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MESSAGE FROM THE SPECIAL INSPECTOR GENERAL FOR IRAQ RECONSTRUCTION

I am pleased to submit to the Congress, Secretary Rice, Secretary Gates, and the American people the
14th Quarterly Report from the Special Inspector General for Iraq Reconstruction (SIGIR). This quarter,
I visited Iraq for the 16™ time since my appointment three and a half years ago to lead the oversight of the
U.S. reconstruction effort in Iraq.

During my trip to Baghdad, I experienced first hand the dangers that affect everyone working in the
“Green Zone”” As indicated by open sources, the number of rocket and mortar attacks targeting the Green
Zone rose markedly over the past three months, increasing the threat to reconstruction contractors, U.S.
government employees, and Iraqis. In June, the UN Secretary-General reported to the Security Council
that the rise in attacks on the Green Zone is “a major development”

This latest Quarterly Report from SIGIR provides reliable data on a range of issues confronting the U.S.
reconstruction experience in Iraq, including:

e SIGIRS first audit in a planned series of focused financial reviews of large Iraq Relief and
Reconstruction Fund (IRRF) contractors, which looks at Bechtel’s $1.33 billion Phase II IRRF
contract and finds a number of deficiencies in contract oversight.

e Another SIGIR audit on asset transfer that raises troubling concerns about the process that was
designed to govern the transition of U.S. projects to Government of Iraq (GOI) control. This
is SIGIRs fourth look at this issue in two years, and my auditors found that the asset-transfer
process is broken: since June 2006, the GOI has not formally accepted a single IRRF project.

e SIGIR’ review of GOI capital budget execution, which reveals that, although much progress has
been made this year, the GOI still struggles with this issue, both at the ministerial and provincial
levels.

e SIGIR’s update on last October’s Provincial Reconstruction Team (PRT) audit; the program has
made much progress in overcoming the staffing, security, and resource challenges that hobbled
the PRT: last year.

e SIGIRS latest report on anticorruption, which finds that, despite some new support for Irag’s
anticorruption institutions, endemic corruption continues to afflict the GOI.

e SIGIR' latest sustainment inspections, the most notable of which demonstrated that Iraq’s
Ministry of Electricity inadequately maintained the U.S.-funded rehabilitation work at the
Doura Power Station, a critical power source for Baghdad.

SIGIR investigations made significant progress on a number of fronts this quarter. Two more criminals
caught in major bribery conspiracies uncovered by SIGIR were sentenced to prison. And several arrests
were made in a significant new bribery case arising from the successful work of a law enforcement task
force of which SIGIR is a part.

During the past quarter, SIGIR produced 8 new audit products, 5 on-the-ground project assessments,
and made progress on 57 ongoing investigations into allegations of fraud, waste, and abuse. Since our last
Quarterly Report was released in April, I have testified before three congressional hearings.

400 Army Navy Drive ¢ Arlington Virginia 22202



The 8 new audits bring to 94 the total number of audits produced over the past three years, and the
5 new inspections bring the total number of inspections to 95. Of SIGIR’s 57 ongoing investigations, 28
are being prosecuted by the Department of Justice. To date, SIGIR’s investigative work has produced
13 arrests, 5 convictions, 5 imprisonments, a 25-count indictment of 5 persons, and nearly $16 million
in court-ordered restitution and seizures. A table listing all convictions for fraud related to reconstruc-
tion work in Iraq is contained in Section 1 of this Report.

SIGIR remains dedicated to providing the most comprehensive and accurate reporting on the use of
taxpayer dollars for Iraqs relief and reconstruction. We are thankful for the support that we continue to
receive from the Congress and the Departments of State and Defense.

Submitted July 30, 2007.

