to provide a copy of Agrocomercial Zuniga’s business charter, but she did not comply with the request (Exhibit 7).  OII also requested the Income Executive Office of Honduras (DEI) to verify in its database the tax identification number for Agrocomercial Zuniga or for Edwin Alexis Zuniga,
 Agrocomercial Zuniga’s legal representative.  The DEI informed OII that neither the name of Agrocomercial Zuniga nor the name of Edwin Alexis Zuniga exist in its database (Exhibit 8).

14.
A sample of an invoice used by Agroveterinaria El Éxito obtained during the investigation lists Edwin Alexis Zuniga as the company’s representative (Exhibit 9).  The invoice shows that the company name Agrocomercial Zuniga, which was the name contained on the bid tender, is really Agroveterinaria El Éxito (Exhibit 10).  Although Edwin Alexis Zuniga is the legal representative of Agroveterinaria El Éxito, and was listed as the legal representative for the Agrocomercial Zuniga, the bid submitted under the company name of Agrocomercial Zuniga misrepresents the truth because the company does not exist in the DEI database and, therefore, the tender was submitted using a fictitious company.


Companies that cannot be located or contacted

15.
Two companies, Difersa and Agropecuaria Centauro,
 both of which submitted bids in bidding processes Nos. CP-B-INV-198-07-A, CP-B-INV-198-07-B, and CP-B-INV-303-07-D could not be located or contacted during the investigation process to verify their bids.  Specifically, in these particular cases, the phones and the addresses provided by these alleged companies were not available when the investigation was conducted.   The bid prices submitted by both companies were higher than LA ATÓMICA’S bid price, thus favoring LA ATÓMICA’S bid.  


Fabrication of bid-reception and bid-invitation proceedings

16.
Samples of the minutes of the bid-reception proceedings and the minutes of the bid-invitation proceedings were analyzed to verify the legitimacy of the documents.  In both proceedings the companies, including LA ATÓMICA, allegedly signed their bid submissions.  However, OII found that the bids that had been fabricated, i.e., those submitted by Cafeagro and Agropercuaria Zuniga, contained forged signatures (Exhibit 11).  Regarding the Agropecuaria Paredes’s bid; the facts analyzed during the investigation indicate that the bids submitted in these bidding processes were likely fabricated.   Moreover, the evidence indicates that the fabricated bids were submitted by others, and the companies named in the bids actually had no role in their submission.    It is therefore reasonable to conclude that LA ATÓMICA was ultimately favored by these facts given that the absence of other bids increased the likelihood that LA ATÓMICA would be awarded the 17 contracts.
Second stage for acquisition of fertilizers
17. During the second stage, MARENA conducted 17 additional bid processes to purchase fertilizers.  On August 25, 2007, the Bank submitted a letter to MARENA stating that the Bank would not give its no-objection to 10 of the 17 bid processes, because:
a. MARENA had invited companies to bid that did not have the Bank’s no-objection;
b. MARENA did not provide the Bank with the invitation letters for those companies that had the Bank’s no-objection; and
c. The dates on bids submitted by two companies predated the tender’s invitation letters. 
18.
The Bank’s procurement specialist performed a review of the ten tenders rejected by the Bank.  He also requested documents to verify the existence of the companies that did not have the Bank’s no-objection.   
19.
Additionally, MARENA sent the Bank a report clarifying the evaluation of the bids.  MARENA’s report stated that two companies--one company that did not have the Bank’s no-objection and another company that submitted a bid dated before the date of the invitation letter--received invitations with another group of companies invited to bid in order to complete the number of bidders required for a Comparison of Bids.
20.
In September 2007, the Minister of the EA
 requested the Bank’s No-Objection to allow the EA to finance the ten bids rejected by the Bank with local funds if the companies could meet all the requirements for the Bank’s no-objection.  In October 2007, the Bank gave its no-objection to finance the ten with local funds.
D. CONCLUSIONS
21.
The evidence is sufficient to show the existence of fraudulent and corrupt practices with respect to the bidding processes at issue.  However, the evidence is not sufficient to determine who was responsible for the fraudulent and corrupt acts.

22. The evidence is insufficient to determine which individuals engaged in bid manipulation due to the number of co-executing agencies involved in the bidding process.  Moreover, OII could not determine who requested a kickback from Almagro.
23. Although the project coordinator, Guifarro, was the person responsible for supervising all the procurement process for fertilizers and was the person who signed all the contracts awarded in the first and second stage of acquisition of fertilizers, the evidence is insufficient to determine whether he himself engaged in fraudulent practices.
24. The evidence is insufficient to determine whether the project coordinator showed favoritism toward any bidder in bidding processes for the acquisition of fertilizers.

