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1. EXECUTIVE SUMMARY

1.1. Introduction

In accordance with its work plan for 2010 and in the context of compliance with Council
Regulation (EC) No 1083/2006, Council Regulation (EC) No 1081/2006 and Commission
Regulation (EC) No 1828/2006, Unit 1/4, DG EMPL* conducted a systems audit on the
Operational Programme 2007BGO051PO001 (hereafter — OP Human Resources
Development). Between 1 March 2010 and 5 March 2010 (including an on-site audit of 10
operations between 22 — 26 March 2010), the ESF auditors examined the design, efficiency
and effectiveness of the MCS existing for the duration of OP Human Resources Development
from 1 January 2007 to 31 August 2009 and implemented by the Ministry of Labour and
Social Policy (MA), Employment Agency ( IB), Ministry of Education, Science and Youth
(IB), Agency for Social Assistance( ASA) and National Fund Ministry of Finance (CA) of
Bulgaria (hereafter - the auditees).

1.2. Common authorities subject to audit

The following auditees, which were the subject of this audit, have responsibilities and/or
functions common to other Structural Funds or the Cohesion Fund:

Authority/Body Responsibility/Function Funds

Certification of the | ERDF, CF, ESF
National Fund, Ministry of Finance of the | expenditure to the EC
Bulgaria (CA)

4 DG Employment, Social Affairs and Equal Opportunities, Directorate I: Audit, Controls, Evaluation, Unit I/4:
ESF Audits
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1.3.

Findings

1.3.1. Management control’

The management control findings are summarised below:

Finding Management control issue Reply Conclusion EC
n° auditors
MA/IB/CA

1 Lack of procedure for adequately | Agrees partially Finding,
assessing the candidate beneficiary. The confirmed
projects’ operational, administrative and | (position stated
financial capacities are not properly |in the Action
assessed plan)

2and 7 | Insufficient audit trail related to | Agrees partially Finding,
arbitrarily-set hourly rates and cash confirmed
payments. Lack of evidence of the | (position stated
activities carried out. Inflated staff costs | in the Action
declared. plan)

3 Lack of appropriate arrangements | Agrees partially Finding,
concerning treatment of Indirect Costs confirmed
according to art 11/3b of 1081/2006. (position  stated

in the Action
plan)

4 The checklists for management | Agrees partially Finding,
verifications and on the spot visits in the confirmed
framework of art 13 of Commission | (position stated
Regulation 1828/2006 are not adequate | in the Action
enough. Missing is the monitoring of the | plan)
effectiveness of operations co-financed
by ESF

5 Lack of audit trail between corrections | Agrees partially Finding,
following art 13 verifications and confirmed
applications of these corrections and | (position stated
proof of correction at Beneficiary level. |in the Action

plan)

6 Lack of audit trail concerning | Agrees partially Finding,
reconciliation of real costs incurred for confirmed
projects in the framework of staff costs. | (position stated

5 . . . .
Control system tested against designed conirol medel (Guidance note on the evaluation of MCS)
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Using arbitrarily set without | in the Action
adequate reconciliation with real time | plan)
worked for project.
8 Insufficient CA's work to mitigate the | Agrees Finding,
risks resulting from weaknesses in MA's confirmed
MCS (position stated
in the Action
plan)
1.3.2. Findings concerning specific matters
Finding | Findings concerning specific matters Reply Conclusion EC
n° auditors
MA/IB/CA
9,10. | Publicity shortcomings Agrees partially Finding,
confirmed
(position stated in
the Action plan)
1.3.3. Financial findings
The financial findings are summarised as follows:
Finding Compliance issue Ameount Comments | Conclusions
n° considered MA/CA EC auditors
ineligible
€
11-16 | Ineligible expenditure 143 226.40 | Agrees Finding,
BGN + confirmed
VAT where
appropriate
(position
stated in the
Action
plan)
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2. OPINION

Based on the audit results, the audit team expresses an opinion on the management and
control systems (MCS) in place. The audit opinion is:

Qualified

The ESF auditors reviewed the systems in place and the selected projects in accordance
with the audit scope and objectives set out in sections 4.2 and 4.3 of this audit report.

In our opinion, based on the audit methodology (section 4.4) and work performed (section
5), we have reasonable assurance that the management and control systems in place as at
26.03.2010 are functioning effectively and in compliance with the applicable regulations
(Council Regulation (EC) No 1086/2006, Council Regulation (EC) No 1081/2006 and
Commission Regulation (EC) No 1828/2006); except, however, for the following material
deficiencies which affect key elements of the systems:

» Key requirement 2 : Adequate procedures for the selection of operations

» Key requirement 3: Adequate information and strategy to provide guidance to
beneficiaries

> Key requirement 4: Adequate management verifications

v

Key requirement 5: Audit Trail

» Key requirement 10: Adequate arrangements for the certification of expenditure to
be reliable and soundly based

At the end of the audit field work, the level of assurance obtained from the effectiveness of
the systems can be classified as: Category 3: Works partially; substantial
improvements are needed.®

This level of assurance would imply that financial correction, possibly on a flat rate basis,
are applied to expenditure already declared to the Commission, accompanied by an action
plan and measures to take in order to ensure that any future declarations of expenditure are
free of material error.

This systems audit represents the assessment and evaluation of the design of the OP
Human Resources Development MCS at a specific point in time. Hence, this systems audit
does not provide assurance for future periods in view of risks such as the weakening of the
internal controls resulting from changes in conditions, or possible deterioration of the
degree of compliance with legal requirements or procedures.