Homnd Gement

Stuart W. Bowen, Jr.
Special Inspector General for Iraq Reconstruction



SIGIR SUMMARY OF PERFORMANCE
FEBRUARY 1, 2004 — JULY 30, 2007

AupIT

Reports Issued 94
Recommendations Issued 291
Dollars Saved or Recovered $57,800,000
INSPECTIONS

Project Assessments Issued 95
Limited On-site Assessments Issued 96
Satellite Imagery Products Created 342

INVESTIGATIONS AS OF JUNE 30, 2007

Investigations Initiated 318
Investigations Closed or Referred 249
Open Investigations 57
Arrests 13
Indictments Pending Trial 8
Convictions 5
Court-ordered Restitution/Forfeiture $15,980,000

HOTLINE CONTACTS AS OF JUNE 30, 2007

Fax 15
Telephone 65
Walk-in 109
E-mail 347
Referrals 25
Mail 28
Total Hotline Contacts 589

NON-AuDIT PRODUCTS

Congressional Testimony 19

Lessons Learned Reports Issued 3
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This 14th Quarterly Report from the Special
Inspector General for Iraq Reconstruction
(SIGIR) provides comprehensive reporting

on the $44 billion in taxpayer dollars that the
United States Congress appropriated for the
relief and reconstruction of Iraq. This $44
billion is part of the $99 billion in total Iraq
reconstruction funding provided through U.S,,

SIGIR OBSERVATIONS

Iraqi, and international donor sources since
2003. Section 2 of this Quarterly Report con-
tains a complete review of funding sources and
their uses within the reconstruction program.
Section 3 provides details on SIGIR’s audits,
inspections, and investigations this quarter;
Section 4 summarizes other agency oversight
work in Iraq.

FOCUSED FINANCIAL REVIEWS OF THE
LARGEST IRAQ RECONSTRUCTION

CONTRACTS

During the past quarter, SIGIR completed the
first in a series of focused financial reviews of
large contracts funded by the Iraq Relief and
Reconstruction Fund (IRRF). These reviews
will meet the “forensic audit” requirement
that the Congress imposed upon SIGIR last
December through the Iraq Reconstruction
Accountability Act of 2006.

This initial review examined the work
performed by Bechtel National, Inc. (Bechtel),
under its Phase IT IRRF contract. SIGIR
selected Bechtel as the subject for this audit
because it received the largest IRRF contract, a
$1.33 billion cost-plus reconstruction contract
issued by the U.S. Agency for International
Development (USAID).

The Bechtel audit is emblematic of the many
challenges faced by contractors in executing
projects within the Iraq reconstruction pro-
gram. The audit’s findings include:

o The government had insufficient contract
oversight staff, resulting in a lack of con-
sistent contract management, inadequate
contractor direction, and ineffective perfor-
mance assessments.

o The large number of subcontractors to
Bechtel created the need for multiple lay-
ers of quality control and oversight, which
weakened transparency, yielding poor
outcomes in various projects.

o Approximately half the job orders
performed under the contract did not
meet stated objectives.

The problems addressed in the Bechtel
audit include reduction in scope, cancellations,
costs that outstripped planned budgets, and
significant delays in the completion of proj-
ects. During the course of this review, SIGIR
uncovered a contractual provision mandating
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that all Bechtel invoices be paid within ten days
of receipt, without exception. This decision
was troubling because only two officials were
assigned to review these invoices, raising
concerns from an oversight perspective about
the reliability of the receipt review process.
Section 3 of this Report contains a detailed
summary of the Bechtel audit.

ASSET TRANSFER

“Asset transfer” is the process by which U.S.-
funded reconstruction projects are transferred
upon completion to the Government of Iraq
(GOI). Since the fourth quarter of 2005, SIGIR
has tracked the asset-transfer process in Iraq,
conducting three previous audits, each of
which raised significant issues about various
aspects of this important process.

SIGIR produced its fourth audit this quarter
on the asset-transfer process, finding that the
GOI has not accepted a single U.S-constructed
project since July 2006. Although some local
Iraqi officials are accepting projects, the
national government is not. Moreover, SIGIR
learned that the U.S. government is unilaterally
transferring many projects to Iraq without GOI
consent.

4 | SPECIAL INSPECTOR GENERAL FOR IRAQ RECONSTRUCTION
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SIGIR has announced the next round of
focused financial reviews, which will include
audits of the large contracts received by:
Blackwater; FluorAMEC, LLC; Research Tri-
angle Institute; Parsons Global Services, Inc.;
Lucent; Development Alternatives, Inc.; Perini
Corporation; and KBR.