25. The evidence is insufficient to determine whether LA ATÓMICA, and its legal representative, CHUCRY ZABLAH, engaged in fraud under the Bank’s policies. 
26.  However, the facts described above indicate the existence of conflicts of interests, fabrication of bids, bribes, fictitious and ghost companies, and suggest that fraudulent and corrupt practices may have been used in the procurement of fertilizers for this Bank-financed project.
E. RECOMMENDATIONS 
1. Risk Factors
27. The analysis of the facts described above indicates the existence of several factors related to the first stage of the acquisition of fertilizers that appear to have permitted the fraudulent and corrupt practices.  
a. The type of procurement method utilized was selected without adequately taking into account certain indicators of risk.
28. Instead of using the National Competitive Bidding procurement method for the purchase of the fertilizer, the Executing Agency sought an exemption from the Bank to permit it to use the Price Comparison method for the amounts involved.  The Sector Specialist recommended approving the Executing Agency’s request and on October 10, 2006, DEV/PRM endorsed the request and included it in Memorandum CHO/4596/2006.  The Regional Manager authorized the requested change to the bidding process by Memorandum CHO/4655/2006.  The decision was taken based on a belief that the Executing Agency was in good standing given that 1) the Country Office had conducted intense training programs for the staff of the Executing Agency; 2) the Executing Agency (UCP
) “had not been involved in bad practices”; and 3) the beneficiary communities were located in isolated areas with limited access to suppliers.  
29. However, this change was made despite the findings in the December 31, 2005 Financial Statement Audit which determined that MARENA had previously made cash disbursements of more than $150,000 without adequate documentation, without local counterpart accounting records, and bank overdrafts totaling approximately $200,000.  
30. Moreover, the procurement method ultimately utilized was designed with the purpose to simplify the acquisition of goods.  The comparison of bids which has less stringent documentation and publicity requirements, as actually occurred in this case, was not the appropriate method to be used for this EA considering the serious weaknesses in the EA’s internal controls found by the external audit of the project and without commensurate enhanced supervision.  
31. Under the Comparison of Bids, the Executing Agency invited companies to submit bids, which were presented by letter containing only the offered price and a description of the products.  The Executing Agency did not require any additional verifying documentation, despite the fact that loan contract established that the Executing Agency has to have an adequate internal control system that allows the Bank supervise the EA’s records and documentation.
  
32. Adequate supervision under this method of procurement should have included the following: 
· Enhanced Documentation requirements.  The submission of documents, such as photocopied certificates of corporate registration, would have made the fabrication of non-existent companies and the falsification of submitted documents for existing companies more difficult.

· Enhanced Publicity requirements.  Sufficient publicity requirements might have minimized the occurrence of fraudulent practices and encouraged true bid competition.  For example, the publication of the names of companies invited to participate in the bidding process could function as a control mechanism, as the companies whose names were improperly used would have the opportunity to react and prevent the fraud.
33. When utilizing a procurement method with minimal documentation and publicity requirements, all available information concerning possible execution risks should be taken into account. The absence of adequate supervision of the project undermined both the Executing Agency’s and Bank officials’ ability to discover the false and fraudulent offers.   

b. Reaction to indicators of possible fraud in the bidding process.
34. The Sector Specialist, Executing Agency, and Regional management cited the importance of community participation, geographic diversity of the beneficiary populations, and the need for materials to be supplied by local suppliers, as well as the minimization of transportation and inventory costs as justifications for the selected procurement method (CHO/4596/2006 and CHO/4655/2006).
35. Nonetheless, all seventeen bids were ultimately won by the same firm, La Atómica, which operated out of only one location in Tegucigalpa.  However, the responsible Sector Specialist did not notify or consult other areas of the Bank about the fact that the procurement process resulted in only one winner, located in one city. The contracts were registered in the Bank’s systems, without raising any concerns.

2.
Recommendations
36. Recommendations specific to this project.
a. It is recommended that these findings be referred to the local authorities for further investigation of the possibility of fraudulent and corruptive practices related to the purchase of fertilizers and action deemed appropriate.
b. It is recommended that consideration be given to declaring misprocurement, pursuant to Section 1.12 of the “Policies for the Procurement of Works and Goods financed by the Inter-American Development Bank” in the procurement processes that resulted in contracts being awarded to La Atómica.