8 Deficiencies were found. These deficiencies have led or may lead to irregularities. The impact on the
effective functioning of the key requirement/authorities/system is significant. Recommendations and/or
an action plan have been formulated and should be implemented by the audited body.
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Summary of assessment per key requirement

Following these the situation during the audit mission, we suggested in the draft
report the assessment here below:

S

Key requirement 4 (account of recoveries) i

3. SUBSEQUENT EVENTS AND CONCLUSIONS

After the end of the audit field work and before the end of the contradictory procedure, the
Bulgarian authorities sent an action plan addressing the issues raised in the exit meeting
and other bilateral follow-ups. Based on the mitigating actions taken by the Managing
Authority and Certifying Authority and on the action plan suggested by the Managing
Authority (see chapter 6: Subsequent events), the Commission auditors could in principle
raise the level of assurance to:

Category 2: Works, but some improvements are needed.’ .

This level of assurance is based on information concerning the mitigating actions we
received and analysed after the end of the audit field work. As such and also because this
action plan is in the phase of implementation by the national authorities, no audit work to
test its effectiveness could yet be performed. The level of assurance is therefore subject to
the correct and timely implementation of the action plan by the national authorities and its
effectiveness will be subject to a revision by the Commission after the end of its
implementation. Hence, no legitimate expectation can be derived from this provisional and
conditional level of assurance.

Following the analysis of the action plan, we suggest the re-assessment here below subject
to the completion of the corrective actions which are being implemented and of the
financial corrections.

7 Some deficiencies were found. These deficiencies have a moderate impact on the functioning of the key
requirements/authorities/system. Recommendations have been formulated and should be implemented

by the audited body.
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4. THE ENGAGEMENT CONTEXT

4.1. Legal Basis

The legal basis for this audit are Articles 14(2)(a) and 72 of Council Regulation (EC) No
1083/2006 of 11 July 2006 laying down general provisions on the Structural Funds.

4.2. Audit scope

This audit covers expenditure declared up until 31 August 2009. It should be noted that
expenditure was declared only concerning Delegated Priority Axes 2, 3, 4, 5 and direct
award on Priority Axis 8. Therefore, the audit team could not check situations where the
Ministry of Labour and Social Policy is the contracting authority and is directly
responsible for the management verifications.

Using risk assessment, the audit aims to assess the system implementation at five bodies,
the Managing Authority, three Intermediate Bodies and the Certifying Authority, as part of
the system audit, and at beneficiaries as part of the on-the-spot checks (10 operations
selected, as described in section 4.4).

Scope limitation: The AA was not in the scope of the audit engagement.

4.3. Audit objectives

The audit objectives were to:
e Determine the degree of the effectiveness of the MCS relevant to each authority's
activities;

e Identify weaknesses in the MCS where a control or a series of controls did not
reasonably prevent or detect risks that could have had an adverse impact on the
MCS’ objectives of providing reasonable assurance that:

¢ the declarations of expenditure for the programme are reliable;
o the objectives have been achieved; and
e FEuropean and national legislation is complied with;
o Assess the adequacy of the internal controls in place on the auditee’s activities; and

¢ Review whether the relationship between the OP Human Resources Development’s
objectives and the internal controls implemented by the auditee ensures that the
risks associated with delivery of the OP Human Resources Development’s
objectives and policies and achievement of its goals are effectively mitigated,
focusing, inter alia, on the reasonable prevention, detection and correction of
errors, irregularities and presumptive fraud.

4.3.1. Objectives related to the assessment of the MA

The audit objectives were to assess whether there were:

e Clear definition, allocation and separation of functions between and within
the managing authority;
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Adequate procedures for the selection of operations;
Adequate information and strategy to provide guidance to beneficiaries;
Adequate management verifications;

Adequate audit trail;

Reliable accounting, monitoring and financial reporting systems in
computerised form;

4.3.2. Audit objectives relating to audits at bodies/firms carrying out the
operations

The audit objectives were to assess:

Whether authorities’ accounting records correspond with supporting
documents held by the body/firm;

Whether the nature and timing of the relevant expenditure comply with
Community provisions and correspond to the approved specifications of the
operation and the work actually executed;

Whether the use or intended use of the operation is consistent with the use
described in the application for Community co-financing;

Whether the Community financial contributions are within the applicable
limits provided for in the applicable regulations and are paid to the final
beneficiaries without any reduction and unjustifiable delay, if applicable;

Whether the appropriate national co-financing has in fact been made
available;

Whether the body/firm has complied with Community rules and policies
including on publicity, information, competition, award of public contracts,
equality of opportunities, and protection of the environment.

4.4. Audit methodology

The audit was conducted in accordance with the general and specific standards for the
professional practice of auditing, the Structural Funds Audit Manual, and the European
Social Fund Audit Manual. The audit team examined and evaluated, on a test basis,
evidence relating to the design and operating effectiveness of the MCS of OP Human
Resources Development’s against the criteria established in the "Guidance note on a
common methodology for the assessment of MCS in the Member States (2007-2013
programming period)" and other policies, manuals, procedures, directives and guidelines
related to OP Human Resources Developments' execution or implementation.

A letter N° 00353; announcing this audit was sent to the Member State on 12 January

2010.
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The audit was planned in conformity with the audit planning requirements identified in the
European Social Fund Audit Manual. A risk analysis was applied to identify the high-risk
areas. On the basis of this risk analysis, the analysis of system descriptions, information
received from the Member State and other relevant information, an agenda was drawn up
and sent to the auditee.