The failure of the asset-transfer program
raises concerns about the continuing operation
and maintenance of U.S.-constructed projects.
In some cases, the United States has continued
to pay for maintaining completed projects that
have not been accepted by the GOI.

SIGIR’s new asset-transfer audit, summa-
rized in Section 3, recommends that the U.S.
Ambassador to Iraq finalize with his Iraqi
counterpart a bilateral agreement on asset
transfer between the United States and Iraq.
The proposed bilateral agreement provides that
asset transfer be accomplished through a single
process, rather than through a variety of imple-
menting agencies or expedient agreements.



IRAQI EMPOWERMENT

Budget Execution
The U.S. funds for Iraq reconstruction are
largely expended. The GOI thus has respon-
sibility for managing the financing of Iraq’s
national recovery.

This means that the GOI must effec-
tively execute its capital budget, which it
failed to do in 2006, spending just 22% of its
capital budget.! Last year’s ministry shortfalls
included: the Ministry of Oil, which spent
just 3% of its $3.5 billion capital budget;* the
Ministry of Water, which spent just under half
its allocation; and the Ministry of Electricity,
which spent only a third of its capital budget.

According to the President’s Interim
Benchmark Assessment, released in mid-July,
progress on budget execution by the GOI in
2007 has been satisfactory. The ministries have
tripled execution rates so far this year. If this
trend continues—though avowedly not linear
in effect—the capital execution rate may reach
50% by the end of the year. The Ministry of
Finance has already moved more than 21%
of its capital budgets to individual ministries’
capital budget accounts.

The GOI Budget Execution Monitoring Unit
(BEMU), under the leadership of Iraqs Deputy

SIGIR OBSERVATIONS

Prime Minister, has helped ministers improve
the budget execution process. The Ministry

of Oil reportedly leads all ministries in total
spending thus far in 2007, executing $538 mil-
lion (or 23%) of its capital budget, followed by
the Ministry of Public Works ($174 million or
52%) and the Ministry of Education ($87 mil-
lion or 30%).?

A similar budget-execution problem
confronts Irag’s provincial governments. The
provinces have received a 2007 capital budget
allocation of approximately $5.4 billion. Every
province (except Diyala) has established a
separate capital budget account, and, by June
2007, every province had received the first 10%
of its budget allocation.

Part of the progress in budget execution
stems from the work of the Iraqi Procurement
Assistance Centers (PACs), which have built
the budget execution capacity of ministerial
and provincial officials. Created by Iraq’s Min-
ister of Planning, with the assistance of the U.S.
Joint Contracting Command-Iraq/Afghani-
stan, the PACs train Iraqis in budget execution
systems, including the proper drafting and
documenting of budgets and the review and
approval of spending requests.
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PRT Update

On January 10, 2007, the President announced
a new way forward in Iraq, calling for a surge
in civilian and military personnel for provin-
cial support and a doubling of the number of
Provincial Reconstruction Teams (PRTs).

PRTs are civil-military teams designed to
build capacity in local governance across Iraq
through direct assistance to and training of
provincial government personnel. As of June
2007, the United States had provided $1.924
billion to support the Iraq PRT program.
Another $937 million has been requested in
additional PRT funding for FY 2008.

The evolving PRT strategy will increase the
number of PRTs from 10 to 25 and will double
the total personnel working in PRTs to 700.
The original 10 PRTs, established in 2006, will
continue to operate at the provincial level, and
an additional 15—called ePRTs—are embed-
ding directly into brigade combat teams and
deploying into urban neighborhoods. Initial
indications reveal that ePRTs are more capable
of operational movement. The existing PRTs,
especially those in difficult security environ-
ments, are relatively restricted.