c. It is recommended that the Bank and Country Office encourage the use of local web-based procurement tools to increase the transparency in future bid processes, including broader disclosure of participating firms and the identity of bid winners.  
d. It is recommended that the Terms of Reference for the project’s external auditors be amended to include the random review of the other procurement processes conducted by the same Executing Agency to determine if similar circumstances may exist in other contracts.  Furthermore, to the extent possible, it is recommended that the project team take steps to ensure that the purchased goods were, in fact, received by the appropriate beneficiaries.
e. As noted, Ex Ante supervision was performed in the second stage of the purchase of fertilizers. The sector specialist should continue performing thorough supervision using the SECI, PPMRs, and other relevant project documents, to determine whether integrity risk indicators or institutional deficiencies in the Executing Agency’s procurement activities were detected and, if so, whether corrective measures were proposed and implemented.  
37. Recommendations for projects with similar indicators of risk.

a. In order to ensure adequate supervision under the Comparison of Bids procurement method or other methods for bid evaluations that have simplified requirements of documentations and publicity, sector specialists and the Executing Agency procurement officials should consider including as part of the evaluation the following requirements: 
i. Bidders should provide verifiable documents confirming corporate registration in the appropriate register;
ii. Random verification of the identity and existence of participating companies, especially of losing bidders;
iii. Confirmation that the business selected, in fact, provides the specific type of services or goods sought;
iv. Confirmation that the selected company does, in fact, satisfy the selection criteria that underlies the procurement method chosen; and
v. Publication of the identity of firms and individuals participating in bidding processes and the ensuing results.

LIST OF EXHIBITS
No.
Description

1. Annex D of the Loan Contract 1077/SF-HO.
2. Memorandum No. CHO/4596/2006.
3. Memorandum No. CHO/4655/2006.
4. Letter sent by the project coordinator to the Bank sector specialist communicating the awarding of 17 contracts to “La Atómica”.
5. La Atómica and Dince’s incorporation documents. 
6. Documents gathered by OII regarding another Paredes’ tender in a different bidding process.
7. Agrocomercial Zuniga’s business charter requested by OII to MARENA.
8. Letter submitted by the Dirección Ejecutiva de Ingresos of Honduras to OII.
9. Agrocomercial Zuniga’s bid submitted by Edwin Alexis Zuniga.
10. Invoice of the company Agroveterinaria El Éxito and Alexis Zuniga as its legal representative.
11. Cafeagro’s bid submitted in the first stage of the acquisition of fertilizers and Cafeagro’s bid submitted in the second stage of the acquisition of fertilizers.
� Additionally, the project has four co-executing agencies: Secretaría de Recursos Naturales y Ambiente (SERNA), Comisión Permanente de Contingencias (COPECO), Corporación Hondureña de Desarrollo Forestal (COHDEFOR), Asociación de Municipios de Honduras (AMHON).


� Inter-American Development Bank.


� The rate of exchange used in this report is equivalent to 1US$ = 19 Honduran lempiras.


� Annex D describes specifically the cases and thresholds for each classification of procurement method.


� Cláusula 4.01 (b): “No obstante lo establecido en el párrafo 2.06 del Anexo B del presente Contrato, la adquisición de los bienes y servicios relacionados y la contratación de obras por montos inferiores a los indicados en el inciso (a) anterior, se regirán por lo dispuesto en el Anexo D de este Contrato hasta que entre en vigencia la nueva Ley de Contrataciones del Estado en los términos acordados con el Banco, fecha a partir de la cual la adquisición de bienes y servicios relacionados y la contracción de obras por montos inferiores indicados en el inciso (a) anterior se regirá por dicha Ley, en los términos establecidos en el Anexo B”.


� Additionally, the EA stated other arguments to change the procurement method to purchase fertilizers for the project.  Those arguments are described in the memorandums referred in paragraph 4.


� OII determined that Ronald Valenzuela, the Minister of PRONADERS, was the person who forwarded the list containing the names of potential bidders to Guifarro.  He also signed all of the invitation letters that were sent to the bidders.  


� OII interviewed the Bank’s procurement specialist.  He informed OII that the Bank did not perform an Ex-Ante supervision of these 17 bidding processes because there was a request to complete the processes as soon as possible.  He stated that the Bank was informed of the results of the bidding processes when MARENA sent the 17 contracts to the Bank for its no-objection. 


It appears that no Ex-Ante supervision was performed during the first stage of the purchase of fertilizers but it was performed during the second stage. 





� OII asked Nazier Chucry Zablah Bendeck (ZABLAH), LA ATÓMICA’S legal representative and owner, about Dince’s relationship with LA ATÓMICA, but he denied having any knowledge about it.


 


� Edwin Alexis Zuniga is the person who signed the tenders submitted by Agrocomercial Zuniga.


� Agropecuaria Centauro submitted bids in 14 of the 17 bid processes in the first stage. 





� The Minister of PRONADERS.


� Unidad Coordinadora del Proyecto or MARENA.


� Article 4.01 (c) of the Special Conditions of the Loan Contract modified in December 2006.


� For example, information could be disclosed in a timely manner through the executing agency’s website or similar medium.
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