A random sample of 10 projects was selected from the list of projects for which
expenditure was declared by the selected Intermediate Bodies. The result of this selection
was:

Project number Beneficiary ii;imed ®©

BG051P0001-2.1.01-0584-C0001 82,832.82
BG051P0001-2.1.01-0360-C0001 107,779.20
BG051P0001-4.2.01-0228-C0001 ' ’ - 44,796.88
BG051P0001-5.2.01-0013-C0001 | 71,768.58
BG051P0001-3.3.01-0043-C0001 . 45,119.32
BG051P0001-3.1.02-0002-C0001 | 94,047.57
BG051P0001-5.2.01-0009-C0001 ¢ 76,693.80]
BG051P0001-2.1.01-0303-C0001 | 88,967.46
BG051P0001-4.2.01-0234-C0001 13,368.50}
BG051P0O001-2.1.01-0322-C0001 ¢ v , 170,805.14
BG051P0001-5.2.02-0001-C0001 §Agency for Social Assistance 7,412,382.67
Total: 8,208,561.94

Note: The operation BG051P0O001-5.2.02-0001-C0001 Priority Axis 8 Direct Award
Agency for Social Assistance was checked on the spot during the week of the system audit
as the beneficiary of the grant is the Agency of Social Assistance.

The value of this sample amounts to a total of 8 208 561.94 BGN certified expenditure.
This represents 41, 19 % of the total expenditure declared (total BGN 19 930 130.98).

An on-the-spot visit to 10 Final Beneficiaries/Promoters was carried out to assess the
compliance of the systems with the European Structural Funds Regulations.

-
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5. DETAILED FINDINGS AND RECOMMENDATIONS

5.1. Management and control findings:

The management and control findings are as follows:

Findingn°l: | Key requirement 2: Adequate procedures for the selection of
operations

Objective: Assess whether there is an adequate appraisal and approval
of projects

Responsible body: MA and IB Volume of funding affected by the finding: €

Non-quantifiable

Description of the finding: Systemic issue ( all projects)

During the selection procedure the candidate is evaluated together with its partner-
organisations. Partnerships are mentioned as a horizontal priority in the Operational
Programme. The official beneficiary is the lead partner selected who signs the contract
with the MA/IB. Partners signing contracts with the beneficiary are deeply involved in
the delivery of core project activities. According to the interviews with staff from MA
and IB, selection committees tolerate partnerships as they represent 2 means to increase
capacity and know-how for the beneficiary organisations. However, evaluating the
partners as well as the lead organisation leads to an increase of ambiguity, dilutes
beneficiary responsibilities and represents risk of reduced transparency. In this respect,
art 2, paragraph 4) of Regulation 1083/2006 states that "the beneficiary is an operator,
body of firm, whether public or private responsible for initiating or initiating and
implementing operations”. The Managing Authority should ensure that the selected
beneficiaries have the administrative, operational, organisational and financial capacity
to implement the project. Because partnerships are "de facto" not foreseen in the

- definition of the beneficiary, there should be an evaluation of the applicant candidate
and the form of the (legal) relationship between him and other (partner) organisations
should be transparent and justified in the selection. As such, the Managing Authority
and its Intermediate Bodies should implement procedures to ensure that the involvement
of partners is justified in terms of adding value to the project. As seen during the
project-visits, the added value of a partner is not guaranteed and often leads to an
unjustified increase of expenditure.

Example: In Project BG051P0001-2.1.01-0360-C0001 @& = g the
project was implemented entirely by the partner companies so that the role and added
value of the lead organisation was not clear. For example out of 82 799.13 BGN
declared costs in the claim N3 ( 01/12/2008- 31/03/2009) the direct expenses covering
the costs of the beneficiary(§ ) were at the level of 3000 BGN+14
202.57 ( VAT). At the level of the total costs includin g indirect costs wh1ch were
mainly the costs from the lead organisation) the part of the@ - i

project as proportion was 35%. Moreover the costs of the lead orgamsat1on 1nclude only
publications, substance costs ( rent, office supplies) and salary costs for 4 staff members
whose work is insufficiently traceable. In the audit team's view, the beneficiary acts
merely as an umbrella organisation and does not deliver any activities itself. On the
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other hand, an active publicity campaign was launched to promote the lead organisation
and the activities which were implemented by its partners.

Regarding Priority Axes 2 and 3 in all the 6 projects reviewed, the beneficiary had
different partners (in most of the cases private companies) who were involved in
implementing the project activities. The guidelines to candidates for this call (section
3.1.3) stipulate the requirements for lead organisations and their partners. Nevertheless
it does not stipulate the circumstances which would justify a partnership. Therefore, the
choice of the partners was not based on any regulatory guidelines, was not documented
and remains quite arbitrary. Consequently; the beneficiary cannot demonstrate the
respect for "value for money" which underlies the principle of sound financial
management. This however, does not imply that partnerships may not be selected to
implement operations.

Another result of these arrangements is that the lead organisation has minimal or no
control over the hourly rates charged by the partners for the cost of salaries. Examle
The project BG0O51P0O001-5.2.01-0013-C0001 & | ) thepartner§
| was paid 40 BGN hourly for a three-day basic tralnmg in social skills for
assistants, and subsequently, the social assistants delivering the projects' services were
paid approximately 1.18 BGN. (or 216 BGN monthly based on average 8h daily
occupation and 22 working days per month). The hourly rate of 40 BGN/h was not paid
on the principle of unit scales; there was neither a study nor analysis to justify this
amount. The disparity between the salaries of the trainers and the social assistants is
high and the audit team did not receive enough evidence to support it. Therefore the
auditors consider that the fee was fixed arbitrarily and is in fact a lump sum and does
not follow real incurred expenditure costs..

Risks: Non-transparent and non-equal treatment of project applications for ESF funding
risks that the sound financial management principle is not respected. Furthermore, the
absence of verification of the beneficiary's financial, administrative and operational
capacity risks increasing the level of ineligible expenditure.

Recommendation:

It is recommended that the evaluation of candidates' applications focuses on the
beneficiary's capacity to implement the project presented. If another organisation's
involvement is needed, then the beneficiary should select the partner company in a
sound and transparent way. The Managing Authority should ensure that the partner(s)
thus selected provide added value and are relevant to successfully implement the

project.