This Quarterly Report includes the second
of three planned SIGIR audits on the PRT pro-
gram. The audit reveals that the PRT program
has made significant strides toward over-
coming challenges that arose from the civil-
military integration process, security support
issues, and resource and staffing shortfalls. The
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audit concludes, however, that PRT planners
should better define program objectives and
develop an effective metric-based monitoring
system to measure the program’s performance.
SIGIR is currently conducting fieldwork
for the third PRT audit, which will review the
effectiveness of the overall PRT program.

Capacity Development

U.S. agencies continue to carry out important

capacity development initiatives in Iraq:

o USAID’ $165 million National Capac-
ity Development (NCD) program, which
began in August 2006, strengthens the
GOT’s administrative functions and
personnel.

o The U.S. Department of Treasury continues
to support the development of a new finan-
cial management information system, new
payment systems, as well as banking reform
and restructuring.

 Since 2003, the New York Federal Reserve
Bank and the International Monetary Fund
(IMF) have provided regular technical
assistance training to strengthen the capa-
bility of the Central Bank of Iraq.

o The Embassy Iraq Transition Assistance
Office (ITAO) is implementing a program
to improve the capacity of key ministries to
carry out core functions, such as strategic
planning, budgeting, training, and manag-
ing a personnel system.*

o The new Coordinator for Economic Transi-



tion is leading the Embassy’s Budget Execu-
tion Initiative, a $20 million interagency
program to manage U.S. support to the
GOI on this key issue.’

O&M and Sustainment

SIGIR previously raised concerns about the
sustainment of U.S.-funded infrastructure
and systems after their transfer to the GOI.
Pursuant to those concerns, SIGIR initiated
a sustainment inspections regime to provide
data on this matter.

In the last two Quarterly Reports, SIGIR
observed limited progress on the sustainability
of reconstruction programs and projects. In
three of the four sustainment assessments con-
ducted this quarter, SIGIR found facilities that
the GOI was not effectively sustaining. This
shortfall poses threats to the current use and
future durability of these facilities.

SIGIR OBSERVATIONS

The most notable sustainment problem
was at the Doura Power Station. The United
States paid Bechtel more than $90 million to
rehabilitate two power-generating units at
Doura. Although the work was supposed to
be completed by April 2004, only one unit had
been repaired by April 2006; the other has
never been operational. If both were opera-
tional today, this key project in the electricity
sector would add 7.5% more generated power
to Iraq’s debilitated electricity grid, providing
substantial increases in the power available to
Baghdad.

When SIGIR visited this project in June
2007, neither of the refurbished units was
operational. U.S. funds had paid for their
repair, but the Iraq Ministry of Electricity
failed to properly operate and maintain the
units. For a summary of the inspection, see
Section 3 of this Report.
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RECONSTRUCTION MANAGEMENT

This quarter, the U.S. reconstruction manage-
ment structure in Iraq evolved. A presidential
order terminated the Iraq Reconstruction
Management Office (IRMO), and created ITAO
to continue some of IRMO’s remaining work.
On July 18, 2007, the U.S. Embassy imple-
mented a reorganization reflecting the “clus-
tering” structure recommended by a recent
Department of State (DoS) assessment. Under
the reorganization, the Rule of Law Coordi-
nator now has consolidated management of
Rule of Law programs, including anticorrup-
tion efforts, police training under the DoS
International Narcotics and Law Enforcement
Bureau, and Department of Justice activities.®

The Embassy’s reorganization further con-
solidated all Mission economic and recon-
struction funding under the Coordinator for
Economic Transition in Iraq (CETI). CETI
oversees the Economic Affairs section of the
Embassy, ITAO, USAID, and the U.S. Depart-
ments of Treasury, Agriculture, Transportation,
Energy, Commerce, and Labor.

Since the beginning of the Iraq reconstruc-
tion program, SIGIR has reported on the need
for improving coordination among U.S. agen-
cies. This new reorganization should help effect
such improvement.

Section 3 has a summary of SIGIR's new
review of the roles and responsibilities of the
various entities involved in Iraq reconstruction.