The MA should establish guidelines and requirements for implementing projects
involving partnerships, and measures for monitoring the correct implementation of these
guidelines, for instance by detailing further the application forms.

Deadline  for  implementation  of | Nature of the recommendation: Urgent®
recommendation: 30 September 2010

% See annex 1
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Comments from the responsible body (auditee):

In respect to the questions raised the MA presents the following comments:

An approach encouraging the partnership has been adopted within the HRD OP project
selection process. As a general principle the partnership has been quoted in a number of
texts of Regulation (EC) No 1081/2006 and is defined within the HRD OP as follows:
“During the implementation of the operational programme, the partnership principle
together with the other horizontal principles will be observed in the framework of all
priority axes and all levels of intervention”. Partnership has been described in details in
different parts of the OP and its content is in full compliance with the requirements of
the acting regulations for the programming of an operational programme for the current
programming period.

Finding 1 The participation of the partner organizations and the requirements they shall
meet, are defined in advance at a higher level - in the criteria for selection of operations
approved by the Monitoring Committee(MC), in accordance to the eligible applicants
foreseen in the OP (Annexes I — 1 and I-2). The requirements for eligibility of
applicants and partner organizations are defined depending on the objective of the
particular operation. The eligible partners are defined with the approval of the criteria
for selection of operations where they are indicated depending on the objective for each
scheme. In case of direct award procedure partner institution/s / organization/s are
explicitly named. As far as it concerns grant beneficiaries their possible partners are
defined by type of organizations, e.g employers, services providers, etc. In the
Guidelines for applicants (GfA) the criteria that the partners should meet are further
developed. The methodology and application form are amended in a way that the
potential beneficiary should provide justification for the choice of the particular
partner, if any.(criteria for selection of operation — page 5; point 2; page 10; point 2;
criteria on Alternativi — page 2, point 2; Let’s not abandon any child — page 5, point 2,
component 1; Qualification services and promotion of employment — page 1-2, point 2;
criteria for selection of operations (old) — page 5-6, point 2; page 10-11, point 2).

The capacity of each applicant, as well as the added value of the participation of each
partner organization, is object of evaluation within the evaluation process in accordance
with the approved by the MC methodology. According to the approved criteria the
Contracting Authority (Managing Authority or Intermediate Body) elaborates
Guidelines for Applicants (second level of definition of eligible partner organizations),
in which the requirements to the applicants — beneficiary and it’s partner-organizations,
are described in details, including administrative and financial capacity, as well as
specific requirements to certain activities that could be financed under the concrete
scheme. According to p. 3.1.3. of the GfA, the applicants could apply solely or in
partnership (Annex I — 3 — Guidelines for Applicants for grant scheme and
Requirements for application for direct beneficiaries). The criteria for eligibility of the
partners are the same that are applicable to the leading organization. There are general
and specific requirements for each scheme depending on the nature of the operation.
Point 3.1.1 of the Guidelines for applicants and 3.1 of the Requirements for applicants
define the general criteria for eligibility of both organizations — beneficiary and the
partner. Points 3.1.2 and 3.1.3 set the specific criteria. Both requirements — general and
specific, are a precondition for approval or rejection of the proposal. As it is shown in
the eligibility evaluation grid both organizations are subject to evaluation for their
conformity with the general and specific requirements — point 1.1 and 1.2. The first stage
of the evaluation ' process is the administrative compliance check; the second one - the
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eligibility check and the third step is technical and financial capacity evaluation. The
last stage is being performed as shown in annex I-3 (folder Template guidelines;
evaluation grids) -2Annex 10.6.2 Template Guidelines for Applicants of the template to
MA Manual — page 25-29 contain evaluation grids for administrative compliance and
eligibility of beneficiary and his partners; on page 30 — Technical and financial capacity
evaluation of the proposal the guidelines refer to the Evaluation methodology approved
by the Monitoring Committee. Examples of detailed grids are part of the Guidelines —
ASA; where on page 57; section “Part 2” evaluation grids are represented. In folder
“Guidelines — ASA attachments” declaration D2 is a partnership declaration where both
lead organization and the partner agree to act in cooperation during the project
implementation. Furthermore, a condition for signing the grant agreement for the
beneficiary is to provide signed by all parties’ partnership agreement to the Contracting
Authority (the template of the partnership agreement is part of the GfA- annex I-3,
folder partnership agreement. In same way the requirements for the direct beneficiaries
are designed — eligibility criteria for the beneficiary and partner institutions are
described on page 9-10, points 3.1 and 3.1.1 of the Requirements. Additionally the
guidelines stipulate additional requirement for the partner organization as eligibility
criteria — participation in project results and sustainability of actions: the application
form page 9, point 2.4 requires motivation of choosing the particular partner
organization. The participation of the partner is also described in the work-schedule on
page 17. Point 6.3 on page 18 of the application form requires description of partner’s
contribution to the project results and sustainability; on page 13, point 3.1.3, subpoint
(1) a text is added “participation of the partner to sustainability of the activities and/or
financing after the end of the action, which is also stressed in bold: :Please pay attention
that the partner should have contribution in sustainability of the activities and/or
financing end of the action and this is requirement for eligibility. (if applicable). On
page 29 of the guidelines — Evaluation of eligibility a new point is added — p. 3 “The
project proposal describes the role and participation of the partner in providing
sustainability of the activities and/or financing after the end of the action (point 6.3
Sustainability of the results form the Application form)”. Expenditures made by the
partners are also eligible and supported by adequate financial documentation — page 14,
point 3.1.3

Furthermore there are certain legal requirements which have to be fulfilled by the
applicants/partners and represent eligibility criteria under the respective HRD OP call
for proposals, as for example:

- in order to provide vocational training the applicants/partners should posses a valid
license for a vocational training centre, issued by the National Agency for Vocational
Education and Training (NAVET). To acquire such license the organization should
meet certain criteria stipulated in the Law on Vocational Education and Training,
including training facilities (own or hired), the necessary qualified trainers, approved
standard training programmes in line with the requirements of the State Educational
Standards. Tt is obligatory for the applicants/partners to present the aforementioned
license as an annex to the project proposal whenever vocational training is envisaged as
an activity to be funded by the operational programme.

- As far as key competence training falls out of the scope of the Law on Vocational
Education and Training whenever such training is envisaged to be implemented by the
applicant and/or its partner/s as an activity in the project proposal, the latter should
describe their previous operational experience and list the trainers in the application
form and present as an annex their training programme which is subject to evaluation
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(in the “Qualification services and trainings for the employed” call for proposal under
HRD OP it is also required that the organizations which provide key competence
training should have at least two years of experience).

- The providers of social services which participate as applicants or partners in HRD OP
projects must be registered as such in the Social Assistance Agency (available also on-
line http://212.122.188.84/) which forms part of the eligibility criteria. In order to be
registered by SAA the organizations should fulfill the requirements stipulated in the
Law on Social Assistance.

- If it is envisaged that the social services will be provided to children the organizations
should also posses a license issued by the State Agency for Child Protection.

During the selection process the evaluation committee examines the applicant
(beneficiary and its partners) towards its compliance with these requirements and gives
an opinion about its eligibility with yes or no. If the applicant is not complaint with the
above criteria, the project proposal is rejected. At a the next stage the committee
evaluates the capacity of the applicant (and of the partner/s as well). The Methodology
for evaluation of the technical and financial compliance of the applicant (lead
organization and partner) - p. 34-41 of the Guidelines for Applicants (Annex I - 3) sets
the criteria and method for assessing the adequacy of the proposal and the capacity of
the applicant to implement the project. In order to ensure objectivity and transparency
of the evaluation the general Methodology for HRD OP is adopted by the MC. There is
a mandatory field in the Application Form that requires description of previous
experience in projects implementation; financial balance sheets of previous years for
measuring the financial capacity; CVs of the project team to assess the capacity of the
particular project. Within the evaluation process — p. I of the Application Form -
Description of applicants and partners, items 1 and 2, the following details from the
candidates and partners about the financial, technical and administrative capacity are
required — income, turnover, number of staff, resources that would ensure project
implementation, etc. P. IT — Project management team - CVs of the project management
team are also required. The information provided within p. I and II in the Application
Form is subject of technical and financial evaluation and if the total number of scores in
section “Financial, technical and administrative capacity” is less than 12 points, the
application will be rejected (Annex I-3, p. 50 of the Guidelines for Applicants, step 3).

The understanding of the MA is that with the clear definition of the stakeholders in the
process - partners and beneficiaries, both at programming level through the criteria for
selection of operations, approved by the Monitoring Committee, and during the
application phase by setting clear rules for their selection during the evaluation, the
beneficiary has a precise and objective criteria through which to choose its partners.

It is clear from the cited definition specified in CoM Decree 121/2007 (Annex I-4) that
a beneficiary is an “operator, person or firm, responsible for initiating or initiating and
implementing the project”. That is to say that the beneficiary may initiate and
implement the project by itself and as the Regulation permits the beneficiary may only
initiate the project but implement it in partnership. The legally binding act between the
leading organisation and the partner organisation at the stage of applying for funding is
the Declaration for Partnership (Guidelines for Applicants — Annex 2, Declaration D2,
Annex 10 from the present position). As far as the legal relationship between the
Beneficiary and the partners is concerned it is not a subject of evaluation/scoring but the
commitments undertaken should be clear in advance as well as the added value of the
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partnership. That is why at application phase a Declaration from the partner describing
its obligations within the project is envisaged (Annex I-5) and the beneficiary concludes
an Agreement with the partner/s. The added value is a subject of evaluation at selection
phase as it is described above. The role and the participation of the partner in the project
implementation are detailed in the Application Form. In p.5 the main project stages and
activities are described. Information is presented not only for the justification of
activities, aim, results, period of implementation but also which organization (Leading
or Partner) is responsible for the respective activity; the extend to which the partners are
committed in the project proposal to the organization and management of project;
duration and action plan, in table form it is scheduled who is responsible for the
respective activities, in which months the preparation of the respective activity and its
implementation are going to be realized.

Without opposing the definition of beneficiary, stipulated in the Regulation, in the first
Guidelines for Applicants and subsequently in CMD 121/2007, the version of
27.02.2009, § 1, items 3 and 4 of the supplementary provisions the following definition
for an applicant is laid down: “Natural persons and legal entities and their associations,
which are applying for grants by submitting a project proposal” (Annex I-4 — CMD
121/2007, 2009 version). Although the Regulation does not define the term “applicant”,
the text of Art. 2, item 4 does not preclude a partner. This definition corresponds exactly
with the definition of beneficiary in the part stating that “the beneficiary is an operator,
person or firm responsible for initiating the project”. A definition of partner is given in
the CDM referred to, namely “Partners are all natural persons and legal entities and
their associations involved in the initiation and /or technical and /or financial
implementation of the project or in pre-declared in the Application Form activities of
the project”. This CDM is the legal basis of the Guidelines for Applicants, having in
mind that prior to 27.02.2009, which period covered the audited schemes, there is no
such distinction.