PROGRESS ON THE INTERNATIONAL

COMPACT WITH IRAQ

During this past quarter, the GOI and the UN
launched the International Compact with Iraq,
to carry out a comprehensive 5-year program
of reform and investment with the support of
the international community. The Compact
was signed in May in Sharm El-Sheikh, Egypt,
at a meeting of more than 30 foreign ministers.
On July 20, 2007, the GOI issued its first
report on the implementation of the Compact.
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The report lists eight problems that must be

resolved:

« insurgent and terrorist activity, which
threatens all Iraqis

o high levels of corruption exacerbated by a
weak accountability system

o political instability that inhibits progress,
causing socially disruptive consequences

o divisions within the population on the
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presence of international forces in Iraq, o the “resource curse” phenomenon: coun-

which the insurgency and terrorists exploit tries rich in natural resources sometimes
to foment instability

« inconsistent, unpredictable, and poorly

tend to have slower rates of economic

growth than resource-poor countries’
coordinated development assistance

o continuing consequences of harmful gov-
ernment policies in place before 2003

« continuing exodus of Iraq’s “best and
brightest” and the concomitant increase in
internally displaced persons

This GOI report will now serve as the base-
line against which to measure future progress
under the Compact.

ANTICORRUPTION

According to the U.S. Embassy’s Anti-Corrup- The JACC comprises the three main
tion Strategy, the endemic corruption problem
in Iraq:

« contributes to capital flight and harms Iraq’s

anticorruption organizations—the Board of
Supreme Audit (BSA), the Commission on
Public Integrity (CPI), and the Iraqi Inspectors

ability to obtain foreign investment
significantly hinders economic growth by
permitting black markets

undermines public confidence in Iraq’s

General (IGs), as well as other governmental
representatives. The JACC’s weekly meetings

are chaired by the General Secretary to the Iraq

Council of Ministers, with the support of the

public institutions Prime Minister.

« funds illegal actors and activities, including Pursuant to the recent rule of law reorgani-
terrorism zation, the Embassy’s Office of Accountability
and Transparency (OAT) has been placed
Notwithstanding these continuing chal- under the direction of the Rule of Law Coordi-
lenges, some progress has been made on sev-
eral fronts to address the corruption epidemic,

which SIGIR views as a “second insurgency””

nator. The OAT, which began operating at the
beginning of this year, comprises the senior
consultants assigned to each of the three anti-
This quarter saw the inception of the Joint
Anti-Corruption Council (JACC)—created
and managed by Iraqis.

corruption entities. The OAT reflects staffing
and organizational changes that SIGIR recom-
mended in its earlier audit on anticorruption.
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This quarter, SIGIR produced a letter audit
identifying continuing challenges to the imple-
mentation of a coherent anticorruption effort:

o the absence of a program manager with the
authority and support to coordinate the
overall anticorruption effort

o thelack of a comprehensive, integrated plan
that ties anticorruption programs to the
overall U.S. Embassy-Iraq strategy

SIGIR’s audit followed up on 12 recom-
mendations from the July 2006 audit and
determined that 10 of the 12 remained open
pending final action. Section 3 contains a
summary of the audit.

BENCHMARKS

There are two primary sources for benchmarks
aimed at measuring GOI progress. The first is
the set of 18 measures set forth in PL. 110-28,
passed by the Congress on May 25, 2007. The
other is contained in an appendix to the Inter-
national Compact for Iraq.
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The Iraqi IGs conducted a peer evaluation
this quarter, reviewing 15 offices. Two IGs were
relieved of duty as a result of a poor evalua-
tion. A 90-day follow-up is planned for the
remaining offices.

The CPI is pursuing hundreds of corrup-
tion cases, but institutional and legal hurdles
continue to impede its efforts. CPI’s cases
cover a wide range of alleged criminal activity,
including illegal payments, unauthorized
transfer of vehicles and apartments, stolen
government funds, massive fraud, corruption
in Iraqi ports, misspending, and the diversion
of government funds to militias.