The applicant becomes a “beneficiary” when the project proposal is approved for
funding. In this sense, as it becomes clear from the Guidelines for Applicants as well as
from the grant contact signed between the beneficiary (,leading organization”, to the
period of audit, and ,,approved candidate” — after 27.02.2009) and the Contracting
Authority, the following definition of “beneficiary” is observed — “an economic
subject... responsible for initiating or initiating and implementing the operations”.
According to Art 1.7 of the General Conditions of the grant agreement, the beneficiary
is the only party to the grant agreement and is responsible for its implementation, but
the participation of partner organizations is not excluded — 1.3 and 1.4 from the General
Conditions. In cases when under a call for proposals the applicants could participate by
themselves or in partnership, there is only one budget that incorporates all the
expenditures necessary for the implementation of the activities described in the project
proposal. The applicant will sign the grant agreement with the Contract Authority,
receive and manage the grant from the Contracting Authority and be responsible for the
implementation and reporting on the progress of the overall project, as well as ensuring
on-going monitoring and evaluation. The Contracting Authority will only deal with the
applicant organisation. If the proposal involves partners, the effective contribution of
each individual partner, including the amount of its financial contribution /if it is
applicable/, must be clearly described in the application form.

“The beneficiary is the only one responsible for the implementation of the project in
front of the Contracting authority”, i.e. in cases when parts of the grant agreement,
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including activities that result from the partnership, are not implemented, or the main
principles applicable to the expenditure of public finances (ESF co-funding in
particular) are violated, this is the beneficiary who bears full responsibility, including

financial liability

Analysis of the reply by the Commission:

We would like to make a clarification that the Managing Authority has described a
procedure for selecting candidates whilst the EC auditors have made observations based
on its practical implementation. In that sense the answer of the Member State does not

completely address the issues raised by the Finding 1.

Therefore, we reiterate our position regarding the use of partnerships. As we mentioned
already, the Guidelines for Applicants and all supporting evidence are not detailed
enough to justify the choice of a given partner. It is presented like a "de facto" entity
which proves its good standing. The evaluations are focused on two different entities
which are evaluated separately (partner/candidate) without adequate evaluation of their
relationship. The questions introduced in the Application form — that candidate should
provide justification why the exact partner is chosen for this operation (p2.4, p9) is not
evaluated by the Contracting authority and is only for informative purposes.

So the ambiguity remains on how the particular organization is selected as no sound
selection procedures are applied to select partners.

In addition, the eligibility criteria of candidates and partners are identical so it is not
clear how complementarities are achieved. In the example of partnerships provided for
BGO051P0001/07/2.1.01 the same institutions eligible for partners are also for lead
organizations. Therefore it is not clear how the partner is selected. For example, a
possible eligible type of organisation is "employers" for both lead applicant and partner;
it is not clear how therefore a particular employer company will be selected. It is not
acceptable that there is no selection procedure at any level to determine which exact
employer is selected for partner.

We deem that the Managing Authority should be precise in definition of concrete
partners and whether there is a lack of capacity inside a candidate then sound selection
procedure is conducted so that it is absolutely clear who does what and why.

Lastly, you say in your comments that partners are responsible for initiation and /or
technical financial /implementation of an operation. Thus, all the incurred costs are
supported by the Beneficiary and /or Partner. We want to draw you attention on the fact
that if the project is implemented in partnerships (definition as per Regulation
1081/2006 art 5) it does not automatically mean that the project is implemented by a
partner.

Therefore we reiterate our position that partnerships should be detailed and defined at
high level for a given area of cooperation or/and contribution towards achieving a
concrete goal. They should not be used systematically to fill in a lack of capacity. If
this is the case, then appropriate selection procedures should be conducted.

Colour code : orange
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Finding n°2: KR 2 — Adequate procedures for the selection of operations

Objective: Assess whether there is an adequate appraisal and approval
of projects

Responsible body: MA and IB Volume of funding affected by the finding: €

Non-quantifiable

Description of the finding: All projects

The audit team observed the use of civil contracts (for delivery of services) for staff
working on ESF projects. These contracts relate to activities which fall outside the
normal labour contracts. It was noted that the (hourly) rates charged to the project varied
significantly between contracts but also with the rates applied in normal labour contracts.
There was weak evidence of the existence of binding rules (legal acts, decrees, etc.) for
the hourly rates for different types of activities, grades and profiles for trainers and
trainees. However, there are no thresholds to limit the use and/or the rates charged under
these contracts. When employees work under civil contracts for ESF co-financed
projects, the monthly salaries vary from beneficiary to beneficiary and comparison with
similar salaries for non-ESF activities is lacking. Secondly, the civil contracts do not
unambiguously mention the number of hours which need to be worked. As such there is
no convincing evidence of the exact hours worked or of their relevance to the activity.

In addition, the audit team did not get appropriate evidence of how participants'
ontributions as scholarships (for example, project BG051P0O001-3.3.01-0043-C0001
.. are fixed,

Risks: Lack of audit trail and relevance to the claimed ESF activities; declaration of
ineligible expenditure.

Recommendation:

The MA should issue detailed grids with hourly rates regarding ESF projects, based on
which civil contracts should be concluded, tacking into account the expertise level of the
trainers and the trainees. Hourly rates for ESF activities should not substantially differ
from hourly rates for non-ESF activities and should also be based on a specifically-
elaborated methodology.

Deadline  for  implementation  of | Importance of the recommendation: Urgent
recommendation: 30 September 2010

Comments from the responsible body (auditee):

Providing training is a type of service. The same is considered a "professional service",
many of these services are performed by persons engaged in the so-called "freelance
professions”, according to the definition given by the European Commission - Directive
on Recognition of Professional Qualifications (2005/36/EC) (Annex II-1). Civil contracts
for carrying out training can be considered as a consulting service and the outcome of its
implementation is a type of product. The labour provided is based on an hourly rate, it is
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reported as regulated and paid per hour according to the type of service and the hours
worked, according to national legislation. The criteria for selection of operations
approved by the HRD OP Monitoring Committee stipulate certain requirements
regarding the maximal amount of the eligible individual costs or maximal costs per
participant e.g. the amount of scholarships per day/month, the amount of the salaries for
the hired staff, the amount of the grant for training of one participant, etc. Especially for
the trainings maximum threshold on the total training value per one person were set.
These thresholds are in accordance with the Bulgarian legislation, namely the - Unified
State standards for the activities delegated by the state for the current year, which also
includes vocational schools and annually adopted Decree, adopting the National Action
Plan for Employment, where in Annex 3 are precisely detailed the maximum values for
the training of a person (adult) depending on the level of vocational qualification or type
of key competence. According to these two acts in the Guidelines for Applicants and in
the criteria for selection of operations (Annex I-2) a maximum average value for a
training per person (BGN 925 for vocational training) is given, as the beneficiary has
been given the option to provide the best value for money within the total cost of
training. The budget is based on the number of trainees and the training methodology is
subject to evaluation at the selection stage.

Thus, it could be stated that the fee for a trainee as well as scholarships are pre-defined
by the Monitoring Committee decision and follow the national legislation requirements
in the field. Regarding staff costs fees the above mentioned Methodology shall be
applied.

In accordance with the recommendation of the European Parliament to set requirements
for the provision of such services in the field of training, skills, etc. in the Guidelines for
Applicants further request was made that the applicant has to present the experience and
the qualifications of lecturers by submitting a CV. The latter should meet the national
requirements for adult training and the compliance is part of the selection procedure.

When the requirements for pricing of vocational services, provided under the project,
were elaborated all regulatory requirements of existing European and Bulgarian
legislation were met. There is competitiveness between providers of vocational services
on the one hand and a requirement for their quality on the other. Therefore, the current
approach is to enable the applicant to justify the estimated budget which is in accordance
with the principle of sound financial management. In practice this means that the project
costs should be similar to the activities, normally performed by the beneficiary. The
budget of the project is subject to evaluation also

In the criteria for selection of operations and in the GfA under scheme 3.3.01 (Annex II-
2) as “eligible expenditures” the payments for the trainees (pupils and/or university
students) is fixed as follows: pupils — not less that 10 BGN per day, university students —
not less than 15 BGN per day. The value of these expenditures is calculated taking into
account the duration and the average salary or the common hourly/daily remuneration for
equivalent job in the respective branch as well as the common remuneration amounts.

_jwe would like to present the following clarifying mformatmn

The remuneration payable to the pupils/ university students under “Development of
practice training mechanisms for pupils and university students” scheme is based on a
contract for practice training. It is not a scholarship within the meaning of the Bulgarian
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legislation. The remuneration for practice training within the context of this operation
includes expenditures for daily allowance (food and travel) for the period of practice
calculated on the basis of a practice training day. The objective of the operation is to
provide opportunity for additional practice training of pupils/ university students in real
work environment for which they receive the respective amount to cover their
expenditures during the training. This should not be considered as services performed by
a worker for a wage and parallels in this sense should not be made. The allowances are
regulated in line with similar national legislation mechanism - CoM Decree
207/03.10.1994 and CoM Decree 90/2000 setting rules for granting scholarships (Annex
11-3 and II-4)..

Analysis of the reply by the Commission:

We acknowledge your comments and reiterate our position regards finding 2. We had
made clear that we accept the civil contract as a legal form of work commitment for staff
assigned to projects when the contracts are clear and explicative regarding tasks, time
frames and salary. We questioned the soundness of accounting for these contracts. After
having checked several projects, we have come across different rates for similar activities
and the cause for that was lack of clear instruction from Managing Authority. We have
noted also differences in terms of requested time accountability papers (summaries,
timesheets etc) which was also due to lack of clear instructions.

In that sense your comments are not adequate to the finding raised. We reiterate our
position.

Nevertheless, we acknowledge the elaboration of the "Methodology for setting up
salaries under HRD OP” which has been submitted with the Action plan (see Annex 3). It
is an adequate answer to our recommendation raised.

Colour code: Orange
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Findingn®: 3 |Key element 3: Adequate information and strategy to provide
guidance to beneficiaries

Objective: Assess whether there is an adequate strategy to provide
guidance to beneficiaries

Responsible body: MA Volume of funding affected by the finding:

Non quantifiable

Description of the finding: Systemic issue: All projects

Indirect Costs

For the audited period there was no agreement between EC and MA for implementation
of Art. 11(3) (b) of Reg. 1081/2006. According to the Council of Ministers' PMS 180
from 27.07.2007 art 3 point 5 (setting out detailed eligibility rules under Human
Resources Development Operational Programme) - indirect expenditure is allowed up
to 20% of the direct expenditures of the Beneficiary. No further detail of the indirect
expenditure types or methodology of calculation has been adopted. The auditors were
not presented with the methodology of how indirect costs are defined.

The incurred indirect costs were presented by the beneficiaries in their financial reports
under Chapter 8 Indirect costs; mainly covering Staff Management Costs.

- Items representing indirect costs were placed under dlrect costs Ener

telephone,
water- projects BGO51PO001-2.1.01-0584-C0001¢. v

- It was noticed that management staff costs was, in all projects, claimed under chapter
8 "Indirect costs". At the same time management staff had, on top of their normal labour
contracts, separate specific civil contracts for the project, stipulating a monthly salary.
This situation leads to the following observations:

Firstly, the civil contracts are charged in full to the project, without any indication or
proof of the actual time worked for the project. As a result, the audit trail, underlying
this expense is missing and renders the expenditure to be ineligible. This fact
undermines the use of the flat rate calculation applied by the Managing Authority in the
sense that the basis for determining the flat rate is distorted by the use of these
contracts.

Secondly, in the absence of any audit trail, the use of additional contracts may lead to
double funding with the normal salary.