Table 1.1 shows the 18 benchmarks under
PL. 110-28, their comparable GOI-agreed
commitments under the Compact, and the
President’s assessment of the status of each
benchmark.
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SIGIR OBSERVATIONS

NOTABLE SIGIR ACTIVITIES THIS QUARTER

In executing its oversight mission this quarter,
SIGIR completed 8 new audits, which included
21 recommendations and 5 audit lessons
learned. SIGIR issued 5 new project assess-
ments, 3 of which highlighted Iraqi sustain-
ment problems. SIGIR investigations con-
tinued to pursue all allegations of fraud, waste,
and abuse in Iraq reconstruction spending.

Audits

To date, SIGIR has completed 94 audit prod-

ucts and continues work on 19 audits. SIGIR

plans to start at least 9 more audits next
quarter.

This quarter, SIGIR audit products
addressed these specific requests:

o Inresponding to a congressional mandate,
SIGIR released its first focused financial
product, looking at USAID’s Phase II
Iraq reconstruction contract with Bechtel
National, Inc. This product highlights
where the money went, the results of the
investment, and lessons learned.

o Aspart of a U.S. Embassy Baghdad request,
SIGIR reported on the need for improved
government management controls over
the efficiency and cost-effectiveness of the
services paid for under Logistics Civil
Augmentation Program (LOGCAP) Task
Order 130.
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SIGIR audit products this quarter also
addressed these issues:

o the continuing misunderstanding as to the
congressional requirement for the financial
reporting of the cost to complete construc-
tion projects

o alook at the various sources of FY 2006
appropriations and funds, as well as the
uses of these funds for Iraq relief and
reconstruction

o the organizational complexity of U.S. gov-
ernment agencies and activities involved
in Iraq relief and reconstruction and what
each reports as its role and responsibility in
Iraq

Inspections

SIGIR completed five project assessments, four
of which were sustainment reviews. Since the
Inspections program began in summer 2005,
SIGIR has completed 95 project assessments,
96 limited on-site inspections, and 304 aerial
assessments.

SIGIR’s sustainment reviews focus on
whether the projects delivered to the Iraqis
are being operated by Iraqis at the capacity
planned in the original contract or task order
objective.

In three of the four sustainment reviews
completed this quarter, sustainment was not
being properly carried out, posing threats to
the condition and durability of the facilities
and to health and safety.



Investigations

SIGIR has 57 ongoing investigations into fraud,
waste, and abuse in Iraq reconstruction;

28 are currently under the prosecutorial con-
trol of Do].

This quarter, two more subjects of SIGIR
investigations were sentenced to prison. And
several new arrests were made arising from
fraud investigations of which SIGIR is a part.

As of July 30, 2007, SIGIR investigations
have resulted in 5 convictions, 13 arrests, and
5 pending trials on a 25-count indictment.
SIGIR’s joint task force cases have engendered
more than 30 search warrants executed by
SIGIR agents. For an overview of all convic-
tions resulting from the work of SIGIR and
other agencies in Iraq, see Table 1.2.

Currently, 5 SIGIR agents work in Baghdad,
and 14 are in Arlington, Virginia. SIGIR inves-
tigators work with the International Contract
Corruption Task Force/Joint Operation Center
and the National Fraud Procurement Task
Force, coordinating on a wide range of efforts
to fight fraud. SIGIR agents are also working
on a number of Civil False Claims Act mat-
ters, and SIGIR is supporting suspension and
debarment actions against a variety of indi-
viduals and corporations.

SIGIR OBSERVATIONS

The Lessons Learned

Capping Report

SIGIR continues to advance a robust lessons
learned effort, pursuant to SIGIR’s mandate
from the Congress to provide recommenda-
tions that promote economy, efficiency, and
effectiveness in the administration of the
reconstruction program in Iraq. Three SIGIR
lessons learned reports have already been
released, and they already have prompted
beneficial reforms within the executive branch,
as well as new legislation implementing SIGIR’s
recommendations.

The Lessons Learned Capping Report,
which draws from all of SIGIR’s previous and
ongoing work, aims to capture the key lessons
from the overall Iraq reconstruction experi-
ence. These important lessons are aimed at
prompting reforms of the post-conflict con-
tingency relief and reconstruction systems in
the U.S. government. The Congress and the
Departments of State and Defense support
SIGIR’s lessons learned efforts.
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