Thirdly, the fact that beneficiaries systematically need to use these contracts
demonstrates the beneficiaries' lack of operational and administrative capacity to
implement the project.

Risks: Inflated indirect costs charged to the ESF; risk for double funding

Recommendation:

The MA is requested to develop and implement guidance for beneficiaries on the
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rules concerning the flat rate methodology. These rules should explain when it is
appropriate to use these contracts, their maximum ceilings and the supporting
evidence to determine their eligibility.

Deadline  for  implementation  of | Importance of the recommendation:
recommendation: 30 November 2010 Prompt’

Comments from the responsible body (auditee):

Indirect costs are regulated by CoM Decree 180/2007, describing the detailed rules for
eligibility of expenditures under the HRD OP (Annex III-5). The operations, subject to
audit, had started before the European Commission requested the implementation of a
methodology for their spending. Direct costs and indirect costs are described separately
in the GfA for the grant schemes subject to the audit (Annex I1I-1 Templates). Separate
instructions are elaborated for the definition of both types of costs. (Page 17, p. 3.1.5 of
the GfA). In addition, those two major budget items are divided in separate lines in the
budget template and there are instructions for the completion of each line. According to
Art, 11, item 3b indirect costs are allowed when not exceeding 20% of the total amount
of dlrect costs. In this specific example it is stated that indirect costs have been clalmed
in the dlI’CCt costs budget line. According to the budget form submitted by, =

.. Joverhead costs (such as telephone, electricity, water supply, etc. ) are
filled in in hne 4.3 section 4 (Costs for external services) as part of the direct costs
(Annex III-2- Budget). the time when this project started implementation Regulation
68/2001 have been in force where article 4, item 7c defines the eligible costs for the
implementation of activities related to trainings as:

(a) costs for remuneration of trainers;
(b) travel costs for trainers and trainees;
(c) other operating costs for materials and deliveries.

According to invoice Ne.1110176837 as of 26 February 2009 costs have been made for
water supply required for the normal implemention of the training course and in this
connection those are directly related to the implementation of the project activity — the
training. Costs under this budget line are effected only for electricity and water and are
considered direct costs according to CoM Decree 180/2007 as they are directly related
to the provision of the training. (Annex III-3, debit note Ne0064259775 as of 31
December 2008 and aviso as of 14 January 2009 (Annex I11-4).

No costs for telephone have been claimed and respectively verified under the selected
project. Trainings have been carried out in premises of the beneficiary (no rent has been
claimed). The verified costs for water and electricity supply are related only to the
trainings and have no connection with the project management team in order to be
congidered as indirect costs. There is a detailed methodology for the calculation of costs

% See annex 1
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related to the trainings, written in a statement as of 25 November 2008, according to
Ordinance Ne 2 as of 15 July 2008. In addition, ordinance Ne 3 as of 1 December 2008
endorses the project eligible costs for water and electricity supply. (Annex III-6).

The general conditions, related to eligibility of expenditures and the application of
indirect costs under the operational programmes co-funded by the EU Structural Funds
and the Cohesion Fund for the programming period 2007-2013 are stipulated in Art. 8§,
paragraph 3, item 2 of CoM Decree 62 as of 21 March 2007 (Annex I1I-7), while the
detailed rules for eligibility of expenditures and the application of indirect costs under
Human Resources Development Operational Programme, co-funded by the European
Social Fund for the programming period 2007-2013 are stipulated in Art. 4, paragraph 3
of CoM Decree as of 27 July 2007.

§ 1 of the Supplemental Provisions of CoM Decree Ne180 as of 27 July 2007 defines
“direct costs” as costs which are directly related to the project activities and the
implementation of the project. “Indirect costs” according to Art. 11, paragraph 3b
Regulation Ne 1081/2006 are not directly related to the project activities. The allowed
percentage for indirect costs in the GfA for the grant schemes subject to audit is up to
20% of eligible direct costs. Based on definition of § 1, item 5 of CoM Decree Ne 180 as
of 27 July 2007, the basis for calculating of indirect costs, declared as a flat rate, are
the direct costs — these are costs that are directly relevant to the activities of the
respective project and has been done exclusively for the implementation of the specific
project. The categories of the direct costs are clearly defined and does not provide for
double funding with the indirect costs. During the verification process any reduction of
project’s direct eligible costs resulted in reduction of the relevant indirect costs
proportionally.

On page 29 of the GfA under grant scheme BG051P0001-2.1.01 is stated that “Indirect
costs not directly related to the project activities and to the achievement of the project
goals, declared on a flat rate basis and not exceeding 20% of the total amount of direct
eligible costs”. On the same page the following requirement is set: “Indirect costs
declared on a flat rate basis are declared by the beneficiary and are subject to follow-up
checks.”

In accordance to the findings of the audit team, indirect costs may be distinguished in
the beneficiaries’ reports as those are used to cover management costs as stipulated in
Regulation 1081/2006, CoM Decree 62/2007 and CoM Decree 180/2007.

According to the abovementioned GfA during the project submission, “indirect eligible
costs should be clearly indicated by types and should be described in the budget
template or its attachments”. Those requirements guarantee that during the project
evaluation stage the evaluation committee shall check for budget items allocated both in
the direct and indirect costs and avoiding the risk of double funding.

As pointed in an explanatory note of the Commission for the implementation of article
11, paragraph 3, item B of Regulation 1081/2006, the application of the flat rate rule for
indirects costs means: “to dispense with the need to justify in detail the individual costs
(i.e. no provision of copies of paid invoices and no request for specific prorata
breakdown for each type of expenditure), which make up the indirect costs. This
simplifies matters both for the beneficiary and for the administration managing and
controlling the ESF operation”. There was no requirement for elaboration of a
methodology for the implementation of the flat rate rule for indirect costs before the